Subject: Re: Relative Value in Toolkit 5

From: Financial Literacy for Youth <etraub@financialiteracy.us>

Date: Wed, 26 Jan 2005 07:37:18 -0500

Bob:

At 11:09 PM 1/25/2005, you wrote:

>Could someone please explain to me the rationale of replacing high/low

>P/E's that were removed as outliers in section 3D/3E?  I know it affects

>the relative value computation, but isn't that a good thing? So far, it's

>been pointed out that the manual says to make sure they are replaced in

>section 3, but Bonnie Biafore's book (p113) seems to say they should be

>left out.

The confusion concerning the "replacement" of outliers stems from the fact that, for many years, the removal of data from columns D and E had two distinct purposes.

The first was to eliminate the true outliers, the anomalous data that was irrelevant. For example, these frequently occurred as a result of low earnings reported unexpectedly after the fiscal year ended and they could no longer have an effect on the stock's recorded price. 

The second was to manipulate the data to remove the higher values and sample a more conservative average to apply in forecasting future PEs.

As you can see, in the first case, the purpose was to affect the historical data and remove irrelevant data (data that would probably not recur in the normal course of business) so that Relative Value could be based on actual, relevant, historical data.

The second use was not for the historical data but merely as a convenient mechanism to play with the historical data on which a forecast of the future was based. This is the area where Ralph Seger's "nosebleed" PEs could be factored out and where common sense would prevail in estimating how many times earnings investors might pay for the stock five years out.

In all of the software up until Toolkit 5, there was no distinction made between those two purposes. Therefore, when the user had finished making use of that mechanism to arrive at a reasonable forecast of the high and low PEs, it was necessary to replace the data removed for the second purpose but leave those "true" outliers removed for the first purpose so that Relative Value would reflect actual history (for better or for worse).

In Toolkit 5, the two mechanisms are separate. The removal of outliers can be accomplished in Section 3 by clicking on the offending data or the year. The tools for forecasting are evoked in Section 4 where they belong. And you can play with ten years of data and have a variety of different choices for mechanically eliminating the more aggressive data and plunking the result in Sections 4A and B.

This is the basis for "returning" the eliminated PEs. I hope this explanation will answer your question.

Ellis Traub

----------------------------------------------------------------------

Subject: Re: Relative Value in Toolkit 5

From: "Robert Mann" <sailrmann@comcast.net>

Date: Wed, 26 Jan 2005 09:41:24 -0500

Ellis wrote:

"In all of the software up until Toolkit 5, there was no distinction made between those two purposes. Therefore, when the user had finished making use of that mechanism to arrive at a reasonable forecast of the high and low PEs, it was necessary to replace the data removed for the second purpose but leave those "true" outliers removed for the first purpose so that Relative Value would reflect actual history (for better or for worse)."

What I'm getting from this is that in section 3 we should only eliminate the true outliers, such as an 86 when all other values cluster around 29, and not the 35 when all other values cluster around 29.

Bob Mann

----------------------------------------------------------------------

Subject: Re: Relative Value in Toolkit 5

From: Financial Literacy for Youth <etraub@financialiteracy.us>

Date: Wed, 26 Jan 2005 11:03:14 -0500

Bob:

At 09:41 AM 1/26/2005, you wrote:

>What I'm getting from this is that in section 3 we should only eliminate

>the true outliers, such as an 86 when all other values cluster around 29,

>and not the 35 when all other values cluster around 29.

That's the idea. You can usually spot the outliers just by eyeballing the data. Some controversy has arisen in recent months concerning the utility and value of Relative Value. In all of the history of that metric, its purpose has been to give the investor a perspective of how much investors are being asked to pay today for one dollar of the company's earnings compared with what they have historically paid for it.

This is a valuable bit of information, even though there are times when the historical PE has been pumped by "irrational exuberance." One can usually tell when that has occurred, again, just by eyeballing it. But it is just one more way to get a handle on how reasonable the current price is in view of history.

This is like knowing what kind of a price per pound a brand of coffee has sold for so you can tell if the price is about right, if it's inflated, or if you're getting a bargain. The difference is that the only thing that changes the value of a commodity like coffee is its availability. With stocks, the unit is not a pound but is a "dollar's worth" of earnings. The "commodity" we're buying is earnings. And the price for that unit value is also fairly constant while the earnings, themselves, goes up and down which, of course, causes the price of the stock to rise or fall. What makes this a little more tenuous is the fact that it is only the long-term investors who are shopping for earnings while the traders and short-term "investors" don't understand exactly what it is they are buying. Their mentality and their success, or lack of it, is very much like the gamblers in the commodity markets. Except there are more tangible things to forecast with (climatic conditions, droughts, demand, etc.) that the pros in that market place pay heed to.

There has been an interest of late in interpreting Relative Value not in terms of the past but, rather, in terms of one's own view of the future. I prefer to distinguish between Relative Value, which means what it's always meant, and, perhaps, Potential Relative Value to make the distinction between what has been and what we think will be. Ralph Seger has been the point man in looking at Potential Relative Value and sees a benefit in comparing the current PE with the average of the forecast High and Low PEs, feeling that one can gain some insight into the reasonableness of the current price by comparing it with that average. Frankly, while I see some incremental value in that, there are other things that provide the same intelligence but in a clearer fashion. I don't see as much use for it and I wouldn't want to substitute that in place of the traditional Relative Value.

I've probably gone on too long about this and don't want to stir up yet another wave of debate about it. But I think it's a good idea to keep both concepts separate and distinct.

Ellis Traub=20

----------------------------------------------------------------------

Subject: Relative Value in Toolkit 5

From: Joe123038@aol.com

Date: Wed, 26 Jan 2005 11:16:33 EST

In a message dated 1/26/2005, etraub@financialiteracy.us writes:

I prefer to distinguish between Relative Value, which means what it's always meant, and, perhaps, Potential Relative Value to make the distinction between what has been and what we think will be

Hi Ellis,

Here is my 2 cents - probably worth only one - on this subject.

I generally look at the 10-year high and low P/E ratios as shown in Toolkit for their historical value, trends, outliers, etc. Then, after using as much judgment as possible, I insert my forecasted high and low P/E ratios in section 4 to develop my future high and low prices. Once that is done, I look at today's P/E Ratio and compare it to my forecasted P/E ratios to see the "Potential Relative Value" as you call it.

I am more affected by the PRV on future high and low P/E ratios than I am by the historic. It sure would be nice if a new "Hot key" could be installed that would show me the RV on the future P/E ratios than on the past.  Possible?

Better Investing!

Joe Smith in New Jersey

-------------------------------

Joe:

At 11:16 AM 1/26/2005, you wrote:

 >I generally look at the 10-year high and low P/E ratios as shown in Toolkit for their historical value, trends, outliers, etc. Then, after using as much judgment as possible, I insert my forecasted high and low P/E ratios in section 4 to develop my future high and   low prices. Once that is done, I look at today's P/E Ratio and compare it to my recasted P/E ratios to see the "Potential Relative Value" as you call it.

 >I am more affected by the PRV on future high and low P/E ratios than I am by the historic.

I know what you're saying and where you (and Ralph) are coming from, Joe. But, please tell me what you learn from comparing today's PE Ratio with your forecast PE ratios. Can you tell me in a sentence or two what this comparison tells you? ...or even in a few paragraphs?

Let me give you an example. Then you can be more specific if that will help.

BBBY has the following information (based on my judgments):

Current PE: 

26.0

Fcst. Avg. PE:

23.1

What can you tell me from comparing the current PE with the Fcst. Avg. PE. that would help you with a decision or even with some beneficial insights?

Joe, I'm not being contentious. I'm just interested in learning what you, Ralph and others who like this idea of PRV see in it that I'm missing.

Ellis Traub

----------------------------------------------------------------------

Subject: Relative Value in Toolkit 5

From: Joe123038@aol.com

Date: Wed, 26 Jan 2005 16:23:19 EST

Hi Ellis,

My friend, I have never known you to be contentious but just the opposite and I don't see you changing now. <bg>

Joe Smith in New Jersey

Let me give you an example. Then you can be more specific if that will help.

BBBY has the following information (based on my judgments):

Current P/E:             26.0

Fcst. Avg. P/E:        23.1

This would tell me that the RV is currently 112.55% and might cause me to delay the purchase purely on a "valuation" basis, just as it would if the last 5 year Hi P/E averaged 23.1 and the current P/E was 26. Using my logic - right or wrong - the current P/E of 26 is actually higher than the past 5-year average P/E and is the same valuation going forward over the next 5 years. All things being equal, I would need to see a price around $35 (P/E around 22.8 to 23) before I'd take the plunge. I also find it highly unusual for the average P/E for the past 5 years to be the same as my estimate for the next 5 years.

----------------------------------------------------------------------

Subject: Re: Relative Value in Toolkit 5

From: "Armin Fields" <ASFields@aol.com>

Date: Wed, 26 Jan 2005 17:00:01 -0500

Ellis:

I think your three responses never answered Bob Mann's initial question about Relative Value and the rational for restoring outliers. 

(1) What outliers, if any, should be restored for RV purposes in TK5?

(2) What outliers, if any, should be restored for RV purposes in TK4?

(3) Why restore any outliers at all...what purpose is served...what is the rational or reason?

These questions and I hope their answers have nothing to do with (A) identifying or defining outliers, (B) Ralph Seger, and (C) Potential Relative Value.

Armin Fields

----------------------------------------------------------------------

Subject: Re: Relative Value in Toolkit 5

From: Financial Literacy for Youth <etraub@financialiteracy.us>

Date: Wed, 26 Jan 2005 17:27:39 -0500

Armin:

At 05:00 PM 1/26/2005, you wrote:

>I think your three responses never answered Bob Mann's initial question

>about Relative Value and the rational for restoring outliers.

>

>(1) What outliers, if any, should be restored for RV purposes in TK5?

There is no need to restore data eliminated in Section 3 of Toolkit 5. You should never remove anything but anomalous, irrelevant data.

>(2) What outliers, if any, should be restored for RV purposes in TK4?

If you have gone beyond eliminating the anomalous data and played with eliminating additional data that was simply "too high," then you should restore that and leave eliminated those data that were "real" outliers.

>(3) Why restore any outliers at all...what purpose is served...what is

>the rationale or reason?

The reason is because Relative Value is a metric that considers history, whether too high or not too high. It deals with what people have actually done. Eliminating anomalous data, data that is obviously not based on actual earnings, usually when the price doesn't reflect earnings reported after the fiscal year was over and which was a big disappointment, is a way to make history more relevant. And relevancy is important when considering history so it can help you understand the future.

>These questions and I hope their answers have nothing to do with (A)

>identifying or defining outliers, (B) Ralph Seger, and (C) Potential Relative

>Value.

I cover those things in my response to Joe. <g> You don't have to read it if you don't want to. <vbg>

Ellis Traub

In a message dated 1/26/2005 5:17:54 P.M. Eastern Standard Time,  

etraub@financialiteracy.us writes:

Thanks, Joe. But this points up the problem I see with using this metric. The fact is that the historical average P/Es were 42.6 and 23.1, making the average historical PE 32.8. There were no noticeable outliers, which means to me that this was the average P/E paid by the average investor over time.

Ellis,

Let me read your initial message again because I must have missed something that caused me to incorrectly reply to your comment.

Best wishes,

Joe Smith

p.s. Perhaps this example might help to better explain my position.

Company XYZ

Year      High  P/E        Low P/E

2000        32.0                22.0

2001        29.0                 22.0

2002        27.0                20.0

2003        24.0                18.0

2004        20.0                16.0

Avg.          26.4                19.6

Average                23.0

Current P/E           23.0  -  RV = 100%  OK to buy if all factors are acceptable.

Now comes my forecast for the next 5 years

Hi P/E forecast due to declining P/E Ratios = 20.0

Lo P/E forecast due to declining P/E Ratios = 16.0 

Avg. future P/E Ratio = 18.0

Current P/E of 23 vs. forecasted avg. P/E of 18 = forecasted RV of 127.77; too high for me even if all other factors are acceptable. Also, consider that the P/E ratios might be falling because the EPS growth rate might also be falling ever so slightly. To me, this is a conservative outlook on P/E ratios going forward and helps me not to pay more for $1 of EPS than I care to pay.

OK????

Better Investing!

Joe Smith in New Jersey

-----------------------------------------------------------------------------------------------------

Subject: Re: Relative Value in Toolkit 4,  5 or 6 if there is ever a 6

From: Financial Literacy for Youth <etraub@financialiteracy.us>

Date: Wed, 26 Jan 2005 22:32:58 -0500

Joe:

At 07:42 PM 1/26/2005, you wrote:

>Current P/E of 23 vs. forecasted avg. P/E of 18 = forecasted RV

>of 127.77; too high for me even if all other factors are acceptable.

>Also, consider that the P/E ratios might be falling because the EPS

>growth rate might also be falling ever so slightly. To me, this is a

>conservative outlook on P/E ratios going forward and helps me not

>to pay more for $1 of EPS than I care to pay.

The picture is incomplete. It seems to me that, with the numbers you offer, you would never have considered buying in the first place. Let's see some earnings history that would make this an attractive investment save for the PEs. I don't think you need a PRV to tell you it's a bad deal!

Let's say as a case in point, in your example, current EPS are $1.00. That would mean today's price would be $23.

If your earnings were to double to $2 in five years, the high price would be $40 (with a High PE of 20). Your Total Return (excluding yield) would be 11.7%.

You would have to forecast earnings to grow at 23% to give you a Total Return of 15%. And, if they did, you can be sure PEs wouldn't be that modest. Declining PEs like in your example don't just happen. They usually result from declining EPS as you suggest.

Can you see justifying a 23% growth rate in the future (20% is my maximum) if the growth rate is declining? ...or at all?

Maybe you can find an example in real life where such a scenario as you describe might make PRV valuable? That would help me.

Ellis Traub 

Subject: Re: Relative Value in Toolkit 4, 5 or 6 if there is ever a 6

From: Financial Literacy for Youth <etraub@financialiteracy.us>

Date: Thu, 27 Jan 2005 10:03:22 -0500

Bob:

At 09:38 AM 1/27/2005, you wrote:

>take a look at HDI.  I think they might fit the bill as their EPS is

>increasing, yet their high PE has dropped over the past 3 years. I have

>their current Rel Val at 68.6

My SSG for HDI shows the following:

EPS Growth:    15.0

Current EPS:    2.99

Current Price:  58.82

Current PE:      19.7

Rel. Val:          74.9

Fcst. Hi Price:  141.2

Fcst Hi PE:        23.5

Fcts Lo PE:        14.8

Fcst. Avg PE:     19.2

PRV:                 103%

At its current price, is a "Buy" with a Total Return of 19.5% and an U/D Ratio of 9.3.

This is a good example, Bob. Thanks! Once again the current PE is close to the Average forecast PE and suggests (if you look at the PRV) that it's a reasonable price.

Well, the "real" RV says that folks are paying only 75% of what they have typically paid. This would suggest caution to me until I found out why this was the case.

I would hate to give up that caution flag!

Ellis Traub                 

----------------------------------------------------------------------

Subject: More about Relative Value

From: "Armin Fields" <ASFields@aol.com>

Date: Thu, 27 Jan 2005 15:14:35 -0500

Ellis Traub wrote:

<< (2) What outliers, if any, should be restored for RV purposes in TK4?

If you have gone beyond eliminating the anomalous data and played with eliminating additional data that was simply "too high," then you should restore that and leave eliminated those data that were "real" outliers. >>

Thanks Ellis for your response which is clear and direct.  

(A) However, your response seems to conflict with the TK4 manual (you might have had a hand in its writing) which seems to say ALL outliers that were eliminated should be restored.  That is, it makes no distinction between two types of outliers (anomalous and too high) and states: 

"...you should restore outliers that you eliminated so that the calculations involving historical data (Relative Value and Projected Relative Value) won't be distorted as you look at them later." [page 147]

(B) Moreover, wouldn't the manual's explanation for restoring outliers apply to both anomalous and too high outliers? That is, the purpose for eliminating anomalous outliers is to better forecast projected P/Es, but those outliers also reflect actual history.  Why won't the Relative Value be "distorted" [TK4 manual language] if anomalous outliers that were eliminated are NOT restored?  I can appreciate a rationale for restoring all outliers that were eliminated (so as not to distort RV), but would you explain your rationale/reasons for restoring only too high, but not anomalous, outliers??

Armin Fields

