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Pick Your Poison: Implicit Vs Explicit Forecasts

This article is authored by MOI Global instructor Sean Stannard-Stockton, president and chief
investment officer of Ensemble Capital Management, based in Burlingame, California. Visit
Ensemble’s Intrinsic Investing website for additional insights.

“My interest is in the future because I am going to spend the rest of my life there. ”
-C.F. Kettering

Bottom up stocks pickers like ourselves, who run focused portfolios, often say they are “macro
agnostic”. Rather than trying to time the market or predict the economic cycle, we focus on finding
outstanding, competitively advantaged business that we think can do well across economic and market
cycles. But while the short-term economic cycle is unpredictable, it is vitally important that investors
understand the long-term economic forecasts embedded in their individual company valuations.

When valuing an individual company, the very long-term growth rate will be constrained by economic
growth, the level of interest rates will significantly impact the financing costs of businesses that
borrow money (99% of the S&P 500 borrows money), and interest rates indicate the “risk free” rate of
return hurdle over which equity investors demand some level of additional return in exchange for
taking on risk.

Last year we wrote a four part series about the risk of low growth. In Part 4, we showed how a 4%
long term growth trend for the US economy (as we’ve seen over the last decade) could result in very
different (or possibly unchanged!) valuation levels compared to the 60 year period prior to the
financial crisis when economic growth was about 5%.

"Old Normal™ vs "New Normal” Growth Scenarios

Nominal Growth 10Yr Rate Equity Cost Implied P/EY/E Chg vs Baseline
Baseline Historice 5% 5% 9% 15.5 N/ A&
Lower Growth 4% 5% 9% 13.2 -15%
Lower Debt Cost 4% 4% 9% 15.4 -1%
Lower Equity Cosi 4% 4% 8% 19.0 23%

o

Source: Ensemble Capital Management

In that post we went on to explain:

“What happens if the whole economy and corporate revenue growth slows from 5% to 4%? One
thing that likely happens is interest rates decline... If you lower growth to 4%, the fair value PE
for the market falls to 13.2... But if we assume [that] interest rates decline by 1% as well, then
the fair value PE moves back up to 15.4.

But what about the equity cost of capital? Historically equity investors have demanded about
4% higher annual returns than debt investors in the same companies. In a low growth, low


https://intrinsicinvesting.com/
https://intrinsicinvesting.com/2019/02/22/the-risk-of-low-growth-stocks/
https://intrinsicinvesting.com/2019/04/08/the-risk-of-low-growth-stocks-part-4-the-risk-of-the-new-normal/
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interest rate world, would equity investors still demand 9% annual returns, or would they be
OK with the same 4% “equity risk premium” over now lower bond yields and thus price stocks
to generate 8% returns? If after lowering growth and interest costs, we also lower the equity
cost of capital to 8%, the fair value PE shoots up to 19x.”

What all of this means is that any time you see an investor say that a particular stock is worth a
certain amount of money, whether they know it or not, embedded in this valuation is a forecast
about long-term economic growth and the long-term level of interest rates.

In other words, it is impossible to be macro agnostic.

Even if you say “well, I just assume that future growth and interest rates will be the same as the
average levels in the past,” the question becomes “what past time period?” Let’s look at the history of
the 10-year treasury yield over the last 40 years. 40 years has got to be considered “long-term,” right?
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Based on this history, it appears that interest rates perpetually decline over time. Extrapolating this
chart into the future suggests the 10-year yield will have a yield of -8% 40-years from now. But while
we can observe mildly negative interest rates in some parts of the global economy, it seems very
unlikely to us that the 40-year trend of declining interest rates will continue for the next 40-years.

All we have to do is look at the prior 20-year period to see a very different trend:
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Based on this chart, you might excuse investors in the late 70s for believing that interest rates would
exhibit a perpetually rising trend over the long term.

But of course, investors are not simply backward looking in making their forecasts. Investors as a
group tend to assume that the future will look similar to the average of the past, rather than assuming
that all trends will persist perpetually.

Here’s a chart of the trailing PE ratio of the S&P 500 over the past 60 years.
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Over the full time period, the trailing PE ratio (the price of the market compared to the past year’s
earnings) has averaged 16.8x. Our calculation above suggested that the fair value PE should have
been about 15.5%, but this is the forward PE ratio (the price of the market compared to the the coming
year’s earnings). Since our calculations assume a 5% growth rate, the calculated 15.5x forward PE
implies a trailing PE of 16.3x. So we can see that the actual average PE has almost exactly equaled the
calculated average fair value of the market.

But the fact is that many investors think that low and even declining interest rates are here to stay for
good. If you look at the PE ratio in the chart above, which shows as 21.7x, and convert it into a
forward PE ratio you’ll see that it is very close to the 19x fair value we calculated if you assume that
4% GDP growth, 4% interest rates and just 8% annual equity returns is the new normal. It is true that
GDP growth has only averaged 4% for the last decade, so this outlook may be pessimistic relative to
the longer-term growth rate, but it isn’t an unreasonable point of view.

However, interest rates are not 4%. The 10-year yield is currently less than 2%. Yet despite yields
being this low, it does not appear that equity investors believe they will persist. If you assume that the
cost of risk-free debt will remain well below the growth rate of the economy, you end up implying that
the stock market should trade at a much higher multiple than it ever has in the past. Remember just
the shift down to 4% sent the fair value PE to 19x. You get almost nonsensical results if you use 2%
and yet also assume growth stays at 4% or even rises back to 5%.

Yet investors have been valuing conservative stocks, ones with low volatility and higher than average
dividend yields, or so called “bond proxies,” as if these ultra-low rates will continue for good. We've

written about this in the past in posts here and here.

The amazing fact is that low volatility, “bond proxy” type stocks have done as well or better than more


https://intrinsicinvesting.com/2018/08/23/rethinking-new-normal-economy/
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economically sensitive and volatile stocks even over the long term. This makes very little sense in a
world where risk and return as supposed to be related and in fact this observation has been termed
the low volatility anomaly as it flies in the face of classic understandings about how financial assets
are priced.

Will this persist? It has gone on for a very long time. But note the chart above showing the 40 year
trend of falling interest rates? Do you think they will continue falling for the next 40 years? If not, you
should be acutely aware that the low volatility anomaly is very unlikely to persist and returns to low
volatility stocks are likely to deeply disappoint investors despite the fact that low volatility investment
products have been all the rage for years.

While interest rates have been falling persistently for 40 years, there has been medium term periods
during which they have risen. So we can get a sense for how these sorts of stocks might perform
during a period of rising interest rates.

The results are not pretty.

A couple years ago, Morningstar analyst Alex Bryan produced this outstanding analysis of the degree
to which the performance of low volatility funds was being driven by declining interest rates. In his
report, he showed this chart:

Exhibit 1 Performance in Different Interest-Rate Environments

S&P 500 MSCIUSA Min S&P 500 High DJ US
Low Vol (%) Vol GR USD (%) Beta (%) TSM (%)

Rising 1.38 3.57 37.35 14.63
Falling 10.63 3.98 -26.06 -1.99
Constant 16.10 17.28 19.25 17.98
Full Period 10.88 10.32 9.62 10.19

Source: Morningstar Direct. Analyst Calculations. Data from December 1990 to
November 2016.

The S&P 500 Low Volatility index tracks low volatility stocks. The MSCI USA Minimum Volatility index
is similar, except that it attempts to reduce the interest rate sensitivity of its performance in the way
in constructs the index. The S&P 500 High Beta index is made up of the most volatile stocks in the
market, while the Dow Jones Total Stock Market index just attempts to capture total market
performance.

What you see in this chart is that over the full 25-year period that was examined, a period that saw the
10-year treasury yield decline from about 9% to 2%, the pure low volatility index outperformed high


https://en.wikipedia.org/wiki/Low-volatility_anomaly
https://www.wsj.com/articles/low-volatility-funds-are-in-demand-once-again-11572836820
https://www.morningstar.com/articles/796107/article
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volatility stocks and the overall market. Yet the outperformance was only slight despite a huge decline
in rates.

But look at the returns in Exhibit 1 during periods of rising rates that occurred during that 25 year
period. The low volatility index returned just over 1% per year when rates were rising while the
overall market returned over 14% per year and high volatility stocks returned an amazing 37% per
year. While the MSCI Minimum Volatility index attempted to reduce the interest rate sensitivity of its
low volatility strategy, the strategy only generated slightly better results than the pure low volatility
strategy and still dramatically underperformed the overall market.

In this next chart from Bryan’s analysis, he shows the degree to which each of the indices have
exhibited volatility (beta) and their sensitivity to interest rates.

Exhibit 2 Interest-Rate Sensitivity Regression

S&P 500 MSCI USA Min S&P 500 DJ US
Low Vol Vol GR USD High Beta TSM

Market Beta 0.55 0.7 1.71 0.99
IR Sensitivity -2.32 -1.8 28 -0.03

Source: Morningstar Direct. Analyst Calculations. Data from December 1990 to
November 2016.

As you can see, the low volatility indices showed the low volatility that they promised. But this came
along with very significant interest rate sensitivity. While the MSCI index that promises low volatility
with less interest rate risk did show less of an impact from rate changes, it also was more volatile and
still had significant interest rate risk.

The negative numbers for interest rate sensitivity for the low volatility indices means that on average
they underperformed sharply when interest rates were rising. The positive interest rate sensitivity of
the high volatility (beta) index means that it sharply outperformed during periods of rising rates. While
the near zero interest rate sensitivity of the overall market illustrates that equity investors can
diversify away interest rate risk as long as they don’t also demand low volatility.

If you own less volatile stocks because you like the low volatility and history shows they do just as well
if not better than the overall market, then you need to recognize that you are making a bold
macroeconomic forecast that interest rates are going to remain in a downward trend over the long
term. In our view, while that’s not impossible, it seems highly unlikely.

What all this means is that it is impossible to be macro agnostic. Like it or not, you must have a view
about where growth and interest rates go over the long term. Even if you don’t make this forecast
explicit, if you buy investments such as low volatility funds, you are implicitly assuming that interest
rates are going to keep declining.
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The short-term economic cycle is nearly impossible to predict. But investments in equities are
explicitly or implicitly based on large sets of forecasts about the future. The only value of a stock is the
cash flow it produces in the future and so while history can be a great guide, it does not tell us for sure
what is going to happen. Thus, we are forced to make investment decisions based around our explicit
or implicit assumptions about the future.

At Ensemble Capital, we don’t like making forecasts about the future because we know how hard it is.
But we also refuse to hide implicit assumptions from ourselves by pretending we can be macro
agnostic. What history tells us is not that low volatility stocks outperform over the long term, but that
low volatility stocks do well when interest rates are falling and do pretty terribly while interest rates
are rising.

At least for us, we think assuming interest rates continue declining materially in the decades ahead is
a very low probability outcome. We think investors in low volatility stocks, who are specifically seeking
to reduce risk, need to fully appreciate the inherent risks of that strategy in the event the 40-year
tailwind of falling interest rates comes to an end.

For more information about the positions owned by Ensemble Capital on behalf of clients as well as
additional disclosure information related to this post, click here.


https://ensemblecapital.com/disclosure016/

