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“Equity Valuations Laid BARE*”
Dennis Jose, Edmund Shing, Yu-chieh Chiang, 
and Joao Toniato, Barclays, June 6, 2012

Looking ahead, investors are struggling 
with the diffi cult question of where to fi nd 
real returns. Today, risk-free government 
bonds offer near-zero or negative yields, 
while credits yields are among all-time lows. 
Equities offer an attractive entry point, and 
despite numerous risks, are poised to deliver 
above-average real returns. 

As investors attempt to navigate their way 
through fi nancial repression to generate robust 
real returns, they fi nd themselves wondering 
how to achieve their ultimate goals. Yields on 
developed markets sovereigns range from the 
barely positive to negative, while credit yields 
are near historical lows. Surprisingly, equities are 
the menu item today that may satisfy investor 
cravings for robust real returns going forward. 

Future equity returns will be driven by a 
combination of earnings growth, dividends, and 
valuations changes. Over the long run, valuations 
have shown to be mean reverting, and equity 
return forecasts should refl ect this by assuming 
that cyclically adjusted price-earnings (P/Es) 
or trailing dividend yields revert to historical 
averages. Earnings growth is driven by revenue 
growth (assumed to be linked to GDP growth), 
and margins, which can be assumed to be either 
mean or trend reverting. For equity markets like 
those in the United States and United Kingdom 
with a high percentage of foreign earnings, GDP 

* BARE is an acronym for the Barclays Return Estimates 
model.

and thus revenue growth forecasts should use a 
blended global proxy.

One common error when forecasting equity 
returns is using the forward P/E. The problem 
with this metric is that it assumes that earnings 
are held constant in perpetuity, which will have 
little correlation to actual earnings growth. This 
is partially because historical evidence suggests 
that margins trend (or mean) revert. With current 
margins at peak levels across markets, forward 
P/Es may be overly optimistic and show that 
equities offer much greater value than if using 
a normalized metric. While normalized metrics 
offer a less optimistic outlook than forward 
P/Es, the question remains, do equities look 
attractive today? 

Over the last century, real returns on developed 
markets equities have averaged between 5% 
and 7%. Today, Japanese and developed Europe 
ex fi nancials appear most attractive, developed 
Europe and the United Kingdom are modestly 
attractive (all are priced to return in excess 
of their historical averages), and U.S. equities 
appear expensive relative to both their longer-
term history and other asset classes. Even as 
the aforementioned regions appear attractive 
today, they could still fall further in the face of 
exogenous risks. Further, equity prices have not 
quite reached levels that historically denote the 
beginning of a secular bull market. Historically, 
secular buying opportunities arise when U.K. and 
European (ex fi nancials) equities are priced to 
offer fi ve-year annualized real returns in excess of 
15%, whereas today’s valuations suggest returns 
of 9% to 11%. U.S. Equities, which are even less 
attractive, should offer returns of 4%, both below 
their historical average and that of other markets. 
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While the previous decade was one to forget for 
equity investors, the coming decade is one that 
will offer better prospects. Current valuations do 
offer attractive entry points, but not without risks 
as the European sovereign debt crisis, increased 
volatility, and a global growth slowdown all 
hang over markets. However, investors can help 
mitigate these risks through lower volatility strat-
egies like high- dividend paying stocks. But, with 
negative real returns coming from safer sover-
eigns, and lower expected returns from credits, it 
is likely that a brighter future awaits equity inves-
tors, and that may just be the meal that satisfi es 
investors’ craving for real returns going forward. 

“Investing in a Low Return World: 
In Search of Cheap Assets”
Martin H. Barnes, BCA, June 18, 2012

In today’s market environment, popular asset 
classes (bonds, equities, and real assets) are 
simultaneously unattractive. For the most 
part, they are not cheap (especially bonds 
and real assets) and macro risks provide an 
uncertain future. However, there are pockets 
of cheap assets and for buy-and-hold inves-
tors, a focus on quality and stable returns 
is more important than looking for capital 
gains as economic uncertainties are likely to 
persist.

In today’s market environment, popular asset 
classes (bonds, equities, and real assets) are 
simultaneously unattractive. They are not cheap 
(especially bonds and real assets) and macro risks 
provide an uncertain future. However, there are 
pockets of cheap assets such as euro-periphery 
bonds and European equities, which could 
become superb buying opportunities if condi-
tions improve. For buy-and-hold investors, a 
focus on quality and assets with stable returns is 
more important than looking for capital gains as 
economic uncertainties are likely to persist.

Bond yields in developed markets are near their 
lowest points in modern history. At this point, 
yields cannot fall much further and as such, 
there is limited upside to bond prices. The only 
exception is bonds issued by troubled Eurozone 
countries such as Greece, Italy, and Spain. Clearly 
there are risks involved when investing in these 
countries, but if the current crisis is resolved, 
then those bonds have the potential to provide 
exceptional returns.

Relative to bonds, equities look only slightly 
better. Most developed markets are undervalued 
compared to their historical averages, with Spain 
being the most undervalued and the United 
States being the least. Despite the undervaluation, 
there are other factors that cloud the outlook for 
equities. U.S. profi t margins are at cyclical highs 
and likely to fall, while a worsening of the euro 
crisis could pull down prices even more.

Compared to developed markets equities, 
emerging markets equities have a wider disper-
sion of valuations. Strong performers like Mexico 
are overvalued, while the much more unstable 
and volatile Argentina is undervalued. Scanning 
the globe, there is no overarching theme as 
to why there is such divergence in valuations 
within emerging markets. When the current 
level of valuation is plotted against economic 
growth, only three countries (Poland, Russia, and 
South Africa) have both low valuation and high 
expected improvement in economic growth.

If both bonds and equities are unattractive at 
current valuations, should investors “hide” in real 
assets? The current environment of extremely low 
short-term interest rates and aggressive monetary 
policy by central banks has historically provided 
a positive signal for real assets. However, prices 
of most real assets are at all-time highs and long-
term returns for assets such as commodities, 
farmland, and gold are likely to disappoint at 
current valuations. Certain real estate assets are 
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priced more reasonably and managers with skill 
to uncover them may prove to be winners. 

All in all, the outlook for most asset classes is 
bleak. A world of low interest rates and slow 
GDP growth will not be conducive to high 
investment returns. Bonds are likely to disappoint 
when interest rates eventually rise, and while 
equities may provide reasonable returns from 
current levels,  there are still considerable near-
term risks. An indexed balanced portfolio is not 
expected to return more than 5% a year over the 
next decade.

In terms of strategies, investors may need to be 
more active in their portfolio management than 
they have been in recent years and adept at tilting 
toward the right geographic, sector, and stock 
selections. European assets may seem very cheap, 
but investors will be forgiven for passing if they 
weaken further. At a minimum, they should build 
a watch list of European assets and move in if the 
crisis looks to be easing. For investors with a buy-
and-hold strategy, a focus on quality and assets 
with stable returns will be needed as volatility 
from macro uncertainties will continue to plague 
the markets. 

“Profits for the Long Run: Affirming 
the Case for Quality”
Chuck Joyce and Kimball Mayer, GMO, June 2012

Investors systematically undervalue high-
quality companies (i.e., those that have high 
and stable profi ts) enhancing the attraction 
of these stable fi rms with profi ts. Equity 
investors should focus more on corporate 
profi tability as an investment consideration, 
as it is the ultimate source of investment 
returns. By focusing on “quality” companies, 
investors can do a better job of controlling the 
price “risk” in their portfolios.

“Low-risk” investment strategies have been gaining 
a lot of attention recently as their benefi ts have 
started to become widely accepted. However, too 
many investors continue to rely on risk measures 
that are based on historical market data like stock 
price movements, co-movements, and cross 
movements, which—while easy to quantify—
can be misleading. Investors are better served 
recognizing risk as a multifaceted concept with 
no single measure truly capturing its essence. A 
key risk factor for equity investors is profi tability. 
As defi ned by Ben Graham, risk is “the danger 
of a loss of quality and earnings power through 
economic changes or deterioration in manage-
ment.” By focusing on “quality” companies that 
have high and stable profi ts, investors can do a 
better job of controlling the price “risk” in their 
portfolios.

The return earned by a stock investor (equity 
holder) is ultimately a function of the underlying 
profi ts earned by the companies held in a portfolio. 
For investors with long-term time horizons, as 
long as a company has a history of consistently 
delivering profi ts, any stock price volatility will 
ultimately wash out and the return to the stock 
investor will be a function of the earnings and divi-
dends that accrue over time. Risk should be defi ned 
as deterioration in the underlying profi tability of 
a company, and portfolios that are constructed to 
consist of companies with high and stable profi ts 
will be rewarded. Companies that are exceptionally 
profi table can generate strong returns over long 
periods of time while companies that do not often 
end up failing or bankrupt. 

There are many factors that can contribute to a 
company’s ability to generate consistent profi ts. 
Intangible assets such as brands and franchise 
values, as well as human and intellectual capital, 
can protect a company from competitive pressures. 
Contrary to competitive equilibrium theories, 
many companies have demonstrated the ability 
to persistently deliver high returns on equity and 
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consistently strong profi ts and dividends largely as a 
result of their intangible assets, which are not easily 
re-created and eroded away by competition. 

When thinking about how most investors “price” 
risk, most academic theories and corporate fi nance 
actually get risk and reward backwards. One of 
the central tendencies of modern portfolio theory 
is that risk and reward are positively related, so 
taking on risk, as defi ned by past price movements 
and co-movements with market indices, is neces-
sary for outperformance. The recent history and 
outperformance of low-beta strategies are clear 
examples of how the market misprices price-based 
risk factors. The persistence and outperformance 
of high-quality stocks demonstrates that the market 
mis-prices fundamental risk as well. The differ-
ence between high-quality strategies and other 
low-volatility strategies like high-yield bonds or 
quantitatively driven low-volatility strategies is 
that the performance of the latter will depend not 
on fundamentals but rather on the future stability 
of past price performance. High-quality equities 
are appealing relative to these strategies because 
attempting to predict and estimate the future prof-
itability of high-quality companies is much easier, 
as it does not depend on unstable variables and past 
relationships that may or may not persist in the 
future. 

As investors systematically undervalue high-quality 
companies, the stability and persistence of profi ts 
they generate makes them attractive. Ultimately, 
profi tability is what matters for equity investors as it 
is the source of investment returns. When thinking 
about ways to minimize risk, investors are best 
served by focusing on real economic risk of the 
underlying companies they are investing in with a 
fundamental focus on profi tability. ■

4©2012 Cambridge Associates LLC Investment Publications Highlights



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.6
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects true
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<


    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>



    /HUN <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>


    /SKY <>

    /SUO <>
    /SVE <>
    /TUR <>

    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [612.000 792.000]
>> setpagedevice




