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We apply some simple, but far from fool-proof tools to assess whether investors might be overpaying for stocks,
with the majority of our focus being the US.

At the heart of this article is one of Warren Buffett’s famous quotes:

Investor returns hinge on three simple factors — the price the business was purchased at (often expressed as a
Price/Earnings (P/E) multiple), the sustainable earnings growth or profit generation that the company can produce
over time, and the extent to which it pays out cash along that journey.

Future profitability and cash payments are largely unknown, the easiest known starting point is today’s price. We
fully appreciate that inflation levels, and thus interest rates, have a major bearing on P/E levels, and comparing P/E
levels at different periods can be flawed without accounting for the discount rate (interest rate). That said, interest
rates should normalise through a cycle and we also acknowledge that this analysis is rudimentary.

Forward P/E multiples

This first table, to a large extent, eliminates the earnings collapse experienced by companies during COVID-19.
It shows the forward P/E multiple that various markets are trading at one year from now (when earnings would
largely be back to ‘normal’) and compares this to historical forward P/E’s.

Table 1: Market forward P/E’s versus history

20 Year Median

1 Year FWD P/E FWD P/E vs. Median

FWD P/E
us 27 153 48%
World 207 w8 40%
Eurozone 182 ............. 12.7 H H H 43%
EM 151 10.8  39%
Japan 169 11 8%
UK B3 126 6

France 18.4 12.5 46%

Source: UBS. Date: May 2021
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With the exception of the UK and Japan, markets are trading at elevated levels relative to their historical averages.
Although this says nothing about specific companies, it tells us a lot about aggregate valuations in markets.

Bull markets — do they begin when P/E multiples are high?

A different approach is to gauge whether bull markets are created off high P/E ratings. The challenge once again
with this analysis, is that P/E multiples in their simplest form can give false negatives. In other words, at times P/E
multiples look very high — a sign of a very expensive market, but are being distorted by artificially low earnings or
a depressed “E” as is typical in recessions. In table 2 below, this occurred in 2003, 2009 and over the past year. As
a launchpad, the 2020 P/E multiple started off a higher base than the 1960 and 1974 bull markets.

Another insight is that all the bull market periods since 1960 have ended at lower P/E multiples than the present
rating of the S&P. Currently, Bulls would argue that the “E” is depressed and we need to look through this slump,
which we agree with. Even so, the 1 year forward P/E multiple would still be higher than the bull market exit P/E
multiples in 1968 and 2007.

Table 2: S&P 500 bull markets since 1960

S&P 500 Date P/E C.u mulative Years
Price Return
Start 1960/10/31 16.43
98.2% 8.2
End 1968/12/31 18.49
Start 1974/12/31 7.54
2114.8% 25.7
End 2000/08/31 27.97
Start 2003/02/28 28.46
83.9% 47
End 2007/10/31 20.68
Start 2009/03/31 110.37
333.0% 10.8
End 2020/01/31 24.88
Start 2020/03/31 22.80
: : 57.0% ; 1.2
End 2021/05/31 33.58

Source: Shiller website, Northstar Asset Management. Date: 31 May 2021

Cheaper markets are better predictors of higher future returns

Our final piece of analysis simply assesses whether an investor is better off buying a market on a lower or higher
P/E multiple. Again, the data is noisy, but conclusive: lower P/E multiples provide a margin of safety so that future
returns are simply better and more predictable.
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Chart 1: Probability of positive returns & average historic subsequent return from a P/E of 24
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Source: Shiller website, Northstar Asset Management. Date: 31 May 2021

Nominal GDP growth is an important driver of sustainable corporate profitability
Future returns also depend on sustainable profit growth. In Chart 2, we show nominal GDP growth in the US
economy over 3 decades and we compare it to the profit growth of the S&P. The following are worth noting:
® A strong relationship exists between nominal GDP growth and S&P earnings growth over time.
® Since the Global Financial Crisis (GFC) in 2008, it has been a challenge to grow nominal GDP, despite all the
stimuli. In fact, growth was lower during the two preceding decades.
Concurrently, earnings growth has been muted since 2009.
After each crisis, GDP and earnings growth surged back. However, after the 2020 COVID-19 crisis, the extent
of the rebound has exceeded anything seen before — a function of uber stimulus.
® Nominal GDP growth is expected (market consensus) to return to benign levels post 2022, similar to post
GFC growth numbers.

Chart 2: S&P earnings vs United States of America nominal GDP
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Source: S&P Capital 1Q, Shiller website, Northstar Asset Management. Date: 31 May 2021
Chart LHS scale cuts off 793% outlier peak in 2010.
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If both GDP and earnings growth have been muted over the past decade, why has the US market done so well?
The answer lies in historically low inflation and interest rates. Without persistently low interest rates in the years
ahead and assuming that future GDP growth rates (consensus) will be suboptimal, it is likely that corporate profits
after this initial rebound will be muted. This poses risks to overvalued components of the equity market.

Navigating equity valuation risks
Right now, central bankers and governments have created an environment conducive to risk taking. Consequently,
investors have driven and been rewarded by elevated market levels. Going forward, threats to this paradigm exist,
which require mitigating actions. Our approach on behalf of our clients relies on the following interventions:
e Utilise investment products that allow flexibility to reduce risk as appropriate.
e Reduce overall equity exposure within our Northstar Global Flexible strategy when our bottom-up valuation
work clearly indicates that stocks are not offering value on our Buy List.
® Produce analysis that deeply appreciates the drivers that sustain earnings and ensure that these profits are
fairly accounted for by the market.
e Remain proactive and nimble to position portfolios in securities adhering to our ‘quality at a reasonable
price’ philosophy.

Northstar’s offshore funds have generated market leading returns for many years, we anticipate a tricky investing

landscape after the current euphoria subsidies, but believe that our investing framework is well placed to account
for this.
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CIS DISCLOSURES

Sanlam Collective Investments (RF) (Pty) Ltd is an approved Manager in terms of the
Collective Investment Schemes Control Act, 2002. Collective investment schemes in
securities are generally medium- to long-term investments. The value of participatory
interests or the investment may go down as well as up. Past performance is not
necessarily a guide to future performance. Sanlam Collective Investments (RF) (Pty)
Ltd (the manager) does not provide any guarantee, either with respect to the capital
or the return of a portfolio. The manager has the right to close certain portfolios
to new investors, in order to manage it more efficiently, in accordance with its
mandate. Collective investment schemes are traded at ruling prices and can engage
in borrowing and scrip lending. The collective investment scheme may borrow up to
10% of the market value of the portfolio to bridge insufficient liquidity. Annualised
returns are period returns re-scaled to a period of one year. This allows investors to
compare returns of different assets that they have owned for different lengths of time.
Actual annual figures are available to the investor on request. Performance is based
on NAV to NAV calculations with income reinvestments done on the ex-div date.
Performance is calculated for the portfolio and the individual investor performance
may differ as a result of initial fees, actual investment date, date of reinvestment
and dividend withholding tax. Investment performance calculations are available for
verification upon request by any person. Different classes of participatory interests
apply to these portfolios and are subject to different fees and charges. Forward
pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for
all other portfolios and the transaction cut-off time is 14h00. The transaction cut-off
time should be 14h00, for portfolios except fund of funds, but execution is not always
guaranteed. If execution could not take place on the same day, it will take place the
next business day, or at the earliest possible opportunity. For fund of funds, the cut-
off time for the execution of trades is 14h00 on the day preceding the pricing date.
Foreign securities within portfolios may have additional material risks, depending on
the specific risks affecting that country, such as: potential constraints on liquidity
and the repatriation of funds; macroeconomic risks; political risks; foreign exchange
risks; tax risks; settlement risks; and potential limitations on the availability of market
information. Fluctuations or movements in exchange rates may cause the value of
underlying international investments to go up or down. Investors are reminded that
an investment in a currency other than their own may expose them to a foreign
exchange risk. The terms and conditions, a schedule of fees, charges and maximum
commissions, performance fee frequently asked questions as well as the minimum
disclosure document (MDD) and quarterly investor report (QIR) for each portfolio
are available on Sanlam Collective Investments’ website at www.sanlaminvestments.
com. Associates of the manager may be invested within certain portfolios and the

details thereof are available from the manager.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services
provider in terms of the Financial Advisory and Intermediary Services Act 2002. All
information contained in this document should not be construed, or relied upon, as
advice. If you require financial and/or investment advice, please engage the services

of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document
are provided by Northstar as general information about the company and its
products and services. Northstar does not guarantee the suitability or potential value
of any information or particular investment source. Any information in this document
is not intended nor does it constitute financial, tax, legal, investment, or other advice.
Nothing contained in any service or any other content in this document constitutes a
solicitation, recommendation, endorsement or offer by Northstar. Nothing contained
in any service or any other content in this document constitutes a solicitation,
recommendation, endorsement or offer by Northstar. Illustrations, forecasts or
hypothetical data are not guaranteed and are provided for illustrative purposes
only; returns or benefits are dependent on the performance of underlying assets or
other variable market factors; there are risks involved in buying or selling a financial
product; past performances are not necessarily indicative of future performances;

and no guarantees are provided.

NORTHSTAR ASSET MANAGEMENT

Northstar Asset Management (Pty) Ltd

Registration No. 1996/001423/07 | FSP number 601

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,
Constantia PostNet Suite #784, Private Bag X16, Constantia 7848
Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885

info@northstar.co.za | www.northstar.co.za

SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/002865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532
Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224
service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

The Management of portfolios is outsourced to Northstar Asset Management
(Pty) Ltd, (FSP) Licence No. 601, an Authorised Financial Services Provider under
the Financial Advisory and Intermediary Services Act, 2002. This information is not
advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37 of
2002). Please be advised that there may be representatives acting under supervision.
The manager retains full legal responsibility for the co-named portfolios. Legal

Information http://northstar.co.za/page/legal-information/



