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No one can guarantee the future of lhe stock markel. Bul | believe that stock
prices are now 5o extraordinarily cheap that | would be very surprised that if
an investor who bought a diversified portfolio loday did not make at leasl
20% or more on his investment in the next twelve monihs.

Valuations Low Worldwide

The case for equities at these levels is compelling. The last time we have
seen prices this low was maore than 30 years ago, when the US economy
was in far worse shape than today.

The table below lists the price-to-earnings ratios of the world's major stock
markets as of Octaber 29. It is taken directly from the Bloomberg World P-E
Ralia {WPE) screen. These P-E ralios are calculated based on 2008
earnings. of which the first lwo quarters have already been reporled and the
Ird and 4k quarters’ earmings are estimated. Keep in mind that the average
historicat P-E ratio of the US stock markel has been 15 and that when P-E
ratios are len or lower. investors have reaped generous rewards from
investing in slocks.
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the past year are greally depressed by huge write-offs not only in the
financiai seclor bul in other firms, For example, Ford, GM, and Sprint. whose
aggregate market value is less than 0.2% of the S&P 500 Index, lowered the
S&P's reparted earnings by aboul $12.00. more than 20% of the current
aggregate parmings.

Even if these firms all go bankrupl and their stock prices go to zero, il would
have a negligible impact on the market value of a well-diversified stock
porifolio. The same is true of the financial sector as S&P adds the huge
losses in hanks that now have almost no value loday to the eamings of
profitable firms. This means that the P-E ratio of firms that are still profitable
is far lower than the ratio calculated for the whole index.

Furthermare. il is a major mistake to use earnings in 2 recession when
calculating the right valualion of the market going forward. Thal is because
stock values are dependent on earnings far in the future, not just those
estimated over the next 12 month.
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Since stocks have historically sold at 15 times annual eamings. the earnings
of the nexl twelve months contribute only /15 of the value of the firm. or less
than 7%. The other 93% of the value of sfock is realized beyond the next
twvelve months. Right now the "normal” level of earnings, based on trend
analysis of past 13 years of earnings on the S&P 800 Index is $92 a share.

If Ihe average 15 price-sarnings ratio applied to these $92 per share
normabized earnings, the 5&P 500 Index would be selling al 1380, which is
2imost 5% above its current fevel. Even i it takes two, or even three years
for earnings Lo relurn o thetrend fine. the normalized valuation of the markel
is far above whal it is today.

Worse Economy in the 1970s

The last time the market was at ten times earnings or less was in the Iste
1670s and early 1980s. Although the financiat stocks are more stressed
foday, the economy was in much worse shape then. Inflation hil 14.8% in the
early 1880s and interest rates on perfectly safe, long-lerm government
securnities soared to 15.9%. Itis iithe wonder thal nobody wanted stocks
when you could pocket nearly 16% per year by justinvesting in treasury
bonds. Short term interest rates soared even higher and some money funds
were oflering yields near 20%.

To gel inflation down from Ihese wrenching levels required an extreme
ughtening by the Fed. which set the Fed lunds target at 20% in both 1980
and 1981. These high rates caused & severe recession and the
unemployment rate seared to 10.8%, more than 4 ' percentage poinis
higher than the current level. As soon as infiation abated and interest rates
eased, the stock market scared. From 1282 onvward began the biggest bul
markel in the hislory of stacks.

Final Word

Markets go to extremes in both directions. The prices of tech and internet
stocks were unjustified in 1999 and 2000, as the Nasdaq soared beyond
5000. But the Nasdaq fell too low iy 2002 when it sank to 1100. Similatly, the
irralional exuberance in the housing market in 2005 hes turned to unjuslified
despondency for alf world stock markels in the fall of 2008. Chew on this

facl: The lotal losses in the world stock markets have been over $30 trillion
dollars over the past year. That is about ten times the entire size of subprime
mortgages issued over the past five vears, the purported cause of the current
crisis. | believe a year fron now we will be looking back on this October,
kicking curselves for not having ibe courage {0 buy stocks.
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Yahoo! Finance User - Wednesday, November 5, 2008, 8:56AM ET Report Abuse
Overall:

20% huh? Jeremy. why not stick to your prediction from fast year when you said normat returns
would happen. From where we were then, we shouid be seeing a 50% return from here - and Dy
year-gnd!

thart2us - Wednesday, November 5, 2008, 8:38AM ET Report Abusa
Overail:

Greal commentary and good use of facts. impariant that he plows under the surface of convenlicnal
wisdom predictions on where the market is heading. Well written, beller than 90% of Lhe stuff yahoo
puls out.

pthisstrvld - Wednesday, November 5, 2008, 7:34AM ET Report Abuse
Cverall:

| basically agree with the last few comments with a little more hope for the future beyond 6 years.
My retirement is aver 16 years away and | will continue to buy stocks for thal. However the short
term fooks rough,

Queen Ann - Wednesday, November S, 2008, 7:22AM ET Report Abuse
Overall:

P/E's may be low by hislorical standards but the marke! does not look at history. The market fooks
ahead t¢ future eamings. And these earnings look bleak, particularily with a democrat administration
which is willing to "tax excess windfall sorporate pofils” (Obama refuring o "excess” earnings of
U.S. oil companies). in light of the global financial crisis and the impending recession, stocks are, in
fact, very expensive.

ishopph - Wednesday, November 5, 2008, 5:36AM ET Hoport Abuse
Overall:

I go to Siegel's page mainly to read the comments, which are far more interesting and usefut. Siegel
{ouis the stock market on a single dimension, P/E ralic, when the macro envirenment is having
much greater impacl on stock prices. The debate on whether the US economy s facing inflation or
deflation is more important (han the old talk aboul P/E, and currently the global liquidily situation is
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daminating the market direction. Thank you other commentalors.
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