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follow other drivers down a 
side street or exit ramp, 
thinking the first knew a 
short-cut.  People suppose a 
well-dressed man sur-
rounded by beautiful 
women to be successful, 
popular or maybe both.  In 
reality, it is possible he is 
neither.  Canned laughter 
on TV sitcoms prompts live 
laughter by the viewer.  Mc 
Donald’s tells us that 
―Billions and Billions has 
been served.‖  Wine pa-
trons equate more expen-
sive bottles of wine with 
better taste and quality.  All 
of these observations tap 
into the same human blind 
spot for decision-making. 

Similar snap decision mak-
ing processes run rampant 
in the stock market, and is 
often referred to as herd 
behavior.  It is a fact that 
many investors copy the 
investments made by War-
ren Buffett and other ―smart 
money‖ which can be seen 
as  form of social proof in 
decision making.  

These decision-making pat-
terns tell us a great deal 
about not-only the large 
decline and rally of 2009, 
but also the pattern of re-

 One year and +72.9% af-
ter the March 9, 2009 bot-
tom, investors have seen it 
all.  Making sense of what 
they have seen though can 
prove to be a different mat-
ter. 

If asked about the decline 
and rally in 2009, some 
investors might respond 
(with the great benefit of 
hindsight) that the markets 
had become far too cheap 
with many indices trading at 
or below 10x EPS. Others 
might say that inventories 
had been too heavily liqui-
dated and that global 
growth was set to stabilize.   

While both responses are 
good and well reasoned, the 
permanent answer for the 
recent market crash and 
rally, as well as, those be-
fore and those to come, is 
that human behavior was 
running its normal course. 
The evidence of such behav-
ior has been observed and 
recorded over centuries of 
financial history.  In this 
answer, the role of human 
decision making patterns is 
illuminating. 

Incidentally, when humans 
are faced with a difficult 
question (i.e. to buy or 

sell), or a question where 
they lack the expertise to 
formulate an answer people 
often resort to a remedial 
form of decision-making 
sometimes referred to as 
social-proof.  The idea be-
hind social proofing is that 
in the absence of personally 
acquired information, hu-
mans observe the decisions 
of others as a basis for their 
own course of action.  Hu-
mans acknowledge to them-
selves that they do not 
know the solution to the 
specific problem, but as-
sume that others surround-
ing them are more knowl-
edgeable and do know the 
solution.  With this assump-
tion in hand, and an ample 
fear of what they do not 
know (but suppose others 
might) people duplicate the 
decisions of their peers.  
This behavioral pattern can 
take on a cascading effect in 
the stock market.  That is to 
say that one person’s deci-
sion can trigger another’s, 
then yet another’s, and so it 
goes.   

The impact of social proof-
ing for decision making is 
easy to observe in every day 
life.  Drivers stuck in a traf-
fic jam tend to observe and 
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Not surprisingly, the large 
run-up in stocks from a year 
ago has been primarily pro-
pelled by a sharp expansion 
in valuation multiples versus 
actual earnings gains.  That is 
not to say that earnings gains 
have not occurred from a 
year ago, they have, but 
their ability to keep pace 
with growing expectations is 
their eventual ultimatum.  
Indeed, there is now a dis-
tinct burden for the more 
expensive stocks, which hap-
pen to be congregating in the 
lower quality ranks, to grow 
into their valuations.  If the 

earnings continue to come 
through to justify the higher 
multiples, then obviously the 
valuations may live for an-
other day.  Eventually though 
with high valuation securities, 
something goes wrong and a 
correction ensues until the 
market believes that the 
valuation has been right-sized 
to expectations.  In cases 
where expectations are much 
too high, investors are taking 
outsized risk.  In the case of 
the lower quality ranks, for 
example among the stocks 
with a C ranking by Standard 
and Poor’s, the entire group 
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Source: Bloomberg 

turns  found among specific 
stocks within the rally.  In 
short, it helps us understand 
the junk rally that has led the 
market off of its 2009 bot-
tom.  In what is referred to as 
the ―junk‖ or ―lower quality‖ 
ranks of the market what we 
actually find in common in 
these names are smaller com-
panies possessing short or 
inconsistent earnings records 
and/or limited analyst cover-
age.  In fact, the earnings re-
cord is a strong basis for how 
Standard and Poor’s creates 
its quality rankings.  Aside 
from the financials (which 
represented a different type 
of junk altogether), these low 
quality stocks fell the hardest 
in price during the crash as 
their lack of information and 
lower liquidity fueled selling 
by investors struggling in the 
face of overwhelming social 
proof that they too should 
sell. Conversely, as the mar-
ket rose off of its March 2009 
low these same stocks bene-

fited the most, after having 
been disproportionately pun-
ished.  Simply put, the same 
lack of information that 
scared investors in late 2008 
and early 2009 is now fueling 
heightened optimism as the 
economy continues to im-
prove.  Likewise, the heavy 
buying that ensued off of the 
bottom has gained steam as 
other investors observe their 
peer’s decisions.  This low 
quality buying activity, which 
is typical of the beginning of a 
bull market has propelled far 
higher returns among these 
stocks twelve months after 
the bottom.  As we can see 
from the accompanying illus-
tration of returns ranked by 
quality, the lower ranks have 
vastly outperformed. Because 
of this behavior, any attractive 
bargains that investors first  
exploited in early 2009 have 
now basically vanished from 
the lower quality ranks.   
 

 

Source: Standard and Poor’s 

Source: Bloomberg 
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carries a median expectation of 53% 
EPS growth for the coming year, as 
seen in the preceding illustration at 
the bottom of page 2. 

Historically, stocks that carry high 
multiples—and in this case over 22x 
estimated EPS for low quality 
names—do not fare well if and 
when the expected earnings fail to 
materialize.  Many years ago (1998) 
David Dreman conducted a study in 
his book Contrarian Investment Strate-
gies: The Next Generation on earnings 
expectations and the comparative 
stock returns that result among both 
lower P/E and higher P/E stocks 
when earnings fail to meet expecta-
tions (analyst estimates).  What his 
studies revealed, and probably of 
little surprise to value investors is 
that when higher P/E stocks experi-
ence an earnings disappointment, 
their resulting stock returns are 
much worse than a negative earnings 
surprise in a low P/E stock (see fig-
ure above).  In addition to Dreman’s 
research, Standard and Poor’s own 
research on its quality rankings sup-
ports the idea that a negative earn-
ings surprise among its low quality 
ranks may fuel a nasty response to 
the downside.  Based on S&P’s ob-
servations over time and what it has 
labeled a ―switching beta‖ the firm 
has found that the already high betas 
in its low quality stocks actually in-
crease in a falling market.  The im-
plication is that in the event of a cor-
rection or earnings miss, losses 
among the low quality ranks will 
occur faster.  On the other hand, the 
firm’s research has observed that in a 
down market, the higher quality 
stocks actually exhibit a falling beta, 
which implies that losses slow. 

So from a pure perspective of poten-
tial downside owed to high expecta-
tions and the accompanying high P/
Es found in the low quality stocks, 
investors in these stocks should keep 

Source: Standard and Poor’s 

Source: Dreman 

their fingers crossed that no negative 
surprises appear. Keeping one’s fin-
ger’s crossed seems like a shaky in-
vestment thesis. 

 To bring these valuations back into 
perspective, investors are paying a 
39% premium (22x vs. 15.9x) for 
stocks that lie in the lower quality 
ranks versus the highest quality 
names.  Conversely, the A+ through 
B+ ranks are only expecting 11% 
estimated EPS growth as a group.  
Clearly, 11% EPS growth in the 
midst of an economic recovery is a 
much lower expectation hurdle than 
53%.  Furthermore, and building 
from our earlier points, Dreman’s 
studies extended to observing the 
effect of positive EPS surprises 

among low and high P/E stocks.  
Once again, the virtues of value in-
vesting display themselves in this 
historical study.  For the low P/E 
stocks that experience a positive 
earnings surprise, Dreman found 
that this group outperformed by 
3.6% for the following quarter and 
8% for the following year versus a 
nominal 1.7% and 1.2% outperfor-
mance, respectively, when the same 
surprise occurs within the high P/E 
stocks. 
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The simple notion that the world has 
returned to chasing risk, even at the 
expense of higher valuations is not hard 
to see based on the relative valuations 
found in the earlier illustrations of P/E 
ratios categorized by quality ranking.  
From the perspective of a value inves-
tor, and for that matter a contrarian 
the basic conclusion is to focus substan-
tially more effort on examining the 
higher quality names for potential bar-
gains.   

Even so, there is further evidence that 
given the circumstances we have de-
scribed, a closer examination of quality 
at discounted valuations constitutes 
wise behavior.  For this evidence we 
can simply turn to Benjamin Graham’s 
advice taken directly from the pages of 
The Intelligent Investor.  Within Gra-
ham’s chapter on Margin of Safety he 
stated: 

 “Observation over many years 
has taught us that the chief losses 
to investors come from the pur-
chase of low-quality securities at 
times of favorable business con-
ditions.” 

Benjamin Graham   

Now, to be fair, one might take issue 
with the implication that we are in 
favorable business conditions, espe-
cially as compared to our decades long 
experience of what constitutes favor-
able conditions.  Still, it has become 
increasingly clear that conditions are 
far more favorable today than they 
were 12 to 15 months ago.  Further-
more,  and more to the point, valua-
tions found among the low quality 
stocks imply the view that conditions 
are favorable, i.e. current year P/E of 
22.1x and expected EPS growth of 
53%.  On the other hand, if we take 
the same view on the highest quality 

group of stocks, the A+’s, we find a 
median P/E of 15.9x which still lies 
approximately 10% below the five 
year historical average of the group.  
In other words, this A+ group of 
stocks imply business conditions that 
are below average while the lower 
quality EPS expectation argues for at 
least average or above average earn-
ings conditions. 

In addition to the valuation disparities 
between the high and low quality 
groups, there are also clear depar-
tures found in the earning power at-
tributes of the two sets of securities.  
Not surprisingly, taking the compari-
son of the two farthest apart catego-
ries, the A+ group and the C group, 
the differences between their ability 
to generate returns on capital and free 
cash flow are striking. 

As illustrated in the table below, the 
five year average returns on capital 
have been 16.8% for the high quality 
group while the low quality group has 
actually posted negative returns on 
capital of –31.3% (group median).  
Furthermore, the amount investors 
currently pay for the financial flexibil-
ity associated with relative cash flow 
generation is also noticeable.  In this 
case, we make the comparison be-
tween the free cash flow yields of the 
two groups (free cash flow per 
share / share price).  As we compare 
these two measuring sticks it is easy 

Source:  Bloomberg 

to see that investors pay relatively 
little for the considerably stronger 
cash flows found in quality stocks.  
This should not be taken for 
granted given that in historical 
terms credit remains much tighter 
than in the years that led up to the 
financial crisis.  Put another way, 
the high quality firms can rely 
much less on outside sources of 
capital to fund their growth plans, 
versus the negative free cash flow 
firms who must utilize more out-
side sources for capital to fund 
expansion or acquisitions.  Along 
similar lines of reasoning, these 
cash flow generation advantages 
might be accentuated in a future 
period of probable higher interest 
rates versus today’s very low lev-
els, as borrowing would become 
more expensive. 

In spite of some of the clear ad-
vantages offered to investors we 
should hardly expect the market’s 
affinity for low quality to turn on a 
dime in favor of quality.  Based on 
experience, these types of valua-
tion relationships can persist in the 
market for extended periods of 
time.  In the present day, there 
are still many investors who are 
sitting on cash balances, being 
tortured by the Fed’s policy of 
low rates and therefore low yields 
on their funds.  These investors 

BRIGHT IDEA:  PAY LESS, GET MORE 
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In spite of all of the evidence that has 
been revealed in the current mar-
ket—as well as a study of the market 
over time—that low quality stocks  
show a higher probability of under-
performing as the bull market ma-
tures, few investors will act on this 
knowledge in advance.  Even many 
who acknowledge these empirical 
relationships and accept them as fact 
will still fail to act.  Why?  Because it 
hurts to do the right thing.  That is 
literally speaking, it is painful for 
value investors and contrarians alike 
to break from the crowd and act on 
their individual convictions. 

In a fascinating study cited by James 
Montier in his book Behavioural In-
vesting: A Practitioner’s Guide to Apply-
ing Behavioural Finance, he describes 
research conducted by two scientists 
on social behavior.  The scientists 
(Eisenberger and Lieberman) in a 

controlled environment, at first in-
cluded but later gradually excluded 
their human subjects from a group 
activity,  and found that these people 
experienced the pain of this exclusion 
in the anterior cingulate cortex and 
insula of their brains. As it so hap-
pens, this area of the brain processes 
real physical pain.  This suggests that 
the pain of social exclusion is felt in 
much the same way as physical pain.  
This also implies that for those inves-
tors who utilize social-proofing in 
their decision-making process, they 
associate this voluntary exclusion or 
break from the pack as a painful 
event.  Unless the investor is simply 
masochistic, then they are likely to 
avoid making this painful move even 
if they can reason that it is the right 
one.  In sum, many people incorpo-
rate social-proofing into their decision 
making process, and therefore strug-
gle with a strict implementation of 

value investing principles.  Even 
when it makes sense and the rational 
part of their brains tells them to do 
so. 

For those who are seeking some pain, 
let’s now turn to some possible ideas 
to consider from the high quality 
ranks of the market. 

Aside from the several points we 
made earlier in our discussion regard-
ing valuation and fundamental per-
formance we should also mention that 
because many of the high quality 
names tend to also be large multina-
tional firms, their earnings streams 
reflect international markets and their 
associated growth opportunities. 

While historically overlooked by in-
vestors these international earnings 
streams have grown alongside the 
broader phenomenon of globalization 
and have taken on added importance 

Source:  Ned Davis Research 

A FEW PAINFUL IDEAS, COURTESY OF MR. MARKET 

Historical Patterns of Bull Market Phases Suggest Shifting Preferences and Risk Aversion 

will be returning to the market in 
time.  As they return, and in keeping 
with our earlier discussion of social 
proofing, many will jump into the 
stocks and asset classes that have 
already provided the highest returns 
during the previous year or so.  In 
other words, many will flock into 
the low quality names, pushing them 
even higher. 

Irrespective of the waiting period, 
history has suggested that as bull 
market’s mature, higher quality 
stocks begin to outperform the 
lower quality ranks.  Based on re-
search from Ned Davis, the ratio of 
returns in the low quality stocks 
versus high quality, non-dividend 
paying stocks versus dividend pay-
ing, small cap stocks versus large 

caps and cyclical versus consumer 
stocks all suggest underperformance 
of these higher risk proxies during 
the second year of a bull market. 
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EVERY DAY LOW P/ES AND THE PAIN RELIEVER VALUE INVESTORS CHOOSE MOST 

over the years as the multinationals 
have tapped into the global village 
by either shifting their production 
overseas or adding international 
sales. 

One good example of an A+ multi-
national with 1/3 of its sales from 
abroad and a modest valuation is 
the world’s largest retailer, Wal-
Mart.  Trading at 13.6x this year’s 
EPS and 12.4x next year’s esti-
mate, this company’s P/E is ap-
proximately 4.6% above its all-time 
low of 13.0x EPS, last seen in 
1993.  Conversely, the stock trades 
37% below its median P/E of 
18.6x  from the last ten years (10 
year comparison removes higher 
growth years from historical valua-
tion).  Despite its massive size, the 
firm still has growth opportunities 
through a steady international ex-
pansion.  The company has also 
benefited from a slice of humility 
and hard learned lessons from its 
initial push into the international 
markets, and now is well-poised to 
continue growing in key markets 
such as China and Brazil.  Another 
key competitive advantage to Wal-
Mart is its never-ending push to-
wards greater efficiency and per-
formance.  Often viewed as ―old-
economy‖ the firm’s embrace of 
technology across its operations 
came early and has been substantial 
in shaping its competitive position 
among retailers. Wal-Mart was an 
early mover on the technology 
front since it began developing its 
Retail Link format during the 
1990s.  The Retail Link innovation 
by Wal-Mart fundamentally re-
shaped some aspects of the broader 
retail model as Wal-Mart intro-
duced a product tracking system 
with the ability to show what prod-
uct is on what shelf in any given 

store, at any given time.  The sys-
tem relays sales by the hour, by the 
day, and of course by the year. This 
remarkable level of inventory 
tracking intelligence even alerted 
Wal-Mart that it should stock up on 
pop-tarts prior to hurricanes, since 
customers were observed to 
quickly grab these easy to open non
-perishables alongside flashlights 
and other necessities. 
 

Interestingly Wal-Mart is now 
pushing this same technology based 
operational intelligence into its 
supply chain.  The firm’s opera-
tional focus and search for better 
methods has pushed it into a deeper 
sourcing relationship with the Asian 
sourcing agent Li and Fung, whose 
own utilization of technology has 
brought that firm onto the center 
stage of global commerce.  Hong 
Kong based Li and Fung is responsi-
ble for coordinating the business 
that flows between customers and 
their 12,000 suppliers in 40 coun-
tries, by sourcing product for their 
retail and marketing customers. 
The firm’s ability to service such an 
immense network of buyers and 
sellers has been a direct result of its 
implementation of technology 
where it utilizes a web based net-
work in order to monitor supplies 
from vendors and connect them 
with buyers.  Although it sounds 
mundane, the firm’s ability to col-
lect useful intelligence from its 
network creates material value 
propositions for its customers.  For 
instance, the firm detected rising 
labor costs and worker shortages in 
one region of China before the me-
dia and other observers, and re-
sponded by shifting supply to an-
other set of vendors in real-time.  
Competitive advantages such as 

these have played some role in at-
tracting Wal-Mart to an agreement 
with Li and Fung to handle a grow-
ing portion of its own sourcing 
needs, rather than coordinate them 
internally.  Wal-Mart is likely tar-
geting the same value proposition 
that Li and Fung brought to Kohl’s, 
whose margins were far more sta-
ble and less affected by the down-
turn than competitors such as JC 
Penney, Macy’s and Nordstrom, 
whose margins suffered as they 
struggled right-sizing supply and 
demand throughout their own 
global sourcing networks. 

Finally, for those concerned about 
the future potential for inflation 
based on the monetary and fiscal 
misbehavior of key developed mar-
ket governments, Wal-Mart may 
provide some protection.  Wal-
Mart is well positioned to pass 
along rising costs as needed through 
its model as a grocery-superstore 
retailer.  Obviously, it will protect 
its ―everyday low prices‖ but insofar 
as grocery stores succeed in passing 
along rising commodity prices, Wal
-Mart also shares the same inherent 
ability in its business model.   

WAL-MART’S USE 

OF TECHNOLOGY 

TO DRIVE 

INNOVATIVE 

PROCESSES HELPS 

PACE ITS 

COMPETITIVE 

ADVANTAGE 
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Another quality stock trading at a rea-
sonably low valuation is the well-known 
purveyor of branded healthcare prod-
ucts, Johnson and Johnson. 

It has been recently noted that every 
seven seconds in the United States an-
other person turns 50 years old.  Natu-
rally, many of these baby-boomers have 
a headache from watching the stock 
market during the past couple of years.  
Luckily, Johnson and Johnson makes 
Tylenol and is a comprehensive pro-
vider of numerous healthcare products 
that have a steady stream of growing 
demand on the horizon thanks to an 
ageing population. 

Furthermore, the company like many 
other high quality names in the market 
trades at a relatively modest multiple on 

earnings compared to its history, as 
well as the overall market given its 
13.5x and 12.4x current and prospec-
tive earnings per share, respectively.  
Based on its current P/E of 13.5x, the 
stock trades at a 25% discount to its 
ten year average P/E ratio of 18.0x. 

Coupled with its defensive nature and 
its strong secular demand based on the 
ageing baby-boomer population, the 
company’s valuation looks like a high 
quality alternative to more expensive 
firms in the market facing less certain 
prospects.  Moreover, the company’s 
domination of its markets is also reas-
suring with the firm holding the num-
ber 1 or 2 position in 70% of its prod-
ucts. 

 

EVERY DAY LOW P/ES AND THE PAIN RELIEVER VALUE INVESTORS CHOOSE MOST (CONTIN.) 

VALUE INVESTING MAY BE A TOUGH JOB, BUT SOMEONE HAS TO DO IT 

As we mentioned at the beginning of 
this section, many investors will find it 
difficult, if not altogether painful to 
plunge into such large, seemingly 
mundane stocks.  One should expect 
to see the higher flying risky names 
continue upwards in their trajectory.  
However, without the discipline of 
valuation as a guide and the application 
of margin of safety, investors should 
only anticipate replicating, but even 
more probably underperforming the 
returns of the broader market.  For 
reasons such as this, it pays to consider 
buying the stocks that others refuse to, 
even if it is painful to do so. 
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