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Is TINA real?

One of the difficult questions for investors is whether equity valuations deserve to
be higher because of the large falls in interest rates in recent years. The subsequent
rush into equities has been labelled TINA as in There Is No Alternative.

On face value, equities have a better relative valuation than bonds and appear to be
the only major asset class where investors have the potential to make decent
returns on capital over the next few years. However there are other factors to bear
in mind:

1. Lower bond yields partly reflect weaker economies and lower trend earnings
growth for equities.

2. Lower bond yields reflect a less stable macroeconomic and political
background. Political risk is elevated and economic imbalances have grown.

3. Empirically, the relationship between bond yields and equity valuations has not
been that strong.

4. Lower bond yields should have a more significant impact on some sectors than
others. The largest re-rating so far has occurred in growth stocks, rather than
bond proxies.
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Recommendations

Our conclusion from this analysis is that it is likely equities will trade at a somewhat
higher valuation than history for an extended period, given the greater demand for
equities that will potentially come from yield investors switching into shares.

As a guide we estimate this may result in Australian equities trading at a price to
earnings ratio (PE) of around 15x compared with the long term average PE of
around 14x. At the moment this means that the ASX 200 will start to look more
interesting at an index level of around 6,200 points and we will look to review our
market recommendation at around this level.

At a sector level, sustained lower yields are a more compelling argument for holding
bond proxies such as REITs and infrastructure. These are the sectors that should
benefit most from the migration of yield investors, yet this does not appear to be
reflected in valuations to date.
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Is TINA real?

One of the difficult questions for investors is whether
equity valuations deserve to be higher because of the
recent large falls in interest rates. Equity valuations have
been driven higher in recent years with low interest rates
and the lack of other compelling investing options cited as
key reasons. This rush into equities has been labelled TINA
as in There Is No Alternative.

On one level it seems inevitable that flows into equities
will occur as a result of the collapse in yields in interest
rate securities. The reality is that equities appear to be the
only major asset class where investors could have the
potential to make decent returns on capital over the next
few years. But on another level it seems dangerous to
push the argument too far because you are effectively
saying that one asset class (equities) should become more
mispriced, because another asset class (debt) is already
extremely mispriced.

The case for higher valuations

The TINA argument is a reasonably compelling one and
there is little doubt that equities have a better relative
valuation than bonds. Bonds and almost every form of
listed debt instrument are the most expensive they have
ever been.

Some of my favourite charts related to this are shown
below. The first compares the Australian bond yield and
the Australian earnings yield. The earnings yield is simply
the inverse of the PE and moved closely in line with bond
yields between 1990 and 2007. Since then, the divergence
has continuously expanded and is now approximately 5%.
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Another way to illustrate this is looking at the gap
between the yield on bank hybrids and bank equity.
Hybrid prices have surged since the federal election and
this has taken the average yield to maturity on bank tier 1
hybrids down to around 3.5% (including franking), which is
a record low. This makes bank equity attractive on a
relative basis, considering the dividend yield including
franking is around 8.5%. A 5% gap between these asset
classes over the same underlying companies has never
occurred before.

Bank Hybrid vs Equity Yield
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But how far should we push this? 3. Empirically, the relationship between bond yields and
However, investors need to bear in mind a few factors equity valuations has not been that strong. The chart
before they get carried away with declaring a new below shows this over time for the US. The dots
paradigm for equity valuations. shows the PE ratio and bond yield at the end of every
month since 1982. If there was a strong relationship
1. Lower bond yields partly reflect weaker economies. between the two then the line of best fit would be
The fall in bond yields during the 1980s and 1990s was from top left to bottom right. This scattering shown

unambiguously positive for equities because it mostly appears more random.
reflected lower inflation. Investors were effectively

discounting the same earnings profile at a lower us

PE ratio vs bond yield
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The chart below shows a similar exercise for Japan which
3.0 7 has experienced a more significant economic change over
.. this period and a long period of very low rates.
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past decade political risk has been elevated, including 10 year bond yield
|nstab|||ty in Europe and growing tension between Source: Thomson Reuters Datastream, Evans & Partners
China and the US. There are also significant economic
imbalances such as high debt levels in the US and
China. Such elevated risks justify some increase in the
risk premium for equities relative to bonds.
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4. Lower bond yields should have a more significant
impact on some sectors than others. The largest
increase in valuations should have occurred amongst
bond proxies (those stocks with the highest yields and
most stable dividend streams). However this is not
where the largest valuation uplift has been to date.
Instead it has occurred amongst the industrial stocks,
particular the growth stocks that already had high PEs.
As a result the valuations of the ‘best’ stocks have
surged.

Growth Stock Valuations*
PE ratio
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Source: Thomson Reuters Datastream, Evans & Partners

The rationale for higher-growth stock valuations is the
scarcity factor — at a time when fewer companies are
achieving growth, investors are willing to pay more for
companies that can demonstrate it.

By contrast, valuations of sectors like the REITs are only
slightly elevated relative to history. The chart below shows
that the dividend yield for Australian REITs is not
significantly lower than historical averages.

Australian REIT
Dividend yield
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Putting this together

Our conclusion from this analysis is that it is likely that
equities will trade at a somewhat higher valuation than
history for an extended period given the greater demand
for equities that will potentially come from yield investors
switching into shares.

Forward PEs may trade above long term average PEs
(around 14x), but exactly how much higher is difficult to
estimate. Our guess is that number is around 15x. We will
be reluctant to chase equities at higher valuations than
that given our arguments on why yields should be lower
and risk premiums higher. At the moment this means that
the ASX 200 will start to look more interesting at an index
level of around 6,200 points and we will look to review our
market recommendation at around this level.

ASX 200 Valuations
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At a sector level, sustained lower yields are a more
compelling argument for holding bond proxies such as
REITs and infrastructure. These are the sectors that should
benefit most from the migration of yield investors, yet this
does not appear to be reflected in valuations to date.
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DISCLAIMER, WARNING AND DISCLOSURES

This document is provided by Evans and Partners Pty Limited (ABN 85 125 338 785), holder of AFSL 318075 (Evans and
Partners). The Financial Services Guide of Evans and Partners Pty Ltd contains important information about the services
we offer, how we and our associates are paid, and any potential conflicts of interest that we may have. A copy of the
Financial Services Guide is available on our website at www.evansandpartners.com.au or by using the following link (EAP
FSG).

Please refer to the document entitled ‘Research Conflicts of Interest Disclosure’ available for download from the
Important Disclosures section of our website (eandp.com.au).

The information is general advice only and does not take into consideration an investor’s objectives, financial situation or
needs. Before acting on the advice, investors should consider the appropriateness of the advice, having regard to the
investor’s objectives, financial situation and needs. If the advice relates to a financial product that is the subject of a
Product Disclosure Statement (e.g. unlisted managed funds) or offer document investors should obtain the relevant offer
document and consider it before making any decision about whether to acquire the product.

The material contained in this document is for information purposes only and does not constitute an offer,
solicitation or recommendation with respect to the purchase or sale of securities. It should not be regarded by
recipients as a substitute for the exercise of their own judgment. Investors should be aware that past performance
is not an infallible indicator of future performance and future returns are not guaranteed. Any forward-looking
statements are based on current expectations at the time of writing. No assurance can be given that such
expectations will prove to be correct.

Any opinions and/or recommendations expressed in this material are subject to change without notice and Evans
and Partners is not under any obligation to update or keep current the information contained herein. References
made to third parties are based on information believed to be reliable but are not guaranteed as being accurate.

This document is provided to the recipient only and is not to be distributed to third parties without the prior
consent of Evans and Partners.

EVANS AND PARTNERS DISCLOSURE OF INTERESTS

Evans and Partners and its respective officers and associates may have an interest in the securities or derivatives of
any entities referred to in this material. Evans and Partners does, and seeks to do, business with companies that are
the subject of its research reports.

AUTHOR CERTIFICATION

I, Tim Rocks, hereby certify that: all views expressed in this publication reflect my personal views about the subject
theme and/or relevant company securities, and no attempt has been made by any other person to influence the
views or themes contained within; and | am not in receipt of inside information and this publication does not
contain any inside information. | also certify that no part of my compensation was, is, or will be, directly or
indirectly, related to the specific recommendations or views expressed in this report.

AUTHOR DISCLOSURE OF INTEREST

I, Tim Rocks, and/or entities in which | have a pecuniary interest, have an exposure to the following securities
and/or managed products: Aberdeen Emerging Opportunities Fund, AMP Cap Core Property Fund, AMP Capital
Corporate Bond Fund, BlackRock Multi Opportunity Absolute Return, Fidelity Australian Equities Fund, Grant Samuel
Epoch Global Equity Share Yield Fund, IFP Global Franchise Fund, Macquarie High Conviction Fund, Plato Australian
Shares Income Fund, RARE Infrastructure Value Fund, Schroder Fixed Income Fund WS Class, T. Rowe Price Global
Equity Fund, Winton Global Alpha Fund, Betashares Commodity ETF and Westpac BlueChip 20 (a Separately
Managed Account applying a model portfolio which seeks to match the return of the S&P ASX 20 Accumulation
Index).
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DISCLAIMER

Except for any liability which cannot be excluded, Evans and Partners, its directors, employees and agents accept no
liability or responsibility whatsoever for any loss or damage of any kind, direct or indirect, arising out of the use of
all or any part of this material. All information is correct at the time of publication; additional information may be
available upon request.
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