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Stocks Prices Are A Proxy For Our Beliefs About The Future

By Josh Brown

BW: This article was originally published on May 24, 2018. Its message has not changed.

One of the most aggravating things | am forced to listen to, from time to time, is people citing widely
available valuation ratios as though their very existence has some sort of meaning for the future price of a
particular stock. Such and such company is selling for only 15x earnings, therefore it is cheap and you
should buy it.

This ignores the fact that any information available to the masses is already priced in and that markets,
which are made up of hundreds of millions of participants, have settled on buying and selling a given
security at its current price or valuation for a reason. Markets are very smart, which is not the same as
saying they are always right.

Such and such stock sells at 15 times earnings because, at the current moment, this is the equilibrium
price at which sellers and buyers have reached a tacit agreement.

Citing a PE ratio is like remarking on the fact that it is cold in Antarctica and hot in Africa.

What investors are really doing is attempting to divine the future prospects of a company and what they
think it could someday be worth, and then placing their bets accordingly. Current valuations are useful in
this endeavor only insofar as they present buyers and sellers with an approximate baseline or a starting
point. From there, literally anything can happen.

Netflix has just become the largest publicly traded media company in the country today, surpassing both
content giant Disney and distribution giant Comcast in one shot. These securities are not being traded at
their current levels because of a ratio of price to current earnings. Rather investors and traders in these
securities are making a bet on what the future looks like, incorporating possible risks to their forward-
looking assessments and then either buying or selling depending on how far away prevailing prices are
from their own individual guesses.

Then there are some other tangential considerations that go into this stew — optics (do | want to show my
fund’s shareholders that I am in this name?), benchmarks (should I own more or less of these stocks than
the index | am judged against), taxes (I have a huge gain, no sense in selling before it has been at least a
year), apathy (I hardly look at my stocks, just let them do what they do), short-termism (I am up 10% this
month, nobody ever went wrong taking a profit), peer pressure (everyone’s getting rich in that stock, |
need some), exogenous reasons (I will sell here to pay for my daughter’s wedding), etc. etc.

This is before we add in all of the algorithmic buying and selling — activity that is utterly divorced from
any sort of rhyme or reason and inhabits a digital realm of 1s and 0s, which is a game so completely
impervious to your need for an explanatory narrative that no attempt to ascribe meaning to each day’s
activity could ever, in a million years, bring you one iota of satisfaction.
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If all this randomness, multiplied by all the guesses being made about the future, is too disorderly for you
or its imprecision is offensive to your refined sensibilities, then this is not a game you ought to be

playing.

If the non-existence of a calculation or formula to slash through all of the considerations | have listed
above is frustrating for you, then you should be aware that it has always been thus and it will never
change. Surrender, Dorothy!

The Netflix vs Comcast example is worth wrapping up things.

Last year, Comcast did $85 billion in revenues and reported profits of $22 billion.

Last year, Netflix did $11.7 billion in revenues and reported profits of $550 million.

Both companies now have a market value of just under $150 billion dollars. Netflix has seen its market
capitalization surpass Comcast, despite the fact that the latter company had roughly seven times higher
sales last year and forty times profits.

Yet, here we are (chart via Bloomberg):

Netflix Eclipses Comcast
Netflix's market value now exceeds Comcast
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Both companies have announced big plans for 2018 and beyond, but investors have shown a clear and
obvious proclivity to want to believe in Netflix’s future more so than they do the future of Comcast.
Whether investors are making a wise or a foolish bet is beside the point and entirely dependent on things
that are beyond our ability to know in advance.

But what is not up for debate is whether or not the mere notice of a current valuation ratio is in any way
determinant of what is to happen with a given company’s share price.

Netflix has never been cheaper than Comcast. Comcast has never been more expensive than Netflix.
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Yet the more expensive stock with substantially lower sales and earnings has gained over 30,000% since
coming public over the last 16 years while the cheaper, more established company has gained merely
255% over the same period of time.

The recitation of a stock’s current valuation tells you absolutely nothing about its future price, but it tells
you an awful lot about the prevailing sentiment around a company’s prospects. Stock prices are a proxy
for our beliefs about the future.

*kk

This post originally appeared here on May 24th, 2018
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ABOUT THE AUTHOR

Josh Brown is a New York City-based financial advisor and the CEO of Ritholtz Wealth Management.

We help people align their investments with their financial goals and manage portfolios for them. Our clients range from high net
worth households to corporations to retirement plans to charitable foundations. For younger investors and those just getting
started, we’ve created the Liftoff automated advisor — a simple, low-cost way to access a professionally managed portfolio
selected just for you.

He is also the author of the books Backstage Wall Street and Clash of the Financial Pundits from publisher McGraw-Hill. In
addition, he serves on the advisory board of financial technology firms Riskalyze , Vestwell, Digital Assets Data Corp as well as
CNBC’s Financial Advisor Council.

In 2015, he was named to the Investment News “40 Under 40” list of top financial advisors.

ABOUT THE REFORMED BROKER

The Reformed Broker began in November of 2008 and has become one of the most widely-read sites on the financial web.
This blog is about markets, politics, economics, media, culture and finance.

I’11 use statistics, satire, anecdotes, pop culture references, sarcasm, fact, fantasy, and any other device that I feel necessary to get
my points across.

What I don’t do on this site is give financial advice or tell anyone what to invest in. The Reformed Broker is a forecast-free blog.
What | will do on this site is provide you with a running commentary of my market-related insights and thoughts as events

unfold. I’ll point you toward other interesting content around the web. I’ll challenge your perceptions, call it like I see it and
occasionally, I’ll make you laugh.
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In the Media

I have been featured in or have written for Fortune, Forbes, the Wall Street Journal, MarketWatch, Dow Jones Newswires,
Bloomberg, Reuters, CNNMoney, Bloomberg, CNBC, the New York Post, Crain’s New York Business, Investment News,
Registered Rep, Financial Planning, Fortune, RIA Biz, Business Insider, American Public Media, NPR, TheStreet.com, the
Washington Post, Buzzfeed, Barron’s and the New York Times.

I am an on-air contributor to CNBC. My show, The Halftime Report, airs weekdays at 12 PM ET.
Our YouTube Channel, The Compound, is blowing up. Check us out!

Follow our latest updates with the Market Moment skill on Amazon’s Alexa!

I am available to comment on most topics for print, web, television and radio. Get in touch.
Do you want me to speak or moderate at your next event? More info here.

Follow me on Facebook!
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