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If you follow cricket, you would be aware of terms like “high or low-scoring ground or pitch”.
Some cricket grounds are known to be favourable for batsmen and on an average, these
grounds help deliver high scores while others are known to be low-scoring grounds.
Similarly, in investing we believe valuation at the time of investing is an important variable
that determines whether you are playing on a high-scoring ground (high average expected
returns) or a low-scoring ground (low average expected returns).

The Math behind Returns

The returns you generate in equities is a factor of three key variables.

The starting valuation multiple (i.e. the valuation multiple that you are paying at the time of
investment).
The earnings growth during the holding period.
The valuation multiple at the time of the exit.
At the time of investing, the only variable that you know for sure is the valuation multiple
that  you are currently  paying while  you can only  make assumptions for  the other  two
variables. The question is, does the valuation at the time of investing have any bearing on
future returns? Can it tell you whether you are playing on a high-scoring ground or on a low-
scoring ground?

Let’s look at historical SENSEX data to ascertain how future returns have behaved based on
the valuation multiple that would have been paid at the time of investing. We have kept the
analysis at a broader market level; as an individual investor, your returns could have been
better or worse based on your skill and your luck.

We used monthly SENSEX PE and price data (from June 1995 – Sep 2018) and then broke the
starting PE (Price/EPS) valuation (as per BSE) at the time of investing into 5 buckets (less
than 15x PE, 15x – 17.5x, 17.5x – 20x, 20 – 22.5x and more than 22.5x PE). We then
calculated a 3-year CAGR of SENSEX from that point and compared it with the starting PE
valuation (in other words, the 3 year CAGR you would have generated going forward based
on PE valuation at the time of investment). We have then taken the average and median of
returns in each of the PE buckets. The chart below summarizes the results.
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The chart clearly shows what one would imagine intuitively – the three year average returns
are higher in the lower PE bucket when valuations at the time of investing are relatively
cheaper. The average returns are lower in the higher valuation buckets when your starting
point is in an expensive market. But let’s dissect these numbers further to understand the
probabilities and risks involved.

Probability of Making Money (Gain)

First, let’s look at the probability of making money (positive return) in each valuation bucket.
This table summarizes the probabilities.

PE Valuation bucket <15x 15x – 17.5x 17.5x – 20x 20x – 22.5x >22.5x
Probability of Gain 90% 89% 84% 85% 67%
Average Gain (CAGR) 21.1% 22.3% 13.9% 6.1% 4.6%
Highest Gain (CAGR) 59.6% 51.8% 45.9% 13.7% 8.4%

The probability that you made money in the three year period is high across the buckets.
Even in the PE valuation bucket of above 22.5x, 67% probability of making money is not bad.
But if we look at the average gain (CAGR) when the returns were positive we can see the
divergence. In the lower/cheaper valuation buckets not only is the probability of making a
positive return higher, but the average gains are also high – and the best three year periods
had mind-boggling CAGRs. While at the expensive end, not only is the probability of making a
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positive return relatively lower, the average gain is below the risk-free rate and the best
three-year return just matches the risk-free rate.
Thus even if you have been really lucky, the returns would not have been so respectable if
you had invested in an expensive market.

Probability of Loss

Now let’s look at the risk angle. This table summarizes the probability that you lost money in
the three year period.

PE Valuation bucket <15x 15x – 17.5x 17.5x – 20x 20x – 22.5x >22.5x
Probability of Loss 10% 11% 16% 15% 33%
Average loss (CAGR) -1.4% -3.6% -5.9% -11.0% -8.0%
Worst Loss (CAGR) -3.2% -7.8% -13.0% -15.2% -15.5%

Investing in a cheaper market does not completely protect you from the probability of loss.
As can be seen from the table above, there is still a minor probability of loss even if you
invest in a cheap market. The probability of loss goes up further as we look at the expensive
buckets.

But the average loss (CAGR) whenever you lost money is very low or manageable in the
cheaper buckets, while average loss (CAGR) is high as you move to the expensive buckets. If
you were really unlucky and had to face the worst case of loss in the three-year period, you
would  have  still  faced  a  relatively  manageable  loss  in  the  lower  valuation  buckets  as
compared to -15.5% CAGR (i.e. 40% capital loss!) in the expensive bucket.

Odds vs. Luck

Essentially the historical data suggests that odds are in your favour when markets are in the
cheaper buckets and you have to be really unfortunate to not make money. Essentially you
are playing on a high-scoring ground.

However, if the markets are expensive, the odds are against you. Your luck would have to do
the extra work to make, at best, the risk-free rate.

As investors in equities, we cannot keep a smooth, linear expectation of returns. We must
learn to adjust our expectations based on the ground that we are playing on.


