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The Relative Value Model Theory 

• Analyse Wall Street’s analysis and anticipate 

changes in forecasts for interest rates and earnings. 

• Plot Wall Street consensus earnings estimates, 

Return on Sales and Return on Equity. 

• Watch for margin pressures between sectors. 

• Overlay our own fundamental judgements of 

whether Wall Street expectations are overly 

pessimistic or optimistic. 
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Normalizing P/E’s with Sales 

 

 

 Price / Sales* 

__________________ =  Price /Earnings Ratio 2003 est. 

 Net Income / Sales (ROS) 

 

 
difficulties in using sales 
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RV All Industries, May 2002 
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Three Editions per Quarter 

 

• Earnings Preview 

 

• Earnings Results 

 

• Bulls vs. Bears 
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April Results 
• The S&P 500 fell 4.5% in April while earnings estimates were 

reduced by 2.0%.  

• The P/E for 2003 fell from 19.8 to 19.3.  The 10 year bond yield 

fell from 5.20% to 5.06%. 

• Bond yields fell because Wall Street pushed out the date the 

expect the Fed to start increasing rates to August. 

• There was rotation out of Telco’s, Computers, Software and 

Semiconductors.  AOL dragged down the entertainment sector 

and AMR hurt transportation. 

• There was rotation into consumer stocks such as Food, 

Household Products and Hospitals. 

• Fortrend’s Top Ten fell 6.0%, under performing by 1.6%.  

Excluding Tyco we would have been by 2%. 
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Today’s Issues 

 

• Top Down - Macro Economics, Wall Street 

cought up, and surpassed the strength in the 

economy. 

 

• Bottom Up - first quarter earnings results by 

sector. 

 

• The Fortrend Top Ten 
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Top Down Economic Analysis 
• Last month we reduced exposure to 

cyclicals because “Wall Street was catching 

up with the strength of the economy”.  This 

has proven true, in fact Wall Street 

overestimated the strength in the economy 

last month. 

• Inventories continued to fall in the 

manufacturing and wholesale sectors, while 

retail inventories rose. 
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Top Down Economic Analysis 

• Capacity utilisation rates remain very low, 

and inflation would be non-existent except 

for the recent surge in oil prices. 

• The economy added fewer than expected 

jobs, and the services sector showed slower 

than expected growth in March, causing a 

push out in the date the Fed is expected to 

start increasing rates. 
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April Economic Data 

• Business Inventories fell 0.1%, 13 months in a row. 

• Housines Starts fell 7.8%, with weakness in all 

regions except the North East, which is surprising. 

• Industrial Production rose at the fastest pace in two 

years, utilization rates rose to 75.4%.  Fortrend 

predicts that asset life cycles will be shorter. 

• CPI rose 0.3%, lower than forecasts, but high due to 

oil prices. 

• Unemployment surged to 6.0%.  The economy added 

43k jobs but 565k people started looking, increasing 

the labour pool to 142.6 million. 
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Greenspan’s comments 

• Consumers maintained spending last year,  creating a 

“dicomony” therefore the rebound is likely to be slow and 

steady. 

• Depleted inventories means manufacturers will need to 

boost production.   

• This helped the economy grow 5.8 % in 1Q02. 

• New challenges are emerging.  Surge in oil prices and 

decline in stock prices could be a drag on spending. 

• Large erosion of consumer spending is not likely,  but 

watching consumer debt for signs difficulties. 
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Greenspan’s comments 

• The positive side is that low interest rates have reduced 

mortgage rates and increased home values. 

• “Employment has improved somewhat in recent months.” 

• There is evidence that a “recovery in at least some forms of 

high-tech investment is under way.” 

• “On the balance, the recovery this year in overall spending 

on business fixed investment is likely to be gradual.” 

• “prospects have brightened for the economy and with 

interest rates low, productivity maintained and inflation in 

check the foundation for economic expansion has been 

laid.” 
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Top Down Conclusions 

• The Fed will leave interest rates unchanged when they meet 

on May 7th and are unlikely to raise rates before August. 

• Fortrend has been saying that sharp cuts in interest rates 

last year will result in a sharp increase in economic 

activity this year.  We were correct for the first three 

months, and then Wall Street got ahead of the economy. 

• The risk is still that the economy will grow too fast. 
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Bottom Up, Earnings Results 

• 434 companies have reported with 61% 

beating, 24% neutral and 16% below.  The 

ratio is improving. 

• Earnings fell 7.1% yoy to $11.29, better than 

the $10.82 estimate, and up 12% sequentially. 

• In 2003 earnings are expected to increase 13% 

to $55.70, which is close to 2000, and we 

would say still “trough” earnings. 
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Earnings by Sector 

• Exxon Mobil, sales fall 24%, earnings down 

58%, lower oil & gas prices and worst refining 

margins in a decade. 

• Chevron Texaco, earnings down 62%, 

California refining margins. 

• Schlumberger, the largest oil field service 

company said profits fell 27%. 
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Chemicals 

• du Pont, reported a small decline in earnings, lower sales 

were offset by cost cutting.  Sales fell 10% on weaker 

demand from cars and electronics. 

 

• Air Products reported a 33% increase in profits.  Sales of 

purified air to electronics companies fell 26%. 

 

• Dow is detailed below. 



                    Fortrend

                               Securities  
                        Member NASD, SIPC

Manufacturing 

• General Electric reported a 2.7% fall in earnings on flat 

sales, excluding write offs for acquisitions earnings were 

up 17%.  Jeffrey Immelt warned that sales of power 

turbines are slowing and the stock 15% this month.  Last 

month we wrote: “The invincible glow of GE under Jack 

Welch is more likely to diminish than brighten in the 

future.” 

 

• Honeywell, which remains one of Fortrend’s Top Ten. 
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Pharmaceutical's 

• Amgen lead the sector down with a 16% fall after 

reporting earnings of 32 cents, in line with expectations, on 

a 12% revenue increase. 

• Wyeth (formally American Home Products) profits rose 

19% higher sales of Effexor for treating depression and 

Protonix for heartburn.  However, sales of Prevnar, a 

pneumonococcal vaccine fell 29% due to capacity 

shortages. 

• Eli Lilly, down 11%, said the FDA asked for more studies 

before approving Cialis as an impotence drug.  They guide 

analysts estimates 5% lower.  Profits fell 22% due to 

generic competitors of Prozac. Xigris, the sepsis treatment 

has been slower than expected. 
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Pharmaceutical's 

• The FDA took an average of 16 months to approve new 

drugs in the past year.  Lilly had delays with Cialis due to a 

pending inspection, Schering’s Clarinex allergy drug was 

delayed due to manufacturing flaws.  Wyeth, Genentech 

and Abbott also drug approval delays.   

• The FDA said that most pharmaceutical CEO’s have 

backgrounds in business and do not appreciate the 

scientific challenges of manufacturing commercial 

quantities of drugs.  The big European pharmaceutical 

companies are run by people from a scientific background. 
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Technology 

• Sun sales fell 24% and they lost 1 cent versus income of 4 

cents last year.  The top line was below expectations and 

the shares fell.   

• The second shoe dropped when Ed Zander quit.  He was 

the fifth executive to leave this month.  The stock dropped 

on that news to $6.77.  Sun’s product line is great and they 

picked up market share last year, but executing to plan will 

be a challenge. 

• IBM also fell significantly this month, down 16% to 

$81.78 from a six month high of $126.  Profits fell 32% 

and sales fell 12%.  IBM warned on the 8th due to lower 

sales in all divisions and losses in the semiconductor and 

hard-disk drive businesses. 
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Mid-cycle interest rates and earnings 

• S&P earnings  1999 - $51.02     

   2000 - $56.42                                                     

   2001-  $44.53     

   2002 - $50.79     

   2003 - $55.70 (below trend line) 

• Interest rates in early 1994 of 3% caused excessive growth. 

• In 1999 when rates were 6.5% this caused a recession. 

• Mid-cycle Goldielocks scenario says 5% -5.5%. 

• Current rates of 1.75% are unsustainably low. 

• Mid-cycle should be at 22.5 times $60 = 1,350 = 20% discount 
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Dow Chemical 
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Dow Relative Value 
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Dow Chemical 
• Dow reported a profit of $105 million after acquisition 

costs, or 11 cents per share vs. 76 cents a year earlier. They 

cut prices for plastics sold to auto manufacturers and sales 

dropped 15%.  Dow are cutting costs by firing 4,500 

workers and plan to save $1.1billion next year. They have 

already reduced costs by $800 million since acquiring 

Union Carbide.   

• Asbestos liabilities are estimated to be only $233 million, 

with insurance covering most. 

• Dow stock is currently yielding around 4.5%.  Buy with a 

$40 target. 
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Honeywell 
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Honeywell Relative Value 
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Tyco International 
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Tyco Relative Value 
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Tyco International 

• Tyco cancelled plans to split in four and guided Wall 

Street lower from $3.00 to a range of $2.60 - $2.70, citing 

weakness in electronics.   

• Assets are not worth as much as management thought, and 

management has done a back flip in strategy.  The inability 

of management to execute the strategy creates doubt. 

• Tyco will still spin-off of  CIT, an urgent issue.  

• CFO bought 500,000 shares. 

• Tyco is trading at 8 times current year (Sep) estimates. 

• Buy with a high $40s target. 
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McDonald’s 
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McDonald’s Relative Value 
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McDonald’s 

• Continued Product diversification strategy this month, 

Fazoli’s to develop 20 to 30 “fast casual” pasta restaurants. 

New theme restaurant called “town center.” 

• Sales fell, closed stores in Latin America and Turkey.  

Earnings were 31 cents, better than expected, they spent 

more to improve service. Falling currencies and Japanese 

concerns about mad cow disease also hurt profit. 

• At 18 times estimates the stock is trading at a discount but 

should trade at a premium and believe there is 20% upside. 

• Buy with a target of 25. 
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Walt Disney 
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Walt Disney 

• The stock is on a roll as investors rotate funds from AOL 

into Disney.   

• Sales fell 2.4% on continued weak advertising markets at 

ABC.  Theme parks performed better than expected while 

the studio division reported an 84% fall in profits due to 

higher distribution costs.  

•  The net result of 11 cents per share was better than 

expected and the stock has been strong. 

• Hold on. 
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Healthsouth 
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Cisco Systems 
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Cisco Systems Relative Value 
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Dell 
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Dell Relative Value 
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Computer Associates 
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Computer Associates Relative Value 
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JP Morgan Chase 
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JP Morgan Chase Relative Value 
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Fortrend’s Top Ten  

 

• Dow Chemical 

• Honeywell 

• Tyco 

• Walt Disney 

• McDonald’s 

 

 

• Healthsouth 

• Cisco Systems 

• Dell Computer 

• Computer Associates 

• JP Morgan Chase 
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Fortrend’s Performance 

•  Fortrend S&P 500 Fortrend vs  

            S&P500 

 

One Month   (6.0%) (4.5%) (1.6%)
  

One Year     2.5%  (14.2%) 16.7%
  

Two Years   3.2%  (10.7%) 14.0%
  

Three Years   9.4%  (1.0%) 10.4%
  

Since Sep 1993   16.0% 10.8% 5.2% 
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RV Performance from Sep 1993 to May 2002 
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