' Ford Equity Research Special Study

Variations on a Theme: Price to Earnings Ratio - April 30, 1997

It is commonly known that stocks with low price/earnings ratios perform better, on average, than high
P/E stocks. However, which P/E ratio one uses could significantly affect performance results. Does one
use reported, normalized or operating earnings per share or expected earnings in calculating P/E? This
study compares the results over the past 20 years of using each of these approaches.

In order to compare similar groups of stocks, earnings yield (E/P) is substituted for P/E. Using E/P allows
us to include companies with negative earnings per share. In this analysis, companies with negative EPS
are included in the worst decile. For this study we used 2 variables Ford currently computes, PEC (P/E
based on current earnings) and PER (P/E based on normal earnings). We also computed four additional
variables, EY1, EY2, EY4 and EY5 which incorporate the upcoming fiscal year estimate (MN1 from
IBES), next fiscal year estimate (MN2 from IBES), current operating earnings (EQ4) and estimated 12-
month operating earnings one quarter ahead (EQS5), respectively. These variables were divided into
quarterly rebalanced deciles with the best (low P/E or high earnings yield) stocks in decile 1. Performance
for these deciles was computed for the 20-year period ending December 1996 and for 5-year intermediate
periods.

Results

All of the variables except for PER showed positive returns in the top decile versus the Ford universe for
the 20-year period. PER was hurt by poor results in the third 5-year period (12/86-12/91). Indeed, the
third 5-year period of this study was particularly weak for following a low P/E strategy based on any of the
tested variables. EY5 was the only variable tested in which the top decile outperformed the Ford universe
in each of the 5-year subperiods. However, during the most recent 5-year period PER has shown the
best performance of the variables tested.
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Conclusions

Employing a strategy of buying the stocks in the top decile of EY5 over the past 20 years would have
resulted in outperforming the next best strategy (buying the best PEC stocks) by 2 percentage points
annually. However, if you had employed the same strategy over just the last 5 years, you would have
under performed the best strategy over that time frame (buying the best PER stocks) by about 2 percentage
points. This exhibits the non-stationary nature of the effect of using these variables over time. Overall,
using the EY5 variable was the most effective because of its relative performance in the third 5-year
period and its large excess returns in the first half of the study. The superior performance of EY5 is
possibly due to the emphasis placed by investors on near term earnings expectations rather than historical
earnings or longer-term estimates. This is further borne out by the fact that EY1 performance was better
than EY2 performance.

PEC

Annualized

Returns 1 2 3 4 5 6 7 8 9 10 AL
12/76-12/81 277 237 19.7 206 153 120 120 M1 126 145 17.0
12/81-12/86 270 279 253 243 238 186 179 150 13.1 11.3 20.6
12/86-12/91 1.2 164 149 124 133 128 1.3 124 54 -3.7 10.8
12/91-12/96 234 183 16.2 147 151 154 13.0 13.2 20.8 186 17.0
12/76-12/96 221 215 190 179 16.8 14.7 135 129 1238 9.9 16.3
PER

Annualized

Returns 1 2 3 4 5 6 7 8 9 10 _ALL
12/76-12/81 215 232 213 198 186 145 124 108 131 133 17.0
12/81-12/86 182 242 239 253 208 207 213 19.2 175 135 20.6
12/86-12/91 -52 14 103 118 158 1.7 108 131 113 155 10.8
12/91-12/96 269 216 191 184 16.5 149 144 147 127 95 17.0
12/76-12/96 146 200 185 18.7 179 154 147 144 136 129 16.3
EY1 (earnings yield based on upcoming fiscal year end estimate)

Annualized

Returns 12 3 4 5 6 7 8 9 10 ALL
12/76-12/81 242 214 187 185 142 102 96 114 113 76 17.0
12/81-12/86 273 292 253 226 241 208 168 17.8 13.8 9.5 20.6
12/86-12/91 10.8 16.1 166 125 115 119 139 13.0 9.9 0.9 10.8
12/91-12/96 229 212 161 179 145 162 149 120 99 173 17.0
12/76-12/96 211 219 191 178 16.0 14.7 138 13.5 11.2 8.7 16.3



EY2 (earnings yield based on second fiscal year end estimate)

Annualized

Returns 1 2 3 4 5 6 7 8 9 10 AL
12/76-12/81 201 177 159 152 149 15 96 89 101 96 17.0
12/81-12/86 247 283 254 227 213 222 181 176 176 89 206
12/86-12/91 10.0 13.3 146 170 109 105 137 133 124 86 10.8
12/91-12/96 223 223 185 184 154 152 142 95 104 142 170
12/76-12/96 191 203 185 183 156 14.7 139 123 126 10.3 16.3
EY4 (earnings yield based on trailing 12 month operating earnings)

Annualized

Returns 1 2 3 4 5 8 7 8 9 10 AL
12/76-12/81 282 232 207 201 155 1.2 129 119 123 134 17.0
12/81-12/86 275 282 241 246 245 203 191 134 133 94 206
12/86-12/91 94 164 152 139 111 134 121 122 84 -55 10.8
12/91-12/96 238 191 155 154 152 16.7 126 133 158 21.0 17.0
12/76-12/96 220 216 188 184 165 154 141 127 124 91 163
EY5 (earnings yield based on expected operating earnings one quarter ahead)

Annualized 1 2 3 4 5 6 7 8 9 10 AL
12/76-12/81 31.2 253 214 183 165 137 103 123 105 102 17.0
12/81-12/86 293 276 269 251 232 205 181 144 122 76 206
12/86-12/91 120 170 157 132 136 13.0 120 121 52 -71 108
12/91-12/96 248 199 16.7 159 152 156 136 122 151 194 17.0
12/76-12/96 241 224 201 180 17.0 157 135 127 107 7.1 163



