



A year end note for the coming year.

The 3 topics which are consuming my thinking and writing lately when trying 
to get the big investing calls correct are;
 
1) observing the swings in the pendulum of the oil price,

2) the coming decade will be about accounting and real assets with real 
numbers

and

3) whether the equity markets have made a notable low.

Of course, there are host of other things which make up the whole investing 
picture and you can read my notes and posts on either my Blog, 
via Substack or on LinkedIn.
The first two options offer the ability to subscribe where you'll receive each 
note into your email in-box the moment it’s published.
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There is a Buy signal approaching in the price of Oil

I have been bearish on the price of Oil for a year and more so since Russia 
invaded Ukraine. 
 
For example, the price of WTI Crude Oil has fallen from $120 (the price seen 
soon after the invasion) to its current price of $74. 
 
To those not watching markets intently, the price of Oil has fallen 40% from its 
high and a slowing economy has had more to do with that, than war or OPEC 
policies. 
 
But now......when we find the Gold/Oil ratio at overbought levels on a weekly 
basis, this suggests that the price of WTI Crude Oil is in buying territory.

We are potentially approaching the 14th time (over the past 30 years) that 
this buying signal will occur.

Keep in mind, I’m talking about the price of Oil.

The Gold/Oil Ratio (blue) compared with the S&P 500 (orange)



Logically, oil related equities should also prosper and have the ability to 
deliver operational leverage, however you’d need to do the research on any 
specific companies numbers such as their debt, interest expenses, free cash 
flows, contracted or forward delivery prices etc etc.

The direction of the oil price has a wide amount of correlations including that 
it has with GDP.

I think the balance of the decade of investing will be an 
‘accountant’s’ decade.

 
If you can scrutinise numbers with a basis of pragmatism, the investing 
opportunities that may present themselves should be in your ‘wheelhouse’, 
’sweet spot’ etc etc 

It’ll be important to adjust how you read a company’s current assets, such as 
discounting the amount that a company may receive for their inventories and 
the value of its receivables.

Hint: It won’t be 100% of their reported/stated amounts.
 
In turn, should revenues recede, it will affect their EBIT,
Rising net interest expense will also cut into EBIT,
Then you better make sure the net interest expense isn’t too much share of 
their EBIT,

Or that their total or net debt isn’t too stressful compared to the company's  
EBITDA.

Is their capital expenditure going to be the same as last year or similar to the 
company’s guidance?

Because this could affect their free cash flow……..and their dividends.

 Oh, and I don’t want to pay too much for their intangible assets (see 
goodwill).

I’ve seen these figures slashed under the guise of ‘impairments’.



After all of this, you may want to then start musing about growth, eyeballs, 
clicks etc etc. 

It’ll be about the real numbers rather than wondrous customer growth 
prospects in the absence of profit.
 
Some examples of warnings signals appear in companies such as S.E.B. (the 
Paris listed owner of household and professional kitchen brands such 
as Krups, Lagostina, Moulinex, Rowenta, and Tefal) currently holds $1.85 
billion held in inventories.

This equals nearly 50% of the company’s market capitalisation or 25% of its 
annual revenues.

It has a further $1 billion on the books as receivables.

Gosh, I hope their customers start paying them soon and hopefully 100% of 
what is owed.
 
See where I am heading with this?
 
A month ago, I started to highlight a similar situation at Danish wind turbine 
manufacturer, Vestas who carries inventory equal to 35% of its market 
capitalisation or equal to 45% of its annual revenue. 
 
Although many of these stock prices have already been slaughtered and 
companies in this predicament will still need to work off their inventories and/
or recover most of the receivables owed.
 
As highlighted in other past posts about inventories build up and price 
discounting, it’s a reminder to do your work, slash some assumptions and 
make adjustments.
https://robzdravevski.com/2022/09/30/balance-sheet-adjustments/

https://robzdravevski.com/2022/08/02/inflation-is-being-left-on-the-shelf/

https://robzdravevski.com/2022/07/01/coming-soon-price-discounting-wars/
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This leads me to making a case for a 30% decline in the S&P 500

“For 2023, the bottom-up EPS (earnings per share) estimate for the S&P 500 
is $232.53…….
 
industry analysts on average have overestimated the final EPS number by 
7.0% one year in advance.”
 
This article talks about the overconfidence of analysts estimates and the chart 
within shows the record setting levels the annual EPS have reached.

I have been wanting to write about how EPS have been assisted by declining 
interest rate expenses and lower corporate tax rates.

Instead, I’ll reference this paper written by Smolyansky, Michael (2022). “The 
coming long-run slowdown in corporate profit growth and stock returns”.

https://www.doi.org/10.17016/2380-7172.3167 
 
He cites, “Both these items accounted for 33% of all profit growth for 
S&P 500 non-financial firms over the prior two-decade period”.

The Tax Cuts and Jobs Act of 2017 reduced the statutory corporate tax rate 
from 35% to 21%, 
interest rates and therefore the cost of capital has been at its lowest in 
history,
corporate leverage grew by 40% over the past 10 years,
And globalisation provided lower input costs. 
 

It was the perfect recipe to juice up the profits.
But the ingredients of that recipe has changed.  
 
Now, that the cost of capital has doubled and nearly tripled, 
debt leverage hasn’t been reined in by any notable measure, 
local on-shoring is being favoured over the political football of globalisation  
and government may potentially look at higher taxation to increase 
revenues…..
 
There is no way that the S&P 500 will earn $232 per share in Calendar 
Year 2023 or even an average adjusted figure of 7% lower.
 
Going into 2022/2023, U.S. corporations have had it as best as it has been.

https://insight.factset.com/have-industry-analysts-overestimated-sp-500-eps-for-2023
https://www.doi.org/10.17016/2380-7172.3167


Today, with a S&P 500 Index trading at 4,000 and using a $232 per share 
forward earnings estimate means that the P/E Ratio is 17.2.
 
This doesn’t seem like an economic environment which neither inspires 
record earnings (let alone 12% higher than recorded 18 months ago) and a 
market which I want to pay 17 times earnings for.
 
Perhaps I want to pay 14.6 times earnings for companies within a mid-cycle 
slowdown (or a GDP recession) and maybe I think the S&P 500 will earn 
$192 per share.
 
Then the S&P 500 touches 2,810.

I’ll play around with a few other guesses but my suggestion is to watch how 
corporate EBIT changes when the (I) interest and (T) taxes start rising.



And perhaps comparing Apples 🍎  will help

A washout in Apple’s share price may coincide with such a trough for the S&P 
500

For those looking for that sign of capitulation and a significant low in equity 
markets, perhaps watching the stock price of Apple.

A price somewhere between $115 – $122 in the coming months would likely 
do it.

Apple is the last standout of the FAANGM stocks to mean revert back to its 
200 week moving average. Last week, even honorary FAANGM stock, Tesla 
traded down to this mean.

A 20% drop in Apple may shakeout those using the stock as a safe place to 
hide and in turn, coincide with a low in the broader stockmarket.
 
Feel free to search through my blog about this 200 week moving average 
mean reversion, which I have been writing about for the past 18 months.
 

https://robzdravevski.com/2022/10/28/mean-reversions-nearing-the-end/


Or you may want to watch when the Japanese 10 year bond yield hits a 
weekly oversold reading because it also helps tell us when we see a 
notable low in the (S&P 500) stockmarket.




Look out for my upcoming publication, the 'Book of Correlations' on my 
channels mentioned at the beginning of this note. 
 
I wish you a prosperous investing 2023 in the spirit that you protect capital 
and have cash ready for the opportunities approaching.

 
Until next time,

Warm Regards, 

Rob Zdravevski 

rob@karriasset.com.au

mailto:rob@karriasset.com.au?subject=I%27ve%20got%20a%20question
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