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The Earnings Line & Stock/Stock Market Valuations 

We continue with what is another key chapter of Peter Lynch’s book One Up On Wall Street 

called: Earnings, Earnings, Earnings where he explains his key investing tool: 

- The Earnings Line, that is connected with  

- The PE ratio, that again depends on 

- Future Expected Earnings! 

In this lecture we’ll explain how earnings drive your investment returns, how stock prices 

fluctuate around those earnings depending on the PE ratio and how the PE ratio depends on 

future expected earnings among other things. 

Earnings, Earnings, Earnings – key to investing returns 

When it comes to investing, earnings are key. Warren Buffett says how: 

“Investment returns are perfectly correlated to the performance of the underlying 

businesses.” 

Where the performance of the underlying business is reflected within the earnings. 

Earnings are both Peter Lynch’s and Buffett’s investment focus. Earnings is what makes the 

company valuable to you because owning a stock means owning a part of a business and the 

business can reward you as a shareholder by distributing those earnings through dividends 

and buybacks or by reinvesting into growth for more future earnings. 

Stock prices are irrational, go up and down, but real investors focus on earnings and compare 

the value of the business based on its earnings to the price of the stock. Over the long-term, 

the investment performance will resemble the performance in earnings. 

If we take a look at the S&P 500 price movements (blue line) and compare it to the earnings 

line (white line) we can see how over the last 30 years, the long-term correlation is pretty 

strong with cyclical divergences depending on investor exuberance or pessimism.  
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S&P 500 & S&P 500 Earnings – Source: Bloomberg 

There is currently a big discrepancy between the S&P 500 price and its earnings, but that is 

due to the price to earnings ratio going from 15 to the current 25 due to low interest rates. 

When the low interest rate environment reverts, so will the S&P 500 revert to the earnings 

line. 

Berkshire 40 year investing example 

Similarly, Berkshire’s net income is around $24 billion per year, when adjusted for the new 

accounting rule that takes into account changes in the stock market portfolio. 40 years ago, 

net earnings were $50 million. 

https://www.bloomberg.com/opinion/articles/2021-01-15/bond-vigilantes-are-giving-biden-s-stimulus-a-pass-for-now?sref=NDUUT5Xa
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Berkshire Earnings - Berkshire 1980 letter to shareholders 

If I divide $24 billion with $50 million, I get 480. If we multiply the 1981 stock price of  

$520 with 480 we get to $249,600 which is pretty close to where BRK’s stock is trading now. 

Of course, valuations are much higher now than in 1981, but this shows how earnings are 

key. A normalization in valuations and we could quickly see BRK down to $250k per share. 

https://www.berkshirehathaway.com/letters/1980.html
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Berkshire’s stock price follows earnings 

Coca Cola is another good longer-term example. Current earnings are around $9 billion if we 

take an average. 
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Coca-Cola net income – Source: Macrotrends 

Coca-Cola’s net income in 1920, the first year it traded as a public company was $4.1 

million. If I divide the current $9 billion with the 1920 $4.1 million, I get to 2,195. Over 100 

years that gives us a compounding rate of 8%.  

Coca-cola went public in 1920 at $40 per share. Since then, it has done 11 stock splits that 

means the initial one stock is now 9.216 stocks. 

https://www.macrotrends.net/stocks/charts/KO/cocacola/net-income
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Coca-Cola stock split history – Source: Coca-Cola 

So, one $40 share in 1920 would have turned into 9,216 shares currently priced at $48.96 for 

a total of $451,215 for a compounding investment return of 9.7%. This is a big higher than 

the net income growth rate but keep in mind Coca-Cola did also buybacks in its history so 

that adds to the investment return. 

https://investors.coca-colacompany.com/stock-information/splits
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Coca-Cola stock price 

Then it is up to you if you wish to add the dividend to the calculation and reinvest it. The 

average dividend yield of around 4% adds 4 percentage points to the stock price return and 

has a huge compounding effect on total returns. I have found this chart making the 

calculations up to the end of 2013 where a $40 investment would have turned into $11.5 

million.  
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Since 2013 there have been 7 dividends of around 3% and the stock has increased 20% which 

gives a compounding return of around 5.5% per year since. Adding 5.5% per year to the 

return over the last 7 years to $11.5 million we get to $16.72 million. Over 100 years that 

gives us a compounding return of 13.8% from Coca-Cola. 

THE PE RATIO - Earnings line and stock price 

As we have seen with stock prices above, those will always fluctuate, but if you understand a 

business well, you can estimate when it is undervalued or overvalued in relation to the price. 

Going back to the S&P 500 example, the current price to earnings ratio is 38 but that is 

distorted due to the COVID crisis hit earnings. 
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S&P 500 PE ratio – Source: Multpl 

To adjust for crises like the current one, we can use the CAPE ratio, the cyclically adjusted 

price to earnings ratio that takes into account 10 years of earnings and uses the average, also 

called the Shiller PE ratio as it was developed by Nobel price winner professor Shiller from 

Yale. 

 

S&P 500 CAPE ratio – Source: Multpl 

The huge cycles in valuation reflect investors’ expectations about future earnings and 

comparisons to interest rates. When interest rates are low and expectations about the future 

are positive, stock prices use to be on a higher valuation level and the opposite is true when 

investors are pessimistic and interest rates are high.  

As nobody can predict where will interest rates go, let’s stick to earnings, in this case future 

earnings. 

Future earnings impact on stock valuations 

https://www.multpl.com/shiller-pe
https://www.multpl.com/shiller-pe
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As we have discussed in our intrinsic value lecture, the value of the stock is the discounted 

present value of all cash flows given to shareholders from today till judgement day. So, 

investing is more about the future than about the past. 

If we take a look at S&P 500 forecasted earnings, the level is at 195 points now that would 

give a price to earnings ratio of 19.48 at the current S&P 500 level of 3,800 points. 

 

S&P 500 estimates earnings – Source: Yardeni 

We could say what the market is pricing in now are future earnings and not current earnings. 

Earnings of 195 on a price of 3,800 should lead to long-term returns of around 5%. If we add 

the historical growth of 2% in line with economic growth, we are at a great return of 7% from 

the S&P 500.  

But long-term earnings estimations are always a bit exuberant so let’s take 163 from 2019, 

which was a normal year. The PE ratio goes to 23 that now implies a long term returns closer 

to 4%, plus 2% growth and we are at 6%, which is still good. 

Earnings, earnings, earnings – investment conclusion 

I hope the above shows how earnings, current or future are the key when it comes to any type 

of investing as that is the driver of long-term investing returns. 

So, to actively invest in businesses you need to understand the business and put the earnings 

in a valuation table like we did when we calculated intrinsic values. 

For example, with Intel stock (INTC) The free cash flows or earnings are around $20 billion 

but if those settle to $15 where those were just 2 years ago, that would make huge changes to 

the valuation of the stock. 

https://www.yardeni.com/pub/yriearningsforecast.pdf
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Intel net income from 2006 to 2020 – Source: Macrotrends 

The key is to know the business because the more you know about it the better you will be 

about estimating future earnings that will consequently drive long-term investment returns. 

If Intel keeps growing its earnings on the current $20 billion base, the stock is strongly 

undervalued. If cash flows slow down a bit, then the stock could be considered fairly valued 

for a 10% discount rate that I used here. 
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Intel stock intrinsic value – Source: Sven Carlin Research Platform 

Of course, to know what is going on you need to follow a business, analyse the sector, learn 

and understand how it breathes over time because business are dynamic beings, not just a 

frozen snapshot of a balance sheet. This is what I do on my Stock Market Research Platform 

so feel free to check it out to learn more about how to invest or simply to save time and have 

me do the heavy lifting so that you can simply see how something fits your portfolio. 

 

https://sven-carlin-research-platform.teachable.com/p/stock-market-research-platform
https://sven-carlin-research-platform.teachable.com/p/stock-market-research-platform

