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Stating the Facts 
Fancier methods exist to gauge equity market valuation, but we often prefer the dollars-for-distributions view 
of the price-to-earnings (P/E) metric. A ratio of the price paid for a share of stock to the trailing years-worth 
of the company’s per-share earnings, the P/E offers a gauge of the relative value of that stock versus itself 
over time and versus other stocks. A higher (lower) level suggests relatively more (less) expensive shares. 

 

A FUTURE NONE DIVINED 
With the large-cap-stock focused S&P 500 Index now up 4.8% year-to-date, after its 21.8% jump in 2017 
and its rarely interrupted run since the depths of the Great Recession, admonitions regarding the 
unsustainability of domestic equity market valuations are growing in number and volume. While we cannot 
argue statements of fact—that the immense gains have left U.S. markets nearly without precedent in regard 
to valuation—we can argue the implications. Certainly, there is meaning in stock valuations, and a present 
reading set against investment theory suggests future equity market returns may fall short of historical norms. 
Even so, the nature of market history suggests even more strongly that no metric, valuation-based or 
otherwise, can foretell future market movement. We thus continue to believe the best approach to managing 
exposure to market risk is one that focuses more on levels of market exposure appropriate for individual 
investment situations, rather than one that seeks to foretell and act in advance of market shifts. 
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Package a bunch of stocks together, much as does the U.S. large-cap-stock-focused S&P 500, and one can 
compare the relative valuation of a broader market. In Figure 1, we show historical price-to-earnings data for 
the S&P 500. The colors distinguish resulting values into five evenly distributed buckets (quintiles), with 
green representing the lowest-valuation (cheapest) bucket and red representing the highest valuation (most 
expensive) bucket. The stream of red at the tail end of the index shows just how far we’ve come. 

Valuations may rise for one simple reason: the price of the stock (or stocks, in the case of an index) becomes 
larger relative to the earnings it (they) represent. This can happen as prices rise (fall) more quickly (slowly) 
than do earnings. The upshot in rising valuation environments is that investors are paying more for ownership 
of those stocks. Such is the general character of the U.S. market since 2009. By the P/E metric, the U.S. 
market of large-cap stocks has been this or more expensive on rare occasions, the two most recent being the 
Tech Bubble and the Great Recession. Both periods were characterized first by rising prices relative to 
earnings, which led to rising P/E levels. In turn, prices fell more quickly relative to declines in earnings as 
both bubbles burst, leading to an easing of market valuations. Interestingly, in neither case did valuations 
eventually fall to historical lows.  

Parsing the Facts 
What’s to make, then, of the current level of U.S. stock valuations. First, it’s helpful to think of a stock price 
not as a reflection of trailing earnings, but as an expectation of future earnings: the price of the shares 
represents a claim on the future earnings of the company. In theory, then, higher valuations suggest investor 
optimism for future growth in earnings. Also in theory, though, higher valuations suggest lower future returns 
as investors pay up for future earnings in advance of them being realized. 
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Figure 2 provides some evidence for this suggestion. The chart very simply plots monthly historical market 
valuations against the average annualized return of the index from that point over the next 10 years. The 
attempt is to discern what relative levels of market valuations suggest for future returns. What’s apparent is 
that the higher the beginning valuation, the lower has tended to be the forward decade of returns; as the P/E 
moves higher (to the right on the bottom scale), the historical future returns have proved lower (down on 
the left-hand scale).  

So, the facts are that present levels of U.S. market valuation have rare precedent in history. That truth, set 
against the observations that, generally speaking, the higher the historical starting valuation, the lower the 
historical future return, suggests we might like to temper our expectations for forward equity returns. 

Staying Invested 
The be honest about what Figure 2 might show, however, the range of potential outcomes at most points 
along the valuation spectrum has been wide. And most 10-year outcomes still have been positive in history, 
regardless of the starting valuation. We thus don’t necessarily think that present valuation levels should lead 
us to be fearful of equity markets. After all, present valuation levels aren’t grandly different than those seen  
three years ago, since which time the S&P 500 has experienced a total return of more than 42%. A market 
timer might have missed out on those gains, fortifying the warning that, to experience anything like the 
relatively favorable historical returns offer by equity markets, one must remain invested. 
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Important Information 
Statera Asset Management is a dba of Signature Resources Capital Management, LLC (SRCM), which is a Registered Investment Advisor. 
Registration of an investment adviser does not imply any specific level of skill or training. The information contained herein has been prepared 
solely for informational purposes and is not an offer to buy or sell or a solicitation of an offer to buy or sell any security or to participate in 
any trading strategy. Any decision to utilize the services described herein should be made after reviewing such definitive investment 
management agreement and SCRM’s Form ADV Part 2A and 2Bs and conducting such due diligence as the client deems necessary and 
consulting the client’s own legal, accounting and tax advisors in order to make an independent determination of the suitability and 
consequences of SCRM services. Any portfolio with SCRM involves significant risk, including a complete loss of capital. The applicable 
definitive investment management agreement and Form ADV Part 2 contains a more thorough discussion of risk and conflict, which should 
be carefully reviewed prior to making any investment decision. Please contact your investment adviser representative to obtain a copy of 
Form ADV Part 2. All data presented herein is unaudited, subject to revision by SRCM, and is provided solely as a guide to current 
expectations.  

The opinions expressed herein are those of SRCM as of the date of writing and are subject to change. The material is based on SRCM 
proprietary research and analysis of global markets and investing. The information and/or analysis contained in this material have been 
compiled or arrived at from sources believed to be reliable, however SRCM does not make any representation as to their accuracy or 
completeness and does not accept liability for any loss arising from the use hereof. Some internally generated information may be considered 
theoretical in nature and is subject to inherent limitations associated thereby. Any market exposures referenced may or may not be 
represented in portfolios of clients of SRCM or its affiliates, and do not represent all securities purchased, sold or recommended for client 
accounts. The reader should not assume that any investments in market exposures identified or described were or will be profitable. Investing 
entails risks, including possible loss of principal. Past performance is no guarantee of future results. The information in this material may 
contain projections or other forward-looking statements regarding future events, targets or expectations and are current as of the date 
indicated. There is no assurance that such events or targets will be achieved. Thus, potential outcomes may be significantly different. 

Investing in any investment vehicle carries risk, including the possible loss of principal, and there can be no assurance that any investment 
strategy will provide positive performance over a period of time. The asset classes and/or investment strategies described in this publication 
may not be suitable for all investors. Investment decisions should be made based on the investor's specific financial needs and objectives, 
goals, time horizon, tax liability and risk tolerance. 

This material is not intended as and should not be used to provide investment advice and is not an offer to sell a security or a solicitation or 
an offer, or a recommendation, to buy a security. Investors should consult with an advisor to determine the appropriate investment vehicle. 

The S&P 500 Index represents 500 U.S. companies and captures approximately 80% coverage of available market capitalization. 

One cannot invest directly in an index. Index performance does not reflect the expenses associated with the management of an actual 
portfolio. 
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