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This Paradigm focuses on the contribution that chang-
ing valuation levels can have to returns, both in the
short term and the long term. The main takeaway from
this Paradigm is that sometimes changing valuation
levels are more important to returns than earnings and
economic growth.

We are not going to address the many factors that con-
tributed to the composition of returns. Our interest this
month lies in reminding investors about the importance
of changing valuation levels to returns, both in the short
and long term.

For stocks, we will use the change in P/E ratio as our
valuation metric. For bonds, we will use the change in
price as our valuation metric.

2019’s First Half

For this exercise, we will only look at returns for the
S&P 500 Index and the Bloomberg Barclays U.S. Ag-

gregate Bond Index.
Asset Class First Half Returns
S&P 500 Index 18.5%

Barclays U.S. Aggregate Bond Index 6.1%

The S&P 500 performed exceedingly well in the first
half. Earnings estimates for the S&P 500 have remained
near $165 for the entire year. This is important for two
reasons. First, it means that the S&P 500 ended the sec-
ond quarter slightly less than 18 times the estimated
earnings for 2019. This is above the long-term average
but does not appear to be at “market bubble” levels.

The second reason this constant earnings estimate is im-
portant speaks to the contribution that changing valua-
tion levels (changing P/E ratio) had in the first-half re-
turns. The year started with valuation levels slightly
more than 15 times the $165 figure. This means that the
vast majority of the 18.5% return is from rising valua-
tion levels as opposed to earnings growth and dividends.

An analogous story existed for bonds. The bond index’s
yield is slightly less than 3% per year or 1.5% for half a
year. This implies that of the 6.1% return, 1.5% is from
interest and 4.6% is from rising bond prices (rising val-
uation levels) due to falling interest rates. This means

that, like stocks, the vast majority of the 6.1% return is
from rising valuation levels as opposed to interest in-
come.

10-and 20-Year Periods Ending June 30, 2019

Given how much changing valuation levels contributed
to first half returns, we thought it would be useful to
review the impact over longer periods. For this exercise,
we are going to look only at the S&P 500.

Let’s look back at the past annual S&P 500 returns for
the 10- and 20-year periods ending June 30, 2019, as
shown in the table below.

20 years
5.9%

10 years
14.7%

Index
S&P 500

To be clear, the table says that for the 10-year period
ending June 30, 2019, the S&P 500 returns were 14.7%
per year, and that for the 20-year period ending June 30,
2019 the S&P 500 returns were 5.9% per year.

The previous section showed that stock valuations were
above average on June 30, 2019, but not in bubble terri-
tory. This means that for the two time periods above,
the beginning valuation levels had more to do with re-
turns than the ending valuation level.

Think back 10 years: The S&P 500 bottomed out in
March 2009 at a price over 50% below its 2007 peak.
Although the market had recovered some by June 2009,
the beginning valuation level materially contributed to
the nearly 15% returns per year for the past decade.

The beginning valuation also helps to explain the 20-
year returns of roughly 6% per year. Think back 20
years: The S&P 500 was near the end of its huge
dot.com era run. In fact, the S&P 500 peaked in early
2000 at a P/E ratio of nearly 30. Returns, therefore,
were impacted over the past 20 years as the P/E ratio
(the valuation level) declined from 30 to 18.

Changing valuation levels affect returns. Sometimes
the affect can be major. We simply ask investors to re-
main aware of this, in both good times and not so good
times.

The information above is compiled from various news and research sources, The above information is from sources believed to be reliable, but accuracy is not guaranteed.
The above is not investment advice and should not be acted upon without first consulting your Investment Advisor, and/or CPA and/or Attorney to determine the specific

impact to your situation.
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