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Are US Equity Market Valuations at an Extreme? 

Summary View 

Global equity markets delivered unusually strong returns in 2019, and particularly so in the case of 

US equities. This has pushed the valuation of US equities to levels that have only been reached or 

exceeded on five previous occasions in the past 140 years covering the period 1881 to 2019. On 

four of those occasions returns over the subsequent 5-10 years were between -2.3% and +2.8% 

compound per annum and substantially below the long-term average returns (of 9-10% per annum).  

In one respect, however, this time is different. US long-term interest rates at 1.8% are significantly 

below where they were at some other major valuation peaks; for example, in 1929 US long-term 

interest rates were 3.39% and in late 1999 they were 6.28%.  

It’s rising interest rates and/or tightening monetary policy that usually end equity bull markets. But 

there are scant signs of inflation and the Federal Reserve (US Central Bank) has signalled that it is 

likely to be tolerant of some inflation, so that there appears to be little likelihood of any rise in 

long-term interest rates in the US for some time to come. This bull market could continue. 

On the other hand, corporate earnings are cyclical, and that applies equally to the in-favour tech 

sector, so that even without a tightening in monetary policy a temporary decline in earnings would 

be normal and would most likely puncture this bull market.  

Both the price-to-10-year average earnings ratio and the equity/bond risk premium approaches to 

valuing US equities point to low single-digit annual returns from here on a 5-10 year view. And 

given that growth in S&P 500 Index earnings have been boosted by a reduction in the corporate 

tax rate (from circa 45% in 1970 to 21% today) and, more recently, by share buy-backs funded with 

debt, looking forward we doubt that the rate of earnings growth on the S&P 500 Index can match 

that of the past (6.6% compound per annum since 1970). 

Our concerns regarding high US equity market valuations are not shared by other investors at this 

point in time. After all, Dow Theory for the 21st Century, a 120-year old technical indicator, 

remains in ‘Buy’ mode, suggesting that the primary trend remains upwards. Nonetheless, history 

is hardly bunk, and argues for much lower returns from here on a 5-10 year view. In addition, the 

risks appear to be to the downside given that the benefits of low interest rates, which are unlikely 

to be a permanent condition, have probably already been priced into the US equity market. 

What to do? If you can’t take a 5-10 year view as of today, then consider lightening up on your 

exposure to the broad US equity market, perhaps investing elsewhere if there is better value on 

offer. This message is probably most relevant to any investor approaching retirement age and who 

will be relying on his/her assets for their income in retirement.  
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If 2018 stood out as a rare year when all 

asset classes – risk assets and non-risk 

assets alike – delivered negative returns, 

2019 offered up the polar opposite. An 

abrupt change in the US Federal 

Reserve’s monetary policy stance in late 

2018 made all the difference.  

US interest rates were lowered three 

times in 2019 and the US Central Bank 

even re-initiated its quantitative easing 

programme in late 2019 (although the 

Fed argues otherwise). Most asset classes delivered positive double-digit returns with equities doing 

best, as the FTSE World Index advanced 30%1 in 2019.  

With all three of the traditional risk-free asset classes (bank deposits, fixed interest government 

bonds and inflation-linked government bonds) offering starting income of just 1.5-2.0% in the US, 

it doesn’t take much to switch investor sentiment on risk assets from depression to euphoria these 

days. 

US equity market returns led the way in 2019 with a 34% gain (in euro terms), continuing that 

market’s trend of outperformance against most other equity markets since the global stock market 

recovery got under way in March 2009 following the Global Financial Crisis (see Chart 1). 

Yet, as Chart 2 highlights, earnings for the S&P 500 Index are expected to have grown just 7% in 

2019, and more or less in line with the long-term average covering the 50-year period from 1969 

to 2019. So, the bulk of the remainder of the 2019 gains in US equities reflects investors’ 

willingness to pay a higher price for those same earnings. 

And the 2019 gains have left the valuation 

of US equities at a dangerous level in an 

historical context. As Chart 2 highlights, 

corporate earnings are cyclical and for 

this reason Ben Graham, author of The 

Intelligent Investor, long ago suggested using 

an average of the last ten years’ earnings 

to judge current valuations of cyclical 

companies rather than relying on current 

(possibly peak) earnings alone. The same 

principle can be applied to an entire 

market. 

 
1 In euro terms and including dividend income reinvested 

Chart 1 

Chart 2 

Source: Bloomberg 

Source: US.spindinces.com/indices/equity/SP-500 & Robert Schiller 
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Source: www.econ.yale.edu/~ schiller/data.htm 

Robert Shiller, Professor of Economics at Yale University, produces the numbers on the S&P 500 

Index on a monthly basis and Chart 3 highlights the valuation of US equities using the average of 

the last ten years’ earnings going back to 1881.  

If we do the maths, our calculations highlight that the key US equity market is currently trading on 

26 times the average of the last ten years’ earnings when we adjust historic earnings upwards for 

the lower corporate tax rate brought in by President Trump in late 2017. This compares to a long-

term average valuation of 17. 

As Table 1 highlights, the average of the last 10 

years’ earnings per share for the S&P 500 is 

$101.80. However, when we adjust the years 

2010 to 2017 inclusive for the fact that the US 

corporate tax rate has been lowered to 21% 

from 35% previously the average of the last 10 

years’ earnings rises to $120.13.  

As many companies in the S&P 500 Index have 

overseas earnings, this is a best-case scenario i.e. 

we have adjusted S&P 500 Index earnings to the 

highest level possible given the lower corporate 

tax rate now pertaining. And even this higher 

earnings figure ($120.13) only lowers the price-

to-10-year average earnings ratio to a still 

extreme 26.  

Table 2 indicates that on the five previous 

occasions over the past 140 years (from 1881 to 

Table 1 

Table 2 

Chart 3 

Source: US.spindinces.com/indices/equity/SP-500 & Robert Schiller 
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2019) when US equities were similarly (over) valued the 

subsequent 5 to 10-year returns were between -2.3% to 

+2.8% compound per annum in four out of those five 

occasions, returns that were miles below the long-term 

averages.  

The sole exception was in 1995 when US equities were 

similarly overvalued yet delivered 9.5% compound per 

annum returns over the next decade. 

Similarly, when US equities have been undervalued on this 

valuation metric subsequent returns have been well above 

average over the subsequent 10-year periods, a fact that 

lends considerable credibility to this valuation metric.  

As Table 2 highlights, on the six occasions since 1881 that 

US equities were valued at 10 times (or below) the average 

of the last ten years’ earnings in five out of those six 

occasions the returns to investors over the subsequent 10-

year periods were well above average. The sole exception 

was the 1932 to 1941 period where returns were average. The onset of the Second World War 

probably accounts for that.  

As of today, then, the S&P 500 Index is, once again, trading at an extreme 26 times the average of 

the last ten years' earnings. On the face of it, this suggests poor returns from US equities on a 10-

year view from here. The next logical question is: are there any reasons to suggest that this time is 

different? 

Well there certainly are some factors we 

need to consider: 

• Much Lower Long-term 
Interest Rates: As Chart 4 
highlights, US long-term interest 
rates today at 1.8% are 
substantially below where they 
were in both previous major US 
stock market peaks - in 1929 
(3.39%) and 1999 (6.28%), so 
that investors can probably argue 
that higher equity valuations 
today are justified by lower long-
term interest rates. We would 
agree with this, but we might also 

1921-1930 11.6%

1932-1941 10.4%

1942-1951 17.4%

1949-1958 19.7%

1975-1984 16.7%

1982-1991 16.6%

1928-1937 -2.3%

1965-1974 2.8%

1969-1978 2.7%

1996-2005 9.5%

2000-2009 0.2%

Market Undervalued

Market Overvalued

S&P 500 Index

Returns c.p.a.

Source: Barclays Annual Gilt/Equity study & 
Bloomberg 

Source: Bloomberg 

Chart 4 

Table 2 
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point out that it assumes long-term interest rates at current levels are a permanent 
condition. 
 

• A lower Dividend Pay-out Ratio: As Table 3 highlights, the dividend pay-out ratio is 
lower today (i.e. the amount of earnings being paid out in dividends) at 45% compared to 
a 50-year average of 49%. This leaves extra capital in companies for reinvestment or share 
buy-backs both of which can increase the rate of earnings growth compared to history. 
This has occurred because S&P 500 Index earnings have grown at a rate of 6.6% 
compound per annum from 1970 to 2019 inclusive whereas S&P 500 dividends have grown 
at a slightly lower rate of 6.0% compound per annum over the same 50-year period. 

 

• Lower Inflation Leads to Higher Real Earnings Growth: Table 3 also provides some 

evidence to back up the claim that earnings growth for the S&P 500 Index may be 

structurally higher these days: 

 

o The period of unusually high inflation from 1969 to 1981 corresponded with lower 

real earnings growth of 1.8% compound per annum (i.e. earning growth in excess of 

inflation) compared to the average real earnings growth of 2.7% compound per annum 

covering the 50-year period from 1970 to 2019. 

                        Table 3 

 
Source: www.econ.yale.edu/~schiller/data.htm & Bloomberg 

o Real earnings growth of 3.3% to 3.6% during what we would describe as the period of 

disinflation, which we subjectively deem to be the years 1982 to 1997, was modestly 

above the long-term average. However, a reduction in US corporate tax rates from circa 

45% to 35% in the late 1980s boosted earnings growth over this period by circa 0.6% 

per annum. 

o Real earnings growth in the period of persistently lower inflation from 1998 to 2019 

has been 3.8% compound per annum, and a full percentage point above the 50-year 

average. However, once again, Trump’s reduction in the corporate tax rate in 2017 
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from 35% to 21% added an estimated 0.9% per annum to earnings growth over this 

period, so that one cannot attribute all of the improvement in earnings growth to lower 

inflation. In addition, share buy-backs over the last 20 years have also boosted earnings 

growth. 

Lower inflation is generally a positive for companies’ cash flows. Inflation absorbs cash flows as 

companies need to use cash to continually maintain their capital stock at higher and higher prices. 

The corollary is that companies’ cash flows are boosted in a low inflation environment. The result 

appears to be both a higher rate of real earnings growth and a better quality of earnings in low 

inflation environments. 

The difficulty, of course, is in measuring the positive impact on earnings growth from lower 

inflation. And both lower US corporate tax rates (which declined from the 45-48% range in 1970 

to 21% in 2017) and share buy-backs are also undoubtedly a factor in having raised the recent rate 

of S&P 500 earnings growth (1997-2019).  

As the dividend pay-out ratio is only marginally below the 50-year average, an increase in corporate 

borrowings is most likely at the root of the increase in share buy-backs these days. Share buy-back 

activity primarily driven off borrowings might be better described as providing a once-off boost 

to earnings rather than underpinning sustainably higher earnings growth. And the positive impact 

on US earnings growth from the reduction in the US corporate tax rate from 48% in 1970 to 21% 

in 2017 is most likely once-off. 

All in all, we think the evidence probably backs up the claim that real earnings growth is higher in 

the current low inflation, low interest rate environment post 1997, but, given the likely transitory 

boost to earnings from share buy-backs and the fact that US corporate tax rates are hardly likely 

to decline much further, any sustainable increase in real earnings growth since 1997 is likely to 

have been much less than the 2% per annum identified in Table 3. 

Given the Higher Valuations, is Today’s Risk Premium Sufficient? 

The average dividend yield on the S&P 500 Index covering the 50-year period from 1970 to 2019 

inclusive was 2.91%.  

As we highlighted earlier, earnings growth for the S&P 500 Index over this same 50-year period 

was 6.6% compound per annum, while dividend growth averaged a slightly lower 6% compound per 

annum.  

Price gains in the S&P 500 Index were slightly higher than both earnings and dividend growth at 

7.4% compound per annum highlighting that investors today are paying a higher price for earnings 

and dividends compared to 1970.  

mailto:info@gillenmarkets.com
http://www.gillenmarkets.com/


 
 

7 

a: 29 Mount Street Upper, Dublin 2         –           t: 01-287 1400        –         e: info@gillenmarkets.com         –           w: www.gillenmarkets.com 

ILTB Ltd (t/a GillenMarkets) is regulated by the Central Bank of Ireland. 

At end 2019, investors were paying 22.8 times 

the expected 2019 earnings of $141.4 an S&P 

500 Index share. In contrast, at the start of 1970, 

investors were paying a much lower 15.7 times 

historic earnings. 

Hence, the total returns from the S&P 500 Index 

from 1970 to 2019 inclusive were 10.3% 

compound per annum made up of the dividend 

income of 2.91% annually plus the annual share 

price gains of 7.4%.  

Over the same 50-year period, US inflation 

averaged 3.90%, so that real equity returns were 

6.41% compound per annum (i.e. equity returns after inflation).  

The risk-free returns from US 10-year Government bonds were circa 7.3% compound per annum 

over the same period. Consequently, the extra return for taking the risk in buying equities (the risk 

premium) was 3.01% per annum over this 50-year period.  

As highlighted in Table 3 it’s possible real earnings growth could remain structurally higher, 

although probably only modestly so, in the current low inflation environment. Looking forward, 

then, if we take the earnings growth of 5.9% compound per annum achieved from 1997 to 2019 

and remove the impact of share buy-backs and a lower US corporate tax rate, we might assume 

sustainable earnings growth of 4.5% per annum. Adding this to the current dividend yield of 1.77% 

one can reasonably argue for returns from US equities of 6.27% annually from here, assuming 

investors pay the same multiple for these earnings (i.e. 22.8 times). 

Equity returns of this level going forward would suggest a risk premium of 4.47% over the current 

US 10-year bond yield of 1.80%. This looks high relative to history and suggests that either US 10-

year bond yields are not priced for the likely economic and corporate earnings growth ahead or 

US equity prices are not pricing in the likely slower earnings growth implied in lower US 10-year 

bond yields. After all, if we take the current S&P 500 Index dividend yield of 1.77% and add the 

risk premium of 3.01% that US equities enjoyed over US 10-year Government bonds from 1970 

to 2019, we get potential US equity market returns of 4.78% annually from here.  

In summary, both the price-to-10-year average earnings ratio and the equity/bond risk premium 

approaches point to low single-digit returns for US equities from here on a 5-10 year view. And 

even extrapolating what looks like a sustainable rate of earnings growth of under 5% going forward 

suggests annual returns in the 5-6% range and only if you take a 5-10 year view. 

Annual Dividend Income 2.91%

Capital Growth 7.40%

Total Annual Equity Returns 10.31%

Inflation 3.90%

Real US Equity Returns 6.41%

US 10-Year Bond Returns 7.30%

Risk Premium 3.01%

US Equity Returns* (1970 - 2019)

Table 4 

Source: Barclays Annual Gilt/Equity Study & 

US.spindinces.com/indices/equity/SP-500 & Robert Schiller 
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In addition, as there is little room for lower interest rates from here, not only do we expect lower 

US equity market returns going forward, but we could also argue that the risks look skewed to the 

downside. Such risks include: 

• A rise in inflation 

• A rise in long-term interest rates 

• An even partial reversal of President Trump’s recent corporate tax rate reduction 

• An economic recession 

A rise in US inflation and/or a rise in US long-term interest rates would both put pressure on US 

equity valuations. As highlighted in Chart 5, both are at record lows, so that it’s hard not to argue 

that the risks are to the downside. 

        Chart 5 

 
        Source: Barclays Annual Gilt/Equity Study & Bloomberg 

New Stock Market Highs Give the All-Clear for Now 

Seasoned investors also know that it is the stock market that is generally first to foretell of likely 

problems ahead in the economy – be those problems inflation, rising interest rates and/or an 

upcoming economic downturn.  As the old saying goes the stock market is the best leading indicator of 

the likely business conditions ahead, as it has millions of views embedded in today’s prices. After all, if 

the average investor sees an economic downturn coming, he/she is likely to sell shares, so that the 

supply of shares begins to overwhelm the demand, leading to lower prices.  

With US equity markets making new highs as we write, an investor might conclude that investors 

don’t currently see any real problems ahead for the US economy. 

An indicator that measures a change in the demand/supply balance has a decent chance of spotting 

a change in the stock market trend, which always occurs ahead of an economic downturn (this is 
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referred to as technical analysis). A change in the primary trend of the stock market, from uptrend 

to downtrend, can point to problems in the economy six to nine months ahead. 

We ourselves follow Jack Schannep’s technical indicator, Dow Theory for the 21st Century2, to 

ensure that we are at least alive to when the US stock market might be foretelling of upcoming 

problems. Dow Theory is over 100 years old and, as a technical indicator, has stood the test of 

time. As we write, Dow Theory for the 21st Century remains in ‘Buy’ mode with the slight caveat 

that the Dow Transports Index has yet to follow the Dow Industrials and the S&P 500 indices to 

new highs. 

Jack Schannep, author of the book by the same name - Dow Theory for 21st Century - and editor 

of the newsletter that follows this technical indicator for its subscribers on a monthly basis, 

highlights three economic indicators that are worth keeping an eye on in terms of their ability to 

spot when the odds of an economic downturn are rising. These economic indicators can flag issues 

even before the stock market turns down and they include: 

• A peak in the volume of trading on the New York Stock Exchange; 

• An inversion of the yield curve (i.e. when long-term interest rates decline below short-term 

interest rates; and, 

• A peak in consumer confidence. 

In a future Featured Article, we will delve into these three economic indicators in more detail. 

 

Rory Gillen,  

Founder GillenMarkets 

21st January 2020 

 
2 Dow Theory for the 21st Century was published in 2008 and can be purchased online. We have a short PDF note in the Learning 
Centre of the GillenMarkets.com explaining the fundamentals of Dow Theory. One can subscribe to Jack Schannep’s monthly newsletter 

at www.thedowtheory.com/ 
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Disclaimer 

This publication has been provided by ILTB Ltd (t/a GillenMarkets). The information has been 

taken from sources that we believe to be reliable; we do not guarantee their accuracy or 

completeness and any such information may be incomplete or condensed. All opinions and 

estimates constitute best judgement at the time of publication and are subject to change without 

notice. The information and material presented in this document are provided for information 

purposes only. 

This document is subject to updating, revision and amendment and should not be relied upon as 

individual investment advice. The material is not intended as an offer or solicitation for the 

purchase or sale of any financial instrument.  

GillenMarkets allows employees to own shares in companies they issue recommendations on, 

subject to strict compliance with our internal rules governing own-account trading by staff 

members. 

Warning: Past performance is not a reliable guide to future performance. The value of 

your investment may go down as well as up. The return on non-euro denominated 

investments may be affected by changes in currency exchange rates. 

 

All material presented in this document, unless specifically indicated otherwise is copyright to 

GillenMarkets. None of the material, nor its contents, nor any copy of it, may be altered in any 

way, transmitted to, copied or distributed to any other party, without prior express consent of 

GillenMarkets.  

Registered Office: 29 Mount Street, Dublin 2, Ireland.  

Email: info@gillenmarkets.com  

Tel: 01-287 1400 
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