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Overview

The tools for gauging stock market valuations, such as the 
price-to-earnings ratio, can send false signals that encourage 
investors to buy or sell too soon. A market that seems expensive 
often stays that way for far longer than expected before it 
finally declines, and likewise an apparently cheap market can 
get even cheaper before a lasting rally ensues. 

The first of these conditions has been playing out for several 
years. P/E ratios have been high, but they have continued to 
rise with share prices, reaching levels rarely seen throughout 
the market’s long history.

Conventional market valuation methods typically fall short 
because they fail to take inflation into account. We believe 
that using the real earnings yield to adjust potential returns 
for inflation can help investors to form a truer picture of the 
market’s value and make better asset allocation decisions. It 
offers the prospect of keeping more money in stocks, for 
longer, during rising markets, and limiting damage from 
downturns.
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yardsticks. Based on the plainest of plain-
vanilla standards, the ratio of price to earnings, 
or P/E ratio, from continuing operations during 
the previous 12 months, the Standard & Poor’s 
500 index was recently 28% overvalued; its 
trailing P/E ratio was 21.5, compared to an 
average of 16.8 going back 60 years.2

The index was already somewhat expensive at 
the end of 2015, trading at 18.8 times earnings, 
yet prices advanced 25% from there.3  An 
investor who sold before that leg of the bull 
market left a lot of money on the table. Stocks 
rose at a much faster pace than the P/E ratio 
because while the P in the ratio rose, so did the 
E. Corporate earnings, which had been falling
for several quarters, caught a second wind,
keeping the market aloft.4

Rising earnings are often responsible for 
propelling apparently overvalued markets 
even higher. That has led professionals of all 
sorts – investment advisers, market strategists, 
academics – to strive to improve upon the 
trailing P/E ratio to gauge valuations. Some 
results of their efforts work better than others, 
and each has its strengths and weaknesses.

Introduction
Editor’s note: This paper reviews the relative pricing 
of the overall equity market in the context of broad 
asset allocations. It is not a commentary on 
valuations for individual securities or companies. 

Knowing what stocks cost is easy in today’s 
open, transparent markets. Knowing 
what they’re worth is trickier. Investment 
professionals always seem to have an opinion, 
yet those who follow their advice often have 
little to show for it. They buy or sell at what 
proves to be the wrong price and time.  

There is logic and a consistency to these 
errors that point the way to better valuation 
tools. Weak spots of traditional methods 
include reliance on forecasts of dubious 
validity, not least because they extend far into 
an unknowable future, or a limited ability to 
consider basic yet significant aspects of the 
macroeconomic backdrop, particularly 
inflation.

Stocks have experienced one of their longest 
and strongest bull runs, rising relentlessly for 
nearly nine years, and more than tripling in 
price, leaving them expensive by conventional 
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Is The Market Cheap or Expensive?
One school of thought is that the value of 
stocks can only be judged in relation to 
that of some other asset competing for the 
public’s money. This idea is often put into 
practice by comparing valuations of stocks 
and Treasury bonds. When the S&P 500 
traded at 21.5 times trailing earnings, the 
10-year Treasury yielded a miserly 2.33%,
making stocks seem reasonably priced to
some Wall Street strategists, despite the
historically high P/E multiple.

Valuations of the two asset classes can  
be compared more clearly by flipping the  
P/E ratio on its head. The resulting figure,  
E over P, known as the earnings yield, shows 
the annual earnings being generated, all 
else being equal, for each dollar invested in 
stocks. The earnings yield on stocks trading 
at a 21.5 P/E multiple was 4.7%, double the 
Treasury yield.

A drawback of this approach is that it ignores 
the near certainty that Treasury investors will 
get all their capital back in 10 years, while 
nothing is guaranteed in the stock market. 
Bondholders also get all of the coupons 
a Treasury instrument pays out, while a 
company only distributes a portion of its 
earnings as dividends, assuming it pays any 
at all, and puts the rest into the business in 
ways that are hoped to be productive – but 
again, there are no guarantees.  

More important, in this day and age of central 
banks using extraordinary practices to 
depress bond yields, it might be fairer to say 
that bonds are more expensive than stocks 
than that stocks are cheaper than bonds. Jim 
Reid, a strategist at Deutsche Bank, noted 
in September that global stocks were more 
expensive than during nearly 90% of the time 
going back to 1800, while bonds across global 
markets had never yielded less.5  

“At an aggregate level, an equally weighted 
bond/equity portfolio has never been more 
expensive,” Reid wrote.
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Common Valuation Metrics
The ratio of stock market capitalization to 
gross domestic product may seem like a 
blunt instrument for assessing valuations, 
but this straightforward technique has some 
high-profile advocates, notably Warren 
Buffett. The chairman of Berkshire Hathaway, 
a man renowned for having an eye for value, 
has called market capitalization to GDP 
“probably the best single measure of where 
valuations stand at any given moment.”6

At this moment, the ratio makes stocks look 
far from cheap. At 138% of GDP, the market is 
more expensive than at any time since at least 
1971, apart from the weeks surrounding the 
tech bubble top in early 2000, when the ratio 
was about 150%.7 Now that over 40% of S&P 
500 revenues come from outside the United 
States and do not count toward U.S. GDP, it is 
unclear why, with all due respect, Mr. Buffett 
still references this valuation statistic.  

Other market watchers prefer to tweak the 
traditional P/E ratio by replacing earnings 
with free cash flow, a measure of the net 
cash coming into companies in a stock  
index that is available for distribution to 
investors. Free cash flow can be seen as 
a purer and more practical indicator of 
financial performance, as the number  
strips out elements like capital expenditure 
and changes in working capital, as well  
as accounting contrivances such as 
depreciation and amortization.

EDUCATED, IF NOT ALWAYS ACCURATE, 
GUESSES

Trailing P/E ratios are based on where 
businesses and the economy have been, not 
where they’re going. Analysts and market 
strategists try to remedy that shortcoming by 
factoring earnings growth forecasts into their 
calculations. This is done either from the 
top down, by weighing the macroeconomic 
backdrop and its likely impact on earnings, 
usually one year ahead, or from the bottom 
up, by taking averages of the earnings 
estimates from analysts who follow each of 
the companies in an index and then adding 
them together.

The result, known as the forward P/E ratio, 
eliminates the use of stale earnings data that 
can render the trailing P/E less effective, but 
can also add a new problem: The forward P/E 
is only as good as the earnings estimates that 
go into it and bottom estimates 
can be meaningfully higher than the top-
down variety. 

For example, at the end of September 2017, 
the aggregate bottom-up estimate for the 
S&P 500 companies’ operating earnings in 
the 12 months through next September was 
$142.08, and the top-down estimate was 
$138.79.8  These forecasts produce forward P/
E ratios of 17.7 and 18.2, respectively.



6 November 2017  |  A Reality Check for Stock Valuations

Other valuation techniques involve 
more intricate arithmetic than is used in 
calculating forward P/E ratio and look 
further into the future. Dividend discount 
models, for example, estimate the total of 
all dividends a company will pay as long as 
it’s in business. Once the lifetime dividend 
estimate is determined, the present value of 
those dividends is discounted by an expected 
rate of return, which includes a risk-free 
annual rate, typically the yield on 10-year 
Treasury bonds, plus an equity risk premium 
or a safe short-term instrument, such as 
three-month Treasury bills, to take account 
of the time value of money.

Discounted cash flow models are a 
variation on this theme. They discount the 
projected sum of all net cash flows instead 
of dividends. The basic idea is the same, 
though, because dividends are paid out of 
cash flows, so the two types of calculations 
are likely to produce similar conclusions. 
Under either procedure, a stock or index is 
deemed a bargain if its trading price is less 
than the present value of all future dividends 
or cash flows, as the case may be.

A particularly dynamic and valuation 
technique calculates the so-called PEG ratio, 
which encompasses elements of the P/E 
multiple and the measurement of long-term 
earnings growth. The PEG ratio divides the 
trailing P/E by a forecast of annual earnings 
growth over the next five years.

As with P/E multiples, a lower PEG ratio 
suggests better value, for it can be achieved 
either with a lower P/E ratio, higher earnings 
growth, or a combination of those factors. 
One difference from many valuation 
measures is that PEG ratios are more likely 
to be used for single companies or industries 
and seldom for the broad market.

A lot can happen to invalidate a one-year 
forecast, but five years, let alone forever, is a 
much longer time. It seems 
to be getting even longer these days, as 
rapidly evolving technologies, deregulation 
of industries, and minimally fettered global 
trade and competition accelerate the pace 
of change and make the distant future ever 
murkier. Unless Nostradamus has taken 
a job on Wall Street, any very long-term 
forecast must be viewed with 
circumspection.
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One of the most popular valuation metrics, 
Cyclically Adjusted Price Earnings, prefers 
to look far into the past. Also known as the 
Shiller P/E or CAPE/Shiller, for Robert Shiller, 
the Yale School of Management Nobel 
laureate economist who developed it, this 
technique divides price by an average of  
real, or inflation-adjusted, earnings from the 
last 10 years.

The point of using 10 years of earnings 
data is to include a full economic cycle 
and eliminate the distorting effects of 
calculating valuation using earnings from 
a period of extremely strong or weak, 
yet transitory, operating conditions. The 
inflation adjustment takes into account the 
possibility that the raw dollar amount of an 
earnings figure will lose its meaning after 
several years as the dollar’s purchasing 
power erodes.

The Shiller P/E ratio is widely used by 
investment advisers because it works 
especially well as a tool for anticipating 
long-term returns. Many strategists in recent 
months have advised caution as the Shiller 
P/E has climbed above 30, a level otherwise 
observed only for brief periods surrounding 
the 1929 and 2000 market peaks.9 The chief 
shortcoming of the measure is that it is often 
a poor timing tool, foretelling turns in the 
market far too soon to allow investors to 
benefit fully from or avoid extant trends. 
Business cycles have also been getting much 
longer, so 10 years may not be long enough 
to incorporate an entire cycle. In two years, 
the very poor earnings years of 2008 and 
2009 will drop off of the 10-year average 
earnings number, causing the earnings 
number to considerably increase and the 
apparent P/E ratio to fall.
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Building A Better Valuation Measure
These popular methods have their pluses 
and minuses. Most are useful for assessing 
whether stocks are a bargain, overpriced,  
or something in between in a broad, basic 
– though not necessarily timely – way. They
are often out of step with market trends,
and there is certainly room for improvement
for each of them. Perhaps that improvement
can come from cherry-picking their best
features.

In particular, there is much to recommend 
flipping the numerator and divisor of the 
P/E ratio and using the earnings yield to 
emphasize expected returns, and adopting 
a mechanism to adjust for the erosion 
of the value of money over time, as the 
Shiller P/E ratio, discounted cash flow and 
dividend discount models do. Assembling 
those elements into an inflation-adjusted 
earnings yield may provide a valuation tool 
that permits sharper assessments of risk 
and reward potential, and therefore more 
accurate and timely investment decisions.

Intuition and common sense suggest a 
higher inflation rate will reduce the appeal 
of stocks and lead investors to require 
them to trade at cheaper valuations 
before buying them. There are two main 
reasons: The purchasing power, or constant-
dollar value, of earnings and dividends 
generated during periods of high inflation 
will diminish over time at a faster pace, 
and the comparative value of alternative 
investments, from shorter-term bonds and 
bank deposits to hard assets such as real 
estate and commodities, will increase.

By contrast, a lower inflation rate should 
persuade investors to pay more for stocks, 
not just because earnings and dividends 
will hold their value better and other 
investments will be less attractive, but 
also because a low-inflation environment 
typically is the most fruitful one in which  
to conduct business.

All of this is just supposition, of course. 
The validity of any valuation method that 
adjusts for inflation will have to be verified 
by back testing and then by confirming  
that it produces better investment decisions  
in the future.
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KEEPING IT SIMPLE – MAYBE TOO SIMPLE

Some quick and easy rules of thumb for 
adjusting valuations for inflation have been 
proposed, but they have not caught on widely.

•  Rule of 20. This handy rubric essentially
defines fair value for the S&P 500 as a
P/E ratio – either trailing or forward, take
your choice – of 20 minus the increase in
the consumer price index, or CPI, over the
previous 12 months. Based on the 3.7%
average annual increase in core CPI, which
excludes the volatile components of food
and energy, since 1957 the average fair
value would be about 16.3, broadly in line
with the historical average trailing P/E
ratio.10  Factoring in a core CPI increase of
1.7% in the 12 months through September,
fair value under the Rule of 20 is 18.3 times
earnings, about the same as the S&P’s
forward P/E ratio but somewhat below the
trailing P/E ratio.11 

•  Rule of 24. This wrinkle adds the
unemployment rate into the mix. Fair
value is defined as a P/E ratio of 24 minus
the so-called Misery Index, which combines
the unemployment and inflation rates.
Fair value based on a 2.2% inflation
rate and 4.2% unemployment is 18.1,
or 24 – (4.2 + 1.7).12

These rules have catchy titles, and adherents 
are on to something with their emphasis 
on integrating critical economic indicators 
into the valuation process. But they may not 
go far enough. At low inflation levels, each 
percentage point by which the CPI growth 
rate increases will reduce fair value for 
stocks by just five percent or so under the 
Rule of 20.

Say inflation has been running at two 
percent, much as it has been lately. An 
increase to four percent would take fair 
value on stocks from 18 times earnings to 
16, but it’s difficult to imagine such a muted 
reaction to that great a jump in inflation. By 
contrast, fair value would drop by the same 
proportion, from nine to eight, if inflation 
rose from 11% to 12%, even though the 
markets probably would judge such a move 
as far less significant than a doubling of 
inflation in a low-inflation environment.
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A Proper Appreciation of Inflation
In valuing the market, a more conceptually 
and mathematically rigorous adjustment 
that takes full account of inflation would 
start with the earnings yield instead of the 
P/E ratio and subtract the inflation rate. 
This calculation, creating the real earnings 
yield, or REY, is similar to adjustments 
made to gauge the underlying changes to 
certain economic indicators, such as GDP 
growth, as well as investment returns, for 
which figures are all but meaningless, 
especially over the long haul, if the erosion 
of the value of money is not factored in.

Unlike the inflation tweak used in the rules 
of thumb, REY provides a full adjustment 
for inflation, without the distortion that 
results from subtracting the same change 
in inflation from different starting rates and 
therefore different fair values. REY will rise 
or fall by one percentage point with each 
decline or increase, respectively, in the 
inflation rate, no matter what the starting 
levels of inflation or the nominal earnings 
yield may be, providing a more accurate 
assessment of potential returns.

The inflation measure used in figuring REY 
is simply the latest year-over-year change 
in the CPI. A benchmark interest rate could 
be used as a proxy for inflation, but the 
results might be less precise and reliable 
because interest rates are based on several 
factors, inflation being just one. 

THE EXCEPTIONS THAT PROVE THE RULE

Using REY to determine valuations seems like a 
logical idea, but does it work? Does a valuation 
tool based on the real earnings yield offer 
value to investors in the real world?

One sign that it’s a valid indicator would 
be if it were to make stocks appear more 
reasonably priced than the conventional 
P/E ratio during periods of low inflation and 
rising markets, and more expensive during 
periods of high inflation and falling markets 
when they otherwise might seem cheap. Two 
periods that fit the bill and serve as a testing 
ground are, respectively, the nearly nine years 
since the end of the financial crisis and the 
decade that began roughly in the early 1970s.

For those who are fortunate enough not to 
remember the ’70s, it was an awful time, 
and not just because of disco and platform 
shoes. Investors had to cope with a series 
of developments that sent inflation soaring, 
including the breakdown of the postwar 
Bretton Woods currency management 
system, continual tension and conflict in the 
Middle East that sent oil prices soaring, as 
well as general economic mismanagement in 
response to those factors from the Ford and 
Carter administrations.13

Inflation was finally subdued in the early 
1980s when the Federal Reserve, under  
Paul Volcker, engineered a recession through 
a rapid series of interest rate hikes. Inflation 
and interest rates then declined just as 
rapidly, paving the way for two decades  
of prosperity.14 



evercorewealthmanagement.com 11

The period between 1973 and 1982 
featured three recessions and two crippling 
bear markets, but stocks were cheap by 
conventional measures, spending much of 
that time with single-digit P/E multiples. It was 
the mirror image of the last nine years: Stocks 
have soared and investors have flourished, 
despite P/E ratios that, after the first few 
years, have been well above average.

Investors who rely on P/E ratios might have 
spent the 1970s fully invested in stocks, and 
the 2010s outside the market, looking in 
and cursing their luck. If they had assessed 
valuations based on real earnings yields, 
they might have made different choices and 
experienced greatly different results.

The average REY of the S&P 500 since 1957 
is 2.9%, based on a nominal earnings yield 
of 6.6% and a 3.7% core inflation rate.15 As 
the chart below shows, REY spent much of 
the period between 1968, when the market 
reached a multiyear high, and 1982 below 
average, meaning stocks were comparatively 
expensive, however cheap conventional 
valuation tools might have made them 
appear. Since 2009, by contrast, REY has 
been above average nearly the entire time, 
keeping investors in a very strong market.

As of September 30, REY is 3.0%, near its  
60-year average, based on a nominal earnings 
yield of 4.7% and a 1.7% core inflation rate. 
That indicates that the stock market is fairly 
valued. By no means does it look like one  
of the most overvalued markets in history,  
as measures such as the trailing P/E ratio 
and the Shiller P/E ratio suggest.

S&
P 

50
0 

R
EY

 (%
)

S&P Real Earnings Yield (REY) September 2017
S&P 500 REY: 3.0%
S&P 500 E/P: 4.7%
CPI: 1.7%S&P 500 REY+1 STD DEV –1 STD DEV S&P 500 REY Average

7%

6

5

4

3

2

1

0

-1

-2

Average REY = 2.9%

1957 1962 1967 1972 1979 1982 1987 1992 1997 2002 2007 2012 2017

Source: Bloomberg, Data reflects monthly S&P 500 trailing diluted 12M earnings yield from continuing operations and monthly U.S. CPI Urban Consumers 
Less Food & Energy YoY NSA Trailing (core CPI rate) from September 1957 to September 2017. During this period, the correlation between the nominal 
S&P 500 earnings yield and the core CPI rate was 0.81 and the correlation between nominal S&P 500 earnings yield and the 10-year U.S. Treasury rate was 0.64.



12 November 2017  |  A Reality Check for Stock Valuations

STABLE PRICES – FOR NOW

Although the most recent annual change in 
the CPI is used to calculate the real earnings 
yield, with no forecasting required, forecasts 
still can be useful. Another lesson from the 
’70s is that investors and the advisers who 
look after their money must be ever vigilant 
for signs that a period of stable, low inflation 
may come to a sudden end. The cause can 
be some exogenous shock, such as soaring 
oil prices, or an ordinary economic cycle that 
gets out of hand.

It’s important to be on the lookout for 
substantially lower inflation, too. A significant 
drawback of using real earnings yields to 
calculate valuations is that the relationship 
between share prices and consumer prices 
will almost certainly break down in a period 
of deflation that occurs in the context of a 
recession or other economic upheaval.

Such conditions haven’t occurred in the 
United States over an extended period since 
the 1930s, but they existed for several years 
in Europe recently when the global financial 
crisis gave way to a more localized credit 
crunch centered on Greece and other weaker 
peripheral economies. In Japan, meanwhile, 
deflation has remained a threat for the last 
30 years and a reality for much of that time.

European and Japanese real earnings yields 
since the early 2000s, at 4.4% and 3.8%, 
respectively, have been higher than those for 
American stocks, mainly due to the very low 
and sometimes negative inflation rates and 
slower economic growth, which has led to 
little or no earnings growth (as the top two 

charts on page 13 show).16, 17 As a result,  
those markets have generated markedly 
lower returns.18 The lower valuation levels 
have not been enough to overcome the 
inferior fundamentals.

Eurozone REY remained above average, 
meaning that stocks appeared fairly valued 
or cheap, through most of the savage bear 
market during the Great Recession, falling 
below average only a few months before 
stocks turned higher in early 2009. After 
dipping below average for several months, 
REY was then unambiguously above average 
until late 2011, when stocks were flat. Since 
then, REY has hovered around the longer-
term average as stocks have soared due 
to an acceleration of earnings growth and 
strengthening economic growth.

REY has not been a reliable indication of 
value in Japan because of persistent deflation. 
Deflation, especially when accompanied with 
zero or negative economic growth as in the 
case of Japan, calls for lower valuations – not 
higher. It has been a better valuation tool 
for stocks in Britain, where the economy has 
sidestepped the negative anti-inflationary 
trends experienced elsewhere in Europe 
(refer to the FTSE 100 Real Earnings Yield 
chart on page 13.). REY fell below average 
sooner during the steep 2008 decline than  
it did for the Eurozone. And after several 
years mostly above average, it has been 
below the line since early 2015, a period  
that has featured a nearly 20% decline and 
only modest net gains.



evercorewealthmanagement.com 13
FT

SE
 1

00
 R

EY
 (%

)

FTSE 100 Real Earnings Yield September 2017
FTSE 100 REY: 1.4%
FTSE 100 E/P: 4.4%
Inflation: 3.0%FTSE 100 REY+1 STD DEV –1 STD DEV FTSE 100 REY Average

8%

6

5

4

3

2

1

0

7

-1

Average REY = 3.1%

19961994 2004200220001998 2006 2008 2010 2012 2014 2016 2017

N
ik

ke
i 2

25
 R

EY
 (%

)

Nikkei 225 Real Earnings Yield (REY) September 2017
Nikkei 225 REY: 4.9%
Nikkei 225 E/P: 5.6%
Inflation: 0.7%Nikkei 225 REY+1 STD DEV –1 STD DEV Nikkei 225 REY Average

8%

6

5

4

3

2

1

0

7

-1

-2

Average REY = 3.8%

2001 2005200420032002 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Eu
ro

 S
to

xx
 5

0 
R

EY
 (%

)

Euro Stoxx 50 Real Earnings Yield (REY) September 2017
Euro Stoxx 50 REY: 4.0%
Euro Stoxx 50 E/P:  5.5%
Inflation: 1.5%Euro Stoxx 50 REY+1 STD DEV –1 STD DEV Euro Stoxx 50 REY Average

10%

6

4

2

0

8

-2

-4

Average REY = 4.4%

2002 200520042003 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Source: Bloomberg. Data for inflation in the Eurozone reflects the Euro Area MUICP All Items YoY, a harmonized index of consumer prices used primarily 
within the European Union. Data provided by Eurostat. Data for inflation in Japan reflects the Japan CPI Nationwide YoY. Data provided by Ministry of 
Internal Affairs and Communications. Data for inflation in the UK reflects the UK CPI EU Harmonized YOY NSA. Data provided by the UK Office of National 
Statistics. All Bloomberg data as of September 30, 2017.



14 November 2017  |  A Reality Check for Stock Valuations

Consumer prices can be suppressed for 
benign reasons, too, and this has happened 
worldwide over the last 20 years or so, as the 
latest technological marvels and industrial 
and commercial advances have worked 
their way into the economy. As long as those 
conditions persist – and the negative kind of 
disinflationary forces don’t gain a foothold –  
they will elevate real earnings yields. 
Nothing lasts forever, of course, particularly 
economic developments. Still, there are sound 
reasons to anticipate a continuation of some 
longstanding, positive disinflationary trends 
for the foreseeable future. These include:

•  Technology-driven productivity. Those
marvels just keep coming, creating what
might be called the Amazon Effect today.
A generation ago it might have been called
the Intel Effect, and the next generation of
companies, and whole industries, that are
likely to boost economic efficiency, such as
three-dimensional printing, robotics and
driverless cars, can already be glimpsed
over the horizon.

•  Global trade and competition. Improvements
in transportation, communication and logistics
give consumers greater choice and quality
than ever. They can buy goods and services
from companies down the street, across the
country or on the other side of the world.
Those companies, in turn, have the same
choices when it comes to their suppliers. That
erodes pricing power and forces businesses to
bring their A game or die trying.

•  Demographics. Aging demographics in most
of the developed world exert downward
pressure on the size of the labor force.
Shrinking labor force participation rates
create both a short- and medium-term drag
on inflation.

•  Deregulation. There are several catalysts
for the globalization trend, including
better technology and logistics. Another
is the widespread adoption of free-market
principles, most notably the privatization
and deregulation of industries, in countries
that had been unable or unwilling to try
them. Many are emerging economies – that,
indeed, is what is helping them to emerge.

An indication of the robustness of the forces 
holding inflation down is that conditions 
that should prop it up seem to be having 
little impact. The most obvious examples 
are the creation of trillions of dollars out of 
thin air by central banks around the world 
and the stagnation of work forces in the 
United States and Europe.19, 20 The tightening 
of labor markets would be expected to drive 
up wages, but that’s not happening to any 
great degree. Given these circumstances, it’s 
no wonder that CPI growth remains around 
two percent a year, keeping the real earnings 
yield on stocks higher than it would be if 
inflation were closer to its long-run average.

The “Right Kind” of Low Inflation
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As the fourth quarter rolls along, Wall Street 
is factoring stock market valuations into 
investment decisions with an approach that 
amounts to two wrongs making a right. At 
least that’s how it might seem to anyone 
who has developed an appreciation for the 
influence of inflation on share prices.
 
By any of the more widely followed valuation 
measures, the market is demonstrably 
overvalued, yet the public is ignoring the 
warnings from those metrics and remaining 
fully invested. Global fund managers in one 
recent survey were a net 45% overweight 
in equities, on average, close to the highest 
reading in more than two years.  Whether 
they realize it or not – probably not – their 
allocation is more in line with the message 
being sent by the real earnings yield, which 
shows valuations to be almost exactly at  
the historical average.
 

What should investors do when valuations 
are not average – when the real earnings 
yield indicates that stocks are undervalued 
or overvalued? The answer depends on 
the degree of deviation from fair value. 
The impulse to rebalance a portfolio, 
selling more expensive assets and putting 
the proceeds into cheaper ones, is a good 
one, but only if it’s done sparingly. An asset 
allocation system that is too sensitive creates 
the risk of portfolio churn and the higher 
trading costs and tax bills, not to mention 
greater opportunity to make poor trading 
decisions, that go with it.
 
Stock prices can undergo wide swings around 
fair value, by whatever measure is used 
to gauge it, often spending long periods 
significantly above or below the line. Selling as 
soon as stocks become modestly overvalued 
often means missing out on substantial further 
gains, and if by luck or skill an investor gets 
the timing right, he or she may not achieve a 
similar result when timing the next move, after 
stocks dip below fair value.

Applying Real Earnings Yields To Real Life
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It’s best to examine the impact of market 
valuation changes in the context of time, not 
timing. Investors who own assets for the long 
haul, say 10 years, as opposed to traders or 
speculators with shorter attention spans, can 
be fairly sure that their stock portfolios will 
revert to fair value – and that REY will revert 
to its long-term average – at some point 
during that holding period. That point may 
occur in eight years or possibly the day after 
tomorrow; no one can know exactly when.

A significant rebalancing should be 
considered only when anticipated long-term 
returns, which are what REY measures, 
are well above or below average. Precise 
levels will be different for each investor 
and are best defined in advance with 
the help of an independent professional 
adviser, although some flexibility should 
be maintained, as expected returns from 
stocks must also be weighed against those 
available from other assets.

This process highlights yet another 
advantage of using REY instead of P/E ratios: 
The latter encourage viewing the stock 
market as being overvalued or undervalued 
by a certain percentage. That creates a 
tendency to assume that the market will 
snap back to fair value, quickly rising or 
falling by that percentage, a prospect that 
can foster shortsightedness and persuade 
investors to take drastic action to try to 
front-run the event. The REY calculation 
presents any deviation from fair value 
as the impact on the market’s rate of 
return, something that is more natural to 
contemplate as a longer-term proposition.
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Since March of 2009, the stock market has 
experienced one of its longest advances 
ever and racked up impressive gains. It is 
certainly not the bargain it was when the 
financial crisis and recession were beginning 
to abate. The market may be overvalued 
by many metrics, and corrections and bear 
markets can occur even when valuations 
appear more reasonable. That means 
caution is warranted, but an understanding 
of the interplay between stock market returns 
and inflation suggests that stocks are not 
as expensive as is widely believed and that 
alarm would be counterproductive.
 
By factoring real earnings yields into their 
thinking, investors can make more accurate, 
reliable estimates of the value of their 
portfolios relative to corporate earnings 
and history, and to other assets that they 
own or might consider buying. That’s an 
important element of achieving financial 
success and meeting long-range goals,  
but it’s not the only one.
 

Taking a disciplined approach to saving –  
salting away as much and as often as 
possible, and in a tax-efficient manner –  
and maintaining a well-diversified portfolio 
that dovetails with personal and family 
circumstances and risk tolerances are also 
essential. And when the market signals that 
stocks are sufficiently cheap or expensive  
to warrant a change in allocation, it should 
be done prudently and dispassionately.

That means ignoring facile arguments in 
the media meant to persuade the public to 
take one course or another and, perhaps 
more important, ignoring the voices of greed 
and fear that lurk within each of us. Instead, 
investors should rely on the same sound 
reasoning that they put into their valuation 
assessments in the first place.

Real Earnings Yield:  
An Important Piece of The Puzzle
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Glossary of Terms
Central banks: The national institutions that control the production and distribution of money 
and credit. They are responsible for the formulation of monetary policy and the regulation of 
member banks. 

Coupon: The annual interest rate payment on a bond, typically expressed as a percentage of the 
nominal value of the security.

Expected rate of return: The anticipated gain or loss on an investment over a specified time 
period, expressed as a percentage of the investment’s cost.

Dividend discount models: A valuation procedure that uses predicted dividends and discounts 
them back to the present value. If the resulting value is higher than current trading values, then 
the stock is undervalued.

Earnings yield: The percentage of each dollar invested in the stock that was earned by the 
company. This is the inverse of the P/E ratio, which refers to the earnings per share for the most 
recent 12-month period divided by the current market price per share.

Inflation: The rate at which the general level of prices for goods and services is rising, which 
causes the purchasing power of currency to fall.

Market capitalization: The market value of outstanding shares, calculated by multiplying the 
stock price/s by the total number of shares outstanding.

Negative real interest rates: A negative interest rate means the central bank and perhaps 
private banks will charge negative interest – instead of receiving money on deposits, depositors 
must pay regularly to keep their money with the bank.

Price-to-earnings ratio (P/E ratio): The ratio that measures the value of a company and is 
calculated as market value per share divided by earnings per share (EPS).  

Trailing P/E: This ratio is calculated by taking the current stock price and dividing it by the 
trailing EPS for the past 12 months. Refer to P/E ratio defined above. 

Yield: The expected or known income return on an investment, such as the interest or 
dividends received from holding a particular security. It is expressed as a percentage of the 
investment’s cost or current market value.21

Source: Investopedia
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