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Is it a Good Time to Invest? 

New Market Highs and Positive Expected Returns 

By themselves, new all-time highs in equity markets have 
historically not been useful predictors of future returns. 
While positive realized returns are never guaranteed, equity 
investments have positive expected returns regardless of 
index levels or prior short-term market returns. Based on 
historical data on the equity market, as an investor’s holding 
period increases, the probability of a negative realized re-
turn decreases. 

There has been much discussion in the news recently about new 
highs in stock indices like the Dow Jones Industrial Average and 
the S&P 500.  What would be the expected return given the 
current price level? What would be a good strategy to gain a 
positive return? In this report, we will address these questions. 

  1 Yr 3 Yr 5 Yr 10 Yr 

U.S. Large Stocks 15.78 10.91 14.42 7.77 

U.S. Small Stocks 14.99 8.80 13.28 7.42 

U.S. Bonds 0.00 2.63 2.18 4.45 

Intl Markets Stocks 17.88 3.37 7.11 1.68 

Intl Emerging Mkts Stocks 21.49 3.13 4.23 2.32 

U.S. Inflation (CPI) 1.75 0.91 1.34 1.63 

Source: Morningstar. Annualized returns for periods ended Au-
gust 9, 2017. U.S. large stocks is the S&P 500 Index, U.S. small 
stocks is the Russell 2000 Index, U.S. Bonds is the Bloomberg 
Barclays US Aggregate Bond Index, Intl Developed Markets is 
the MSCI All Country World Index Ex-US, International Emerg-
ing Markets is the MSCI Emerging Markets Index.  Returns in-
clude dividends and interest. Past performance is not an indica-
tion of future results.  All indices are unmanaged and may not be 
invested into directly. The Indices mentioned in this report are 
unmanaged, may not be invested into directly and do not reflect 
expenses or fees.  

Key Points 

• It is reasonable to assume stock prices, in general, 

are at  a level such that the expected return is pos-

itive, regardless  of whether or not that major indi-

ces are at a new high. 

• The 10-year rolling performance of the equity mar-

ket has outperformed US Treasury Bills 85% of the 

time since 1928. 

• The longer an investor stays invested in the equity 

market, the more likely his/her realized return will 

be positive. 



Long-Term Forecasting 

When markets hit new highs, is that an indication that 

it’s time for investors to cash out? History tells us that a 

market index being at an all-time high generally does not 

provide actionable information for investors. For evi-

dence, we can look at the S&P 500 Index for the better 

part of the last century. Exhibit 1 shows that from 1926 

through the end of 2016, the proportion of annual re-

turns that have been positive after a new monthly high is 

80.5%, a figure that is very similar to the proportion of 

annual returns that have been positive after any index 

level. In fact, since 1926, almost a third of the monthly 

observations were new closing highs for the index. Look-

ing at this data, it is clear that new index highs have his-

torically not been useful predictors of future returns.  

Given that the level of an index by itself does not seem-

ingly have a bearing on future returns, you may ask your-

self a more fundamental question: What drives expected 

returns for stocks? 

 

Exhibit 1.  S&P Total Return Index Highs: 1926–2016 
Percent of Months With Positive Return Over Next 12 Month Period 

 

From January 1926–December 2016, 319 months, or approximately 29% of monthly observations, were new  
closing highs. 

Note: 1,081 monthly observations. 

The S&P data is provided by Standard & Poor's Index Services Group. For illustrative purposes only. Index is not available for direct 

investment. Past performance is no guarantee of future results. 

Positive Expected Returns 

One way to compute the current value of an investment is to 

estimate the future cash flows the investment is expected to 

deliver and discount them back into today’s dollars. For an in-

vestment in a firm’s stock, this type of valuation method allows 

expectations about a firm’s future profits to be linked to its cur-

rent stock price through a discount rate. The discount rate 

equals an investor’s expected return. A simple, but important, 

insight we glean from this is that the expected return from 

holding a stock is driven by the price paid for it and what its 

investors expect to receive. 

Stock prices are the result of the interaction of many willing 

buyers and sellers. It is extremely unlikely that in aggregate, 

those willing buyers apply negative discount rates to the ex-

pected profits of the firms they are purchasing. Why? Because 

there is always a risk that expected profits will not materialize 

or that the price might decline because of unanticipated future 

events. If investors apply positive discount rates to the cash 

flows they expect to receive from owning a stock, we should  



  expect the price of that stock to represent a level such that 

its expected return is always positive. Unless the expected 

cash flows are persistently biased downward or upward, we 

can expect this to be the case.  

There is little evidence, though, that the aggregate expecta-

tions of investors that set market prices have been persis-

tently biased downward or upward. Many studies document 

that professional money managers have been unable to de-

liver consistent outperformance by outguessing market pric-

es. In the end, prices set by market forces are difficult to 

outguess. The market does a good job setting prices, and we 

can assume that the expected return investors have applied 

when setting prices are not biased.  

Therefore, it is reasonable to assume that the price of a 

stock, or the price of a basket of stocks like the S&P 500 In-

dex, should be set to a level such that its expected return is 

positive, regardless of whether or not that price level is at a 

new high. This helps explain why new index highs have not, 

on average, been followed by negative returns. At a new 

high, a new low, or something in between, expected returns 

are positive.  

Exhibit 2.      Historical Observations of 10-Year Premiums 
                       Market minus one-month Treasury bills: US markets 

 

Information provided by Dimensional Fund Advisors LP. 

In US dollars. The 10-year rolling equity premium is computed as the 10-year annualized compound return on the Fama/French Total US Market 

Index minus the 10-year annualized compound return of the one-month US Treasury Bill. Fama/French indices provided by Ken French. Index 

description can be found on page # 4. Eugene Fama and Ken French are members of the Board of Directors for and provide consulting services to 

Dimensional Fund Advisors LP. Indices are not available for direct investment. Their performance does not reflect the expenses associated with 

the management of an actual portfolio. Past performance is no guarantee of future results. 

  

Expected Returns, Realized Returns and Holding Horizons 

Today’s prices depend on expected returns and expectations 

about future profits. If either expected returns or expectations 

about future profits change, prices will also change to reflect 

this new information. Changes in risk aversion, tastes and pref-

erences, expectations about future profits, or the quantity of 

risk can all drive changes in expected returns. All else equal, an 

increase in expected returns is reflected through a drop in pric-

es. A decrease in expected returns is reflected through a rise in 

prices. Thus, realized returns can differ from expected returns.  

This means there is a probability that the realized return on any 

stock, an index like the S&P 500, or the market as a whole can 

be negative even when expected returns are positive. But what 

can we say about the relation between the probability of a nega-

tive realized return and an investor’s holding horizon?  

Exhibit 2 shows rolling 10-year performance of the equity mar-

ket premium (equity returns minus the return of one-month US 

Treasury bills, considered to be short-term, risk-free invest-

ments). In most periods it was positive, but in several periods it 

underperformed.  



There is uncertainty around how long periods of underper-

formance may last. Historically, however, the probability of 

equity returns being positive increases over longer time 

periods compared to shorter periods. Exhibit 3 shows the 

percentage of time that the equity market premium was 

positive over different time periods going back to 1928. 

When the length of the time period measured increases, so 

does the chance of the equity market premium being posi-

tive. So to answer our question from before: as an investor’s 

holding period increases, the probability of a negative real-

ized return decreases. This is why it is important to choose a 

level of equity exposure that you can stay invested in over 

the long term.  

 

Important Disclosures: 
The information contained in this report is as of August 9, 2017 and 
was taken from sources believed to be reliable. It is intended only 
for personal use. To obtain additional information, contact Corner-
stone Wealth Management. This report was prepared by Corner-
stone Wealth Management. The opinions voiced in this material are 
for general information only and are not intended to provide specific 
advice or recommendations for any individual.  

To determine which investment(s) may be appropriate for you, con-
sult your financial advisor prior to investing. Content in this report is 
for general information only and not intended to provide specific 
advice or recommendations for any individual. Economic forecasts 
set forth may not develop as predicted and there can be no guaran-
tee that strategies promoted will be successful. Investing involves 
risk including the potential loss of principal.  

No strategy can assure success or protection against loss.  

Past performance is no guarantee of future results.  

Stock investing involves risk including loss of principal.  

The payments of dividends is not guaranteed. Companies may re-
duce or eliminate the payment of dividends at any given time.  

The Standard & Poor’s 500 Index is a capitalization weighted index 
of 500 stocks designed to measure performance of the broad do-
mestic economy through changes in the aggregate market value of 
500 stocks representing all major industries.  

Fama/French Total US Market Index is Provided by Fama/French 
from CRSP securities data. Includes all US operating companies trad-
ing on the NYSE, AMEX, or Nasdaq NMS. Excludes ADRs, investment 
companies, tracking stocks, non-US incorporated companies, closed-
end funds, certificates, shares of beneficial interests, and Berkshire 
Hathaway Inc. (Permco 540).  

Bonds are subject to credit, market, and interest rate risk if sold 
prior to maturity. Bond values will decline as interest rates rise and 
bonds are subject to availability and change in price.  

Government bonds and Treasury bills are guaranteed by the US 
government as to the timely payment of principal and interest and, 
if held to maturity, offer a fixed rate of return and fixed principal 
value.  

Securities offered through LPL Financial, 
Member FINRA/SIPC. 

Alan F. Skrainka, CFA 
Chief Investment Officer 

Exhibit 3.  

Historical Performance of Equity Market Premium over Rolling Periods 
US markets overlapping periods: January 1928–December 2015 

Market is Fama/French Total US Market Index. T-Bills is One-Month US Treasury 

Bills. There are 877 overlapping 15-year periods, 937 overlapping 10-year periods, 

997 overlapping five-year periods, and 1,045 overlapping one-year periods. 

Information provided by Dimensional Fund Advisors LP. Based on rolling annual-

ized returns using monthly data. Rolling multiyear periods overlap and are not 

independent. This statistical dependence must be considered when assessing the 

reliability of long-horizon return differences. Fama/French indices provided by 

Ken French. Index description can be found on page # 4. Eugene Fama and Ken 

French are members of the Board of Directors for and provide consulting services 

to Dimensional Fund Advisors LP. Indices are not available for direct investment. 

Past performance is not a guarantee of future results. 

Conclusion 

By themselves, new all-time highs in equity markets have his-
torically not been useful predictors of future returns. While 
positive realized returns are never guaranteed, equity invest-
ments have positive expected returns regardless of index levels 
or prior short-term market returns. The collective wisdom of 
market participants and their competitive assessment of ex-
pected returns and risks allow investors to rely on the infor-
mation contained in prices to inform their investment decisions 
and assume positive expected returns from stocks. Historically 
speaking, over longer time horizons, the odds of realized stock 
returns being positive have increased. This is one reason why 
investors should consider investing a long-term commitment: 
Staying invested and not making changes based on short-term 
predictions increases your likelihood of success. 
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