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The issue in equities is not mostly valuation 

With equities now within about a percentage point of where I cut to neutral, it might be timely to review my  
simple valuation metrics. 

Briefly, the US market does not appear to be expensive. Rather, the main issue in equities remains that 
the Fed seemingly needs to deliver a further tightening of financial conditions in order to manage 
aggregate demand growth down towards potential, probably within the next nine months or so, at some 
risk of false precision.  

In principle, the tightening could be achieved without equities necessarily being implicated.  Mid-term 
yields, the dollar and perhaps credit tightening might do all of the work.  But that seems an uncertain base 
case, at a time when equities are not cheap.

We can imagine two scenarios under which my premise of required financial tightening might prove 
wrong. The first is that demand growth cools enough without a further nudge from the Fed.  An 
immaculate cooling to trend growth, though, is not the base case, because the economy seems to have 
momentum to spare and because the spending side of the fiscal stimulus has not yet kicked in. But it is 
obviously possible, and would probably allow equities to go higher.

The second is that we receive an external shock, such as from an intensification of the trade war.  In that 
scenario, equities probably get hit, even as the pressure from the Fed reverses. With a lot of moving parts 
here, my take is that now is not a great time to be taking directional risks in equities.

This note updates the valuation metrics, providing a brief reiteration of the logic behind them along the 
way.

Cyclically adjusted earnings have hooked up

The left panel in the chart immediate below shows my preferred measure of underlying earnings in the 
S&P500, as well as a somewhat unique attempt at smoothing earnings to take out the influence of the 
business cycle. 

What I take to be underlying earnings are simply operating earnings discounted by 10%, so that they are 
comparable — on average — with reported earnings.1

My cyclical adjustment is somewhat analogous to Shiller smoothing, but with three tweaks elaborated in 
the report linked above and briefly reiterated below:

 Reported earnings are available over a much longer run of history than are operating earnings, and used them for all periods prior 1

to 1988.  My preference for operating earnings is that they are less affected by write-downs during crisis, which has been an issue 
in smoothed earnings series for the past decade. 
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First, I do not use a fixed 10-year rolling average of price adjusted earnings, because that delivers 
arbitrary kinks in the smoothed series, when recessions come into and fall out of the rolling 
window.  Instead, I impose a geometrically declining weight on each quarterly result, which 
presumes that the weight investors place on each quarterly earnings result declines at the rate of 
about 20% a year. 

Second, I impose that the corporate tax cut permanently raised trend earnings by 7%. With Shiller 
smoothing, the effect of the tax cut would get realized into trend only after a long lag.

Finally, my measure of cyclically adjusted earnings is centred on today, by multiplying the 
smoothed value by trend real EPS growth compounded over the maturity of the average lag 
produced by my geometric decay function. This has no effect on the absolute valuation reading, 
so long as the reading is interpreted as the deviation from its own mean. But it allows a more 
intuitive interpretation of the current value of the earnings yield. 

So what do we see? The most striking thing is a dramatic surge in underlying index earnings (per share) 
from an interim trough of about $85 in late 2016 to about $145 currently.  About 30% of this rise can be 
attributed to the recovery of the energy patch and the tax cut.

Meanwhile, my measure of cyclically adjusted earnings has picked up, in tempered response to the surge 
in underlying earnings and to my modelling of the durable effects of the tax cut.  My measure of cyclically 
adjusted earnings is running at about $120 a share.  This compares with just $86 implicit in the Shiller 
CAPE, with the 40% difference largely explained by four factors:

The use in Shiller of reported over (discounted) operating earnings,

The lower weight assigned to recent periods in the Shiller smoothing algorithm,

Shiller’s decision not to centre cyclically adjusted trend earnings on today, 

Shiller’s agnostic treatment of the impact of the tax cut, which recognizes that cut only with a long 
lag.

So, even though the spirit of my metric is quite similar to what is in Shiller, there is quite a gap in the 
results.

Source: Robert Shiller, BEA, S&P Global, BEA, Bloomberg, FH calculations
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Earnings yield and prospective return

With the index at 2800, my approach suggests that the cyclically adjusted multiple is about 23, which by 
construction is (unlike CAPE) directly comparable with the trailing or forward multiples you might 
conventionally hear cited. It inverts to an implied earnings yield of 4.2%, as shown by the last observation 
in the thin black line of the right panel in the chart mentioned above.  

For the purposes of deriving analytically the prospective real return implied by the earnings yield, I 
discount that 4.2% figure by half the difference between my current robotic estimate of potential growth 
(1.4%) and its full-sample average (3.1%). This kludge delivers an analytical prospective return of 3.3%, 
which is well below average. Empirically, however, when the metric is regressed against actual historical 
returns figures, it maps to significantly positive real returns for all horizons over which valuation metrics 
might be expected (alone) to add any value at all.

Source: Robert Shiller, BEA, S&P Global, BEA, Bloomberg, FH calculations

Comparison with the risk-free rate

In my view, it is important to discount the earnings yield for changes in the potential growth rate, which 
recently have been downward.  A failure to do so would generate a bull bias when making a comparison 
with the real Treasury yield, some of whose compression during the past decade can be attributed to 
weak growth prospects.  Only the part of the yield compression that does not reflect weak growth is net 
bullish equities, within the logic of the DDM. And I split the difference, by simply imposing that it is half the 
decline in estimated potential growth.

My estimate of the real yield currently offered in the 10-year Treasury is 1.2%, which might seem a bit 
high, and reflects that I am using a long decay of trailing realized inflation as the proxy for for inflation 
expectations. It would not be unreasonable to add factor that down by 25 bps, but I am trying to be 
mechanical — and thus objective — in these calculations.

Taking all these inputs at their face value, then, I calculate the equity premium is about 2.2%, which is 
actually slightly above the average that prevailed during the last mid to late cycle in the mid-2000s.  A 
comparison with the mid-2000s might seem bizarrely complacent, given what we know happened to 
equities in the late 2000s.  But the Crisis did not originate in the equity market and — more to the point — 
was (I think) a unique event.  In terms of underlying economic volatility apparent at the time, the 
mid-2000s very closely resemble today.
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The chart below shows a long history of the derived equity premium, along with my simple measure of 
underlying economic volatility. The point of the chart is not that blue line (term premium) must collapse to 
hit the black line (vol).  It is simply to demonstrate that the vol is comparable now with the mid-2000s and 
that there is a rough correspondence between it and the premium.  The scales are tweaked — but 
arbitrarily — to fit the recent period

 

Source: Robert Shiller, BEA, S&P Global, BEA, Bloomberg, FH calculations
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