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Valuation full, not excessive 

When assessing equity market valuation it is tempting to put the main effort into identifying the underlying 
trend of earnings, which would in principle look through the business cycle and other transitory influences.  
For example, the widely-followed Shiller CAPE implicitly identifies trend earnings as the 10-year moving 
average of price-corrected GAAP earnings.  And this note reiterates in some detail how my own measure 
of trend earnings is worked up and how it differs meaningfully from Shiller’s concept. 

But identifying the correct measure of trend or replicable earnings is probably not among even the three 
most important issues when thinking about valuation.  Instead, the top issues may be the following: 

• Is it appropriate to think in terms of valuation “regimes” or should we compare the current level of our 
preferred valuation metric to its full-sample average, which in some cases can be pushed back to the 
1870s?  I like the idea of regimes, but the point to make here is that where you stand on this is far more 
important than relatively-minor quibbles about how to measure and filter earnings.   

• When relating an earnings-based concept to likely future returns, it is surprisingly important to have a 
view on whether the independent variable should be the multiple or earnings yield. For example, 
consider Shiller’s approach, simply because it is widely followed.  If we regress, say, the 10-year real 
return on the multiple, the result implies a 10-year real return from here of 106 basis points a year. But 
if we swap out the multiple and replace it with the yield, the projected return is exactly triple, 318 basis 
points.  Intuitively, the reason for this is that the multiple is relatively inclined to extreme readings in  
high-valuation regimes, while the earnings yield is so in low-valuation regimes.  I prefer using the yield 
in high-valuation regimes.   But, again, the point here is that the choice matters — a lot. And you 1

cannot make the choice based on fit, because the fits are almost identical.  

• Taken in isolation, even our favorite measure of valuation will tend not to predict returns very tightly.  
For example, the version of my preferred valuation metric that can be calculated back to the 1870s 
slightly dominates the Shiller approach,  and yet explains only 57% of the variation in even 10-year real 2

returns.  Returns at shorter horizons, which are much more relevant to most readers here, are much 
more loosely predicted still.  Moreover, even for those few willing to hold for ten years, the dominant 
strategy empirically has been just to stay blindly long.  Mentioning that is not an attempt at humor. It is 
instead to underscore the survivorship bias polluting all empirical analysis of long-term returns using 
the US historical data.  Having said that, valuation may be useful in helping to scale the likely damage 
from a recession or other bearish macro development.  For example, the deep bear market during and 
in the wake of the minor 2001 recession almost certainly reflected bubble valuation ahead of the event.  
In contrast, the 2008-09 had little to do with equity market valuation per se. 

 Neither the yield nor the multiple are necessarily truth.  But the yield is more immediately comparable with the return on the risk-1

free asset and is intuitively more compelling in a low-economic-volatility / high-valuation regime.  It also generally works slightly 
better within the US data.  Regarding the intuition, it is somewhat analogous with how credit traders refer to dollar prices only in 
high-volatility / low-valuation environments, although in the case of credit the transitions from one environment to the other occur 
on a cyclical rather than secular basis. 

 Over the entire data range, the fit to my approach is 57%, compared with 54% using the Shiller CAPE or 55% using its inverse, 2

the Shiller yield.   However, the case for my approach has little to do with the full-sample fit, which I have made no effort to 
maximize. The case is much more about logical priors that apply in the current environment, making historical testing tricky. 
Incidentally, however, the current predicted ten-year return from my measure of the earnings yield is 352 basis points.  This results 
from a regression that takes no account of the recent slowdown of potential growth.  I use this “simple” earnings yield here 
because it is most directly comparable to Shiller’s approach and can be applied as far back.  
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With those concessions in place, let’s turn now to a discussion of my earnings-based valuation 
framework, starting with the results. 

A picture of the results 
 

Source: Robert Shiller, S&P Dow Jones Indices, BEA, NBER, CBO, FH calculations 
Pricing is to Friday close.  Economic inputs vary but are fully current.  

The underlying valuation metric is the earnings yield, which is defined as the ratio of trend earnings (per 
share) in the S&P500 for the level of the price index, the S&P500 itself.  Trend earnings are defined in a 
way that is roughly analogous with the Shiller approach, in the sense that the quarterly earnings figures 
are “price corrected”  before being smoothed to filter out the influence of the business cycle and other 3

transitory noise.  But there are important differences, which should become obvious as I explain my own 
approach, which involves five steps, which you may or may not want to wade through.  If you want to skip 
it, just go directly to the top of page 4. 
  

 As per Shiller, each quarterly earnings figure entering into the smoothing algorithm is scaled up by the cumulative amount of 3

inflation having occurred between the date of the quarterly earnings observation and contemporaneous period. 
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This page is the technical bit 

First, the underlying earnings (EPS) series is operating earnings, which is less sensitive to recession and 
crisis-related write-offs than are GAAP earnings.  This has not been a major issue recently, at least as 
applied within the smoothing algorithm I use, which is discussed below.  But it was an issue earlier in this 
decade when smoothing algorithms were picking up the influence of at least one major write-down 
episode.  Operating earnings are available at the frequency I need only back to 1988.  For the earlier 
period, which is by far the dominant part of the entire data set, I use Shiller’s own earnings data.  To 
splice the two series together, the operating earnings figures need to be discounted by 10%, which is the 
historical bull bias.  The resulting hybrid is free of excess volatility caused by “recent” write-down episodes 
and controls for the typical bull bias in operating earnings.  

Second, the spliced earnings series is price corrected in a manner almost identical to Shiller’s approach. 
The only difference is that I use the core PCE deflator, rather than the CPI, for all periods during which the 
former is available, which is back to 1959.  The use of core rather than headline deflator reflects that I 
want to have only one price index in my valuation framework, and that core inflation is more appropriate 
when estimating the real yield to (conventional) Treasuries.  But practically speaking the precise deflator 
does not matter, given that my approach involves heavy smoothing, and that the two deflators are tightly 
correlated over time.  

Third, the effect of the price correction is compounded by an analogous correction for trend real EPS 
growth, so that the resulting smoothed earnings series is centered on today.  For example, a nominal 
earnings figure from, say, 8 quarters ago is scaled up for the cumulative inflation over the intervening 
period and by a further 4% to reflect that the historical trend rate of growth of real EPS is about 2% a 
year.  Importantly, this additional adjustment has no effect on the valuation signal, so long as that 
valuation signal is interpreted as a deviation from its own mean, calculated over whatever range the 
analyst judges appropriate.  However, it produces a smoothed earnings figure whose cardinal value 
makes sense in common parlance.  In contrast, Shiller’s failure to center his implied trend earnings figure 
scares the children (without itself polluting a regression) by claiming that trend earnings are most recently 
estimated at $97 and that the multiple is 33. That is not so much wrong as expressed in a radically 
unfamiliar metric. 

Fourth, once the quarterly earnings figures are fully corrected as described above, they are smoothed to 
identify the underlying trend of nominal EPS in a way that differs slightly from Shiller’s approach.  The 
latter generates abrupt changes of estimated trend earnings when a recession exits the somewhat-
arbitrary ten-year rolling window. In contrast my algorithm calculates a geometric moving average, in 
which (corrected) current-period earnings are incorporated into estimated trend at a rate of 20% a year.  
That is, trend earnings this quarter are (just under) 5% of this quarter’s actual earnings plus (just over) 
95% of last quarters estimate of trend. And the resulting quarterly figure is converted to monthly using an 
appropriately centered interpolation. 

Finally, we need to deal with the issue of the Trump corporate tax cut, which I treat as permanently lifting 
EPS by 7%. Given that the algorithm I use to calculate trend earnings is entirely backward-looking, it will 
not fully pick up this effect until several years in the future.  So I need to factor in a scalar adjustment, 
which starts at 0 in January 2017, rises to 7% by the actual implementation of the tax cut in January 
2018, and then fades thereafter as the tax-cut-affected earnings figures are slowly incorporated into the 
primary smoothing algorithm.  The purpose of this adjustment is to avoid both a delayed recognition and 
double-counting of the permanent effects of the tax cut.  But I will stop here for fear of making your head 
ache. 
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Valuation is neither attractive nor stretched 

Ok, so now let’s take a look at the numbers, referencing the chart at the top of page 2.  As of June, 
underlying EPS are just under $149, which maps to “cyclically adjusted” or trend earnings of $127 1/2.   4

The latter figure results from the five-step procedure described immediately above. 

With the market trading at 2940, this implies a multiple of 23 and thus an earnings yield of 4.4%.  That 
“simple” earnings yield is relevant in its own right, particularly with the yield to the risk-free competing 
asset being quite close to zero.  You will notice, however, that the chart indicates an “adjusted” earnings 
yield of just below 4%, or 3.9% to be precise.  The adjustment is meant to account for the fact that 
potential GDP growth is now estimated to be much lower than its (relevant) historical average.   

I will elaborate on that issue almost immediately below.  For now, you might want to suspend disbelief just 
to follow along.  The growth-adjusted earnings yield looks somewhat low by historical standards.  But it 
appears to be justified by the low-economic-volatility regime that I have discussed in some detail in other 
reports and by the fact that the real yield to the competing risk-free asset has fallen dramatically in recent 
years, both in outright terms and relative to even conventional estimates of potential growth.  

For example, the estimated yield in the conventional 10-year Treasury closed Friday at 35 basis points.  
As a result, my measure of the equity premium — the adjusted earnings yield less the Treasury real yield 
— is about 3.6%.  This is fairly low relative to the full-sample average that I can calculate back to 1959.   5

However, as you can see from the lower right panel in the chart on page 2, it is actually fairly high by the 
standards of the past 35 years, roughly since Volcker crushed inflation.  I will quantify that point a bit more 
tightly further down in this report, although focusing on the period since 1994, which is arguably the more 
relevant “regime.” 

   
Slower potential growth is a real issue, and recently so 

Source: BEA, BLS, FH calculations 
Data are actual to Q1 and estimated to Q2 based on data employment data through May and Atlanta Fed GDPnow.  

 We do not have actual earnings figures for June yet.  However, I use a calendar weighted average of the Q2 and Q3 consensus 4

estimates, taken at face value.  There may be some minor bull bias in those estimates, but that bull bias will have almost no effect 
on the smoothed value, which is ultimately the main input into the valuation analysis. 

 To push this particular metric back further would require estimates of potential growth and the real yield, to which I do not have 5

ready access.  In the earlier references to the earnings yield there is no adjustment for growth or need to calculate a real yield. 
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Why adjust the earnings yield for slower growth? 

While valuation analysis is inherently uncertain and can achieve only so much, I would be fairly confident 
in defending the approach I have set out here, at least as the sensible base case.  Unlike Shiller’s 
approach, for example, it has not generated an extreme bear bias during a powerful secular bull market.  
And its advantage there reflects an attempt to be more logically sensible, rather than to fit the data.   

Full disclosure, though: I know I would be put on the back foot if challenged on the issue of that 
adjustment for potential growth. What is the actual logic behind that?  Um, well …. 

What I can say with some confidence is that this issue is newly quite relevant, as conventional estimates 
of potential growth have fallen dramatically (and unusually) during the past decade.  In the chart at the 
bottom of page 4, I show a measure of potential growth that is defined simply as the 5-year compound 
GDP growth rate less then 5-year compound rate of change of the employment/labor force ratio.  This has 
fallen from a range around 3 ¼% prior to the Crisis to about 1 ¾% very recently.   

The CBO’s estimate has fallen by a similar amount, although from a slightly-higher pre-crisis average to a 
slightly higher current estimate, of about 2%.  However, I prefer my simpler metric, which is admittedly 
subject to minor revision but will have much less look-back bias. Secondarily, it is very easy to update in 
real time.  

Leaving aside whether it matters, which I get to below, the choice of range over which to calculate the 
average potential growth rate (against which to contrast the current) is inherently arbitrary.  In the 
adjustment to the earnings yield discussed above, I calculate an average since 1994, because the period 
since then represents what I take to be a single-regime appropriate for valuation comparisons.  Others 
would prefer to look back much further, and in so doing might justify a higher average for potential growth 
and thus a larger adjustment  for the slowdown.  And I will get to how that might matter below. 

 An analyst with a background in finance, rather than economics, might insist that there is no need to 
“adjust” the earnings yield for potential growth or any other consideration. By virtue of some simple 
arbitrage arithmetic, the earnings yield is definitionally the expected real return, so long as earnings are 
proxied correctly.   

But a major problem with that reductionist approach is that it implicitly defines earnings so that the elegant 
analytical result follows.  So, for example, if our proxy of trend or replicable current-period earnings does 
not map to the expected return, then the trouble is with our earnings proxy.  This is obviously a rather 
unhelpful perspective if our purpose is to relate an earnings yield that we have in hand to the likely return. 

An apocryphal example might help to highlight this point.  We know what Apple claims its operating 
earnings have been over the past 10 years. And we can work up some sort of algorithm to get a sense of 
what their trend or replicable earnings might be.  But the returns that Apple is likely to generates on its 
retained earnings are obviously not fully determined by that calculation.  If, for example, global growth (or 
Apple’s access to that growth) were to decline, then the returns would be lower, as is presumably widely 
recognized. 

Stepping away from the example of Apple and returning to macro, this issue is particularly relevant in the 
current environment, because potential growth appears to be lower, as documented, and because the 
prospect of slower growth has contributed to a decline of the risk-free real interest rate.  When calculating 
the equity premium, it might be a cheat to count the bullish effect of the lower real rate without taking any 
account of one of the major causes of that lower real rate. 

The question — and source of my insecurity here — is how to deal with this issue.  There is a separate 
theoretical claim, this time from macro rather than finance, which tries to make this issue go away.  It 
relies on the consumption Euler (oiler) equation, which claims that the real yield in Treasuries and the 
potential growth rate should be very closely correlated through time and — in an extreme version — 
might even overlap. 
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It would be quite convenient if strong-form Euler were to hold.  While the potential growth rate and (to a 
lesser extent) the real yield to Treasuries might be hard to estimate, we could be confident that 
movements of each would be offsetting, not in terms of the influence on the real return (as slower growth 
does mean lower long-term returns) but in terms of valuation, which is usually the more important 
consideration for investors.  

The problem here, though, is that while the consumption Euler makes logical sense and helps some 
academic macro models solve, it fails dramatically in practical application.  For a discussion of that you 
might want to take a look at this blog post by Lars Syll.  Dr. Syll’s focus is on the implications of the Euler 
failure for academic macro; and I am not competent to comment on that beyond suggesting that his 
criticisms seem valid to me.   

I would add only one point to his discussion of how Euler has failed. Syll spends a lot of time explaining 
how within the logic of Euler consumption growth should be determined by “the” interest rate.  That is not 
wrong, so far as I understand, but the relationship there is not meant to be unidirectional.   Growth 
determines the interest rate, just as the interest rate determines spending, at least within Euler. 

The empirical failure of Euler has two implications, one of which is immediately relevant here and one of 
which relates to the issue of Ponzi public finance, which I have discussed in other reports.  The 
immediately relevant point is that we need to make a judgement on how to handle movements of potential 
growth, both outright and relative to the risk free rate. And the extraneous implication is that it is not at all 
uncommon for the real rate to drop below the potential growth rate, which can make deficit public finance 
much more sustainable than in the opposite more straitened condition, such as held during the 1980s.  

Given the difficulty of resolving the question of how evolving potential growth estimates should affect 
valuation, I am forced into the agnostic approach of splitting the difference.  Accordingly, I adjust the 
simple earnings yield downward by half the difference between the current estimate of potential growth 
and its average since 1994.  Taking the average over the past quarter century will be appropriate if we 
want to assess the resulting valuations within what I take to be this single regime, that is, as a deviation 
from their own averages over this period.  Given that the difference splitting is a compromise, we should 
probably try to get a sense of how important being wrong there might be. 

One set of robustness checks 

The idea that equities are roughly fully priced but not dangerously overextended seems fairly robust if we 
can spot ourselves that the past quarter century is the appropriate single regime over which to apply the 
analysis, and if we assume that the earnings yield (rather than multiple) is the right valuation construct 
and that it can be compared with the real yield to Treasuries.  I will not argue those assumptions here, but 
will just try to get a sense of how important the compromise is, given those assumptions. 

In the table and chart below, the result of the compromise I employ is labelled “FH” and shown in blue.  
The data shown there are the same as in the chart on page 2, although shown over a slightly briefer 
period, which I take to be a single regime.  The metrics labelled as “Simple” allow for no adjustment to  
accommodate the potential growth slowdown, while those labelled as “Fully Adj” forget the notion of 
compromise and subtract from the earnings yield the entire slowdown, relative to the post-93 average. 

The most bearish metric shown there is, unsurprisingly, the one that fully takes on board the growth 
slowdown and yet is independent of any move of the Treasury real yield.  As of the Friday close, the Fully 
Adjusted earnings yield was almost 1 1/4 standard deviations below its post-93 average.  On this metric, 
stocks are clearly to the richer end of the range, even though that range itself is a high-valuation range by 
historical standards, and appropriate to the generally  low-economic-volatility environment.   6

   

 The Crisis was an exception to the presumed low volatility, obviously. But that is a separate discussion. 6
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However, if we are going to incorporate the entire growth slowdown, then it seems appropriate to include 
also the effect of the associated decline of the risk-free rate, i.e. the Treasury real yield, and consider the 
equity premium.   It closed Friday at 1/3 of a standard deviation above its average for the regime.  

So whether you think equities are quite rich or slightly to the cheap side, within the approach of fully 
adjusting for the growth slowdown, depends on whether you think it is appropriate to assess equity yields 
outright or in relation to Treasury yields.  I lean strongly to the latter, but the figures allow you to see the 
effects of your own judgment. 

At the other extreme, we might make no adjustment for the growth slowdown.  Unsurprisingly, that leaves 
equities only slightly rich in absolute terms and actually quite cheap when valuation is measured in terms 
of the equity premium relative to the risk-free asset. And then there is the central case, FH, which is in 
between those two extremes and is my preferred couple of metrics. As mentioned equities are fairly rich 
when assessed in absolute terms and almost that cheap when assessed in terms of the premium. 
 

Source: Robert Shiller, S&P Dow Jones Indices, BEA, NBER, CBO, FH calculations 
Pricing is to Friday close.  Economic inputs vary but are fully current.  

{Continues on page 8.) 
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The general impression left here is that equities are roughly fairly priced to the low-volatility regime or at 
worst indistinguishable on the basis of this approach from fair.  Earlier in this cycle, during say the first five 
years after The Crisis, it was fairly easy to identify equities as cheap and quite attractive, reflecting 
excessive worries over a return to recession or the various other “ghosts and goblins”  that were popular 7

at the time, including margin mean reversion and its quantitative expression in the Shiller CAPE.   But in 
my view, it is much tougher now.  Particularly on the basis of valuation, it is difficult to make a strong call.  

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not 
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sell any securities or related financial instruments.  Predictions, forecasts, and estimates for any and all markets should not be construed as 
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 To use a client’s colorful expression. 7
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