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A NEW ERA IN  
EQUITY VALUATION?
Early in my career, I was counseled never to pose a 
question in a business setting unless you were pretty 
sure that you knew the answer. Well, I am going 
to violate that advice by discussing an investment 
conundrum for which I have an opinion but certainly 
not a definitive conclusion. The answer to this vexing 
question is very important because it will determine 
expectations regarding future equity returns and 
the corresponding appropriate exposure to stocks 
in a portfolio.
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Actual Versus Fair Value 
While investment analysts use many different methods to make judgements about markets and to 
select individual securities, most rely at least in part on an attempt to determine what a specific 
security or market is “worth.” The rationale for this effort is that purchasing an asset at a discount 
to one’s estimation of true or fair value should result in superior returns assuming some analytical 
skill. With regard to the overall stock market, Nobel Prize winning economist Robert Shiller has 
long advocated a method of estimating fair value that calls for multiplying the long term average 
P/E on the market by average earnings per share over the prior ten years. This method smooths out 
the ups and downs of year to year earnings resulting in a more stable metric which is consistent 
with the idea that the intrinsic value of the overall market should not fluctuate that much over 
short time horizons. The following chart illustrates the result of this calculation for the S&P 500 
Index for the period 1881-1995.

The red line depicts the fair value as calculated using this method and the two green lines represent 
plus and minus one standard deviation from fair value. Finally, the purple line is the actual value 
of the S&P 500. As you will note, this construct did a very good job of capturing the behavior of 
the US stock market over this long time frame. The S&P actually fluctuated around the fair value 
and the swings in the market were confined to a reasonable range. 
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21.79 1.12 1516.5083 98.683092 1188.5895 0.275889 714.14917 1188.5895 1663.0299 1516.5083
22.05 1.11 1545.974 98.529081 1197.5257 0.2909736 719.51836 1197.5257 1675.5331 1545.974
21.77 1.11 1538.2001 98.003028 1206.2789 0.2751612 724.77762 1206.2789 1687.7802 1538.2001
20.93 1.11 1489.8448 97.888608 1214.8796 0.2263312 729.94523 1214.8796 1699.814 1489.8448
20.54 1.11 1472.243 97.802466 1223.3347 0.203467 735.02539 1223.3347 1711.6441 1472.243
20.99 1.11 1515.0925 97.434726 1231.5036 0.2302786 739.93357 1231.5036 1723.0737 1515.0925
21.40 1.11 1555.0961 96.371009 1239.3014 0.2548167 744.61875 1239.3014 1733.984 1555.0961
21.78 1.10 1592.2799 95.420744 1246.7355 0.2771593 749.08545 1246.7355 1744.3856 1592.2799
21.57 1.10 1586.7195 95.461548 1254.3677 0.2649556 753.67116 1254.3677 1755.0642 1586.7195
20.89 1.11 1546.2506 95.919702 1262.2469 0.2249985 758.40529 1262.2469 1766.0885 1546.2506
21.23 1.11 1581.312 96.182424 1270.3334 0.2448007 763.26396 1270.3334 1777.4029 1581.312
21.90 1.11 1641.066 96.338538 1278.2856 0.2838023 768.04193 1278.2856 1788.5293 1641.066
22.05 1.10 1662.8206 95.992077 1286.0529 0.2929644 772.70881 1286.0529 1799.3969 1662.8206
22.42 1.10 1700.7276 96.176766 1293.7027 0.3146202 777.30511 1293.7027 1810.1003 1700.7276
22.59 1.10 1724.3109 97.46614 1301.2451 0.3251238 781.83688 1301.2451 1820.6534 1724.3109
23.41 1.10 1797.0132 98.480086 1308.6435 0.3731877 786.28212 1308.6435 1831.0049 1797.0132
22.92 1.09 1769.677 99.428654 1315.9063 0.3448351 790.64584 1315.9063 1841.1667 1769.677
23.49 1.09 1823.5213 100.63528 1323.0834 0.3782361 794.95814 1323.0834 1851.2087 1823.5213
23.35 1.09 1822.8693 101.75865 1330.1835 0.3703894 799.22416 1330.1835 1861.1429 1822.8693
23.44 1.09 1839.3726 102.88329 1337.2045 0.3755357 803.44264 1337.2045 1870.9664 1839.3726
23.83 1.09 1880.0386 105.27304 1343.8949 0.3989477 807.46246 1343.8949 1880.3273 1880.0386
24.64 1.10 1953.4465 107.61695 1350.2323 0.4467485 811.27021 1350.2323 1889.1944 1953.4465
24.86 1.10 1980.1656 109.75483 1356.1995 0.4600843 814.85552 1356.1995 1897.5435 1980.1656
24.86 1.09 1988.7373 109.58448 1361.9774 0.4601838 818.3271 1361.9774 1905.6277 1988.7373
24.59 1.09 1975.6259 109.41632 1367.5732 0.4446217 821.68927 1367.5732 1913.4571 1975.6259
24.95 1.08 2013.1975 108.95025 1372.9572 0.4663221 824.9242 1372.9572 1920.9903 2013.1975
24.78 1.08 2007.3791 109.407 1378.1724 0.4565515 828.05767 1378.1724 1928.2871 2007.3791
24.94 1.07 2027.7653 109.83814 1383.2442 0.4659488 831.10503 1383.2442 1935.3835 2027.7653
25.55 1.07 2085.3877 110.4444 1388.1718 0.5022547 834.0657 1388.1718 1942.2779 2085.3877
25.81 1.07 2114.07 111.50181 1393.1291 0.5174976 837.04419 1393.1291 1949.2139 2114.07
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Now, let’s extend this analysis through today.

Wow, clearly something changed beginning in 1995! Since then, the 
S&P 500 has been above fair value 97% of the time and it has been 
above fair value plus one standard deviation 71% of the time. This 
creates a particularly difficult dilemma for us investment types because 
we must decide whether this is a temporary aberration (even though 
24 years have passed) that is likely to return to normal, or a permanent 
change in valuation levels, what we call a paradigm shift. And, the 
answer will have a major impact on investment strategy.

P/E and E 
Once again, the Fair Value is calculated by multiplying the long term 
average price earnings or P/E ratio by average earnings over the prior 
ten years. So, in an effort to figure out what may have changed, let’s 
examine each of these two components.

25.91 1.07 2137.6031 113.63487 1403.241 0.5233329 843.11981 1403.241 1963.3621 2137.6031
25.16 1.08 2082.8225 112.61299 1408.1869 0.479081 846.09148 1408.1869 1970.2822 2082.8225
26.60 1.08 2210.1176 111.90916 1412.99 0.5641424 848.97738 1412.99 1977.0026 2210.1176
26.79 1.09 2233.2658 111.22463 1417.6067 0.5753776 851.75126 1417.6067 1983.4621 2233.2658
26.49 1.09 2215.3276 110.6364 1422.052 0.5578387 854.42217 1422.052 1989.6818 2215.3276
26.99 1.09 2264.4974 109.04868 1426.2263 0.5877547 856.93023 1426.2263 1995.5223 2264.4974
26.72 1.08 2248.7102 107.30075 1430.1307 0.5723809 859.27617 1430.1307 2000.9852 2248.7102
26.79 1.08 2260.1917 105.52222 1433.6714 0.5765062 861.40353 1433.6714 2005.9392 2260.1917
26.80 1.07 2267.064 103.43415 1436.7174 0.577947 863.23371 1436.7174 2010.2011 2267.064
26.49 1.07 2245.6187 101.5256 1439.312 0.5602029 864.79263 1439.312 2013.8313 2245.6187
26.38 1.07 2239.9595 99.999913 1441.5477 0.5538574 866.13593 1441.5477 2016.9595 2239.9595
25.69 1.07 2185.0052 98.631421 1443.4542 0.5137336 867.28143 1443.4542 2019.627 2185.0052
24.50 1.07 2086.0007 97.261802 1445.1184 0.4434808 868.28132 1445.1184 2021.9554 2086.0007
25.49 1.07 2173.2326 95.824402 1446.401 0.5025104 869.05198 1446.401 2023.75 2173.2326
26.22 1.08 2237.857 94.553551 1447.2005 0.5463351 869.53237 1447.2005 2024.8687 2237.857
25.96 1.08 2216.8866 93.388378 1447.5793 0.531444 869.75992 1447.5793 2025.3986 2216.8866
24.21 1.08 2067.2511 93.201928 1447.8625 0.4277952 869.9301 1447.8625 2025.7949 2067.2511
24.00 1.08 2050.2849 93.092981 1447.9905 0.4159519 870.00702 1447.9905 2025.974 2050.2849
25.37 1.07 2167.4837 92.661682 1447.9645 0.4969177 869.99139 1447.9645 2025.9376 2167.4837
25.92 1.07 2214.4321 92.395147 1447.9029 0.5294065 869.95438 1447.9029 2025.8515 2214.4321
25.69 1.06 2194.8296 92.190174 1447.7691 0.516008 869.87398 1447.7691 2025.6642 2194.8296
25.84 1.06 2207.1329 92.060519 1447.5351 0.5247526 869.73339 1447.5351 2025.3368 2207.1329
26.69 1.06 2279.6765 92.973545 1447.2281 0.5752019 869.54894 1447.2281 2024.9073 2279.6765
26.95 1.06 2300.9552 93.661949 1446.8043 0.5903707 869.29426 1446.8043 2024.3142 2300.9552
26.73 1.06 2281.4166 94.198612 1446.1472 0.5775825 868.89949 1446.1472 2023.3949 2281.4166
26.53 1.06 2263.0839 96.003283 1445.4939 0.5656129 868.50693 1445.4939 2022.4808 2263.0839
26.88 1.06 2284.8575 97.864117 1444.9068 0.5813182 868.15421 1444.9068 2021.6594 2284.8575
27.93 1.06 2568.2415 99.970044 1444.4636 0.7779898 867.88789 1444.4636 2021.0392 2568.2415
28.17 1.05 2391.6028 101.39861 1444.169 0.6560408 867.71093 1444.169 2020.6271 2391.6028
28.81 1.05 2441.4866 103.0913 1444.0945 0.6906695 867.66616 1444.0945 2020.5229 2441.4866
29.09 1.05 2478.1805 105.00871 1444.3269 0.715803 867.8058 1444.3269 2020.8481 2478.1805
28.9 1.04 2463.013 105.99273 1444.6896 0.7048734 868.02373 1444.6896 2021.3556 2463.013
29.31 1.04 2498.5016 107.20604 1445.2102 0.7288154 868.33647 1445.2102 2022.0838 2498.5016
29.75 1.04 2536.5046 108.40111 1445.8257 0.7543641 868.70629 1445.8257 2022.945 2536.5046
30 1.04 2559.2273 109.53964 1446.9629 0.768689 869.38958 1446.9629 2024.5362 2559.2273
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Since 1995, the S&P 
500 has been above 
fair value 97% of the 
time and it has been 
above fair value plus 
one standard deviation 
71% of the time.



You wouldn’t think that there would be any question regarding earnings because they are subject 
to generally accepted accounting principles or GAAP. But, in fact, companies have a fair degree 
of latitude in calculating earnings, and analysts often make adjustments to exclude things like 
one-time write-offs even though they may occur frequently for a given company. So, it is possible 
that investors make valuation judgments based on their own definition of earnings that exceed 
the GAAP reported numbers. But, that seems unlikely to explain the behavior of the market since 
1995 because the modified definition of earnings would have to be about 25% greater than the 
GAAP numbers to justify current stock prices.

So, the more likely candidate is the P/E ratio which is basically a measure of investor sentiment. 
The P/E measures how much investors are willing to pay for one dollar of earnings and that is 
a totally subjective decision that could be based on any number of variables including interest 
rates, inflation, expected earnings growth, perceived risk, the economic outlook, politics, world 
affairs, and so on. And, to demonstrate the impact of sentiment, the S&P 500 is about fifteen times 
more volatile than would be suggested by changes in fair value. P/E ratios based on current year 
earnings are tremendously volatile, but as depicted in the following chart, even the Shiller P/E 
based on ten year average earnings fluctuates considerably over time. And, consistent with the 
previous chart which suggests a “New Era” since 1995, the Shiller P/E has averaged 27 since then 
as compared to the very long term average of 17. Today, it is 30 which is in the top five percent of 
historical experience. So, the real question is: what might account for investors’ very optimistic 
attitude since 1995 as reflected in higher P/E ratios?
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97.38 29.09 1.7500676 -0.320595 -0.320595 8.3211776 4.9247621
98.37 28.9 -0.153018 1.7807375 1.7807375 8.3245608 4.9550735
99.50 29.37 1.6933623 0.1901945 0.1901945 8.1081716 4.8468614
100.61 29.75 1.777402 1.1584035 1.1584035 8.0432241 4.8112211
101.66 30 0.9889797 -0.955769 -0.955769 8.0062595 4.8180973
102.34 29.91 0.2488692 1.15909 1.15909 7.9534688 4.8058041
102.78 30.17 1.6543374 0.2707825 0.2707825 7.9107611 4.8039929
103.74 30.92 2.7356349 -1.214566 -1.214566 7.9202353 4.8396618
104.64 31.38 1.5904054 0.2824449 0.2824449 7.7107545 4.8211211
105.60 32.25 2.8843003 -0.24127 -0.24127 7.7347502 4.8162725
106.79 33.31 4.8630242 -1.355863 -1.355863 7.7862477 4.8033793
108.08 32.12 -2.885631 -2.17178 -2.17178 7.9865501 4.9032901
109.59 31.99 0.065677 0.4065801 0.4065801 7.9697285 4.9041202
111.38 30.97 -1.662954 -0.02098 -0.02098 8.0648355 4.827822
113.12 31.34 1.9626574 -0.694617 -0.694617 7.9172354 4.7972877
115.15 31.63 2.1139877 0.840658 0.840658 7.8709033 4.5943458
117.63 31.89 1.5821035 0.4102528 0.4102528 7.8122576 4.471337
120.03 32.5 2.4521473 0.2385128 0.2385128 7.8282673 4.4315408
122.37 32.62 1.6810949 -0.692079 -0.692079 7.8325933 4.4419033
122.78 31.04 -3.847669 -1.012303 -1.012303 8.1237793 4.404536
123.82 30.2 -2.074702 0.5120731 0.5120731 8.1323332 4.3940492
124.85 28.29 -5.561074 2.7310557 2.7310557 8.6243909 4.493329
125.24 28.33 1.7369348 1.2632302 1.2632302 8.6345849 4.5151371
125.33 29.54 5.8301597 0.4815739 0.4815739 8.9115952 4.4778915
125.25 29.58 1.9492219 1.1716361 1.1716361 8.8859504 4.4986488

30.13 3.724349 0.55857 0.55857 8.9703453 4.5010283
29.34 -1.530695 1.3415344 1.3415344 9.0336274 4.4912602
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Generally Accepted Factors Influencing Valuation
In Finance 100, you learn that the value of any asset is equal to the present value of future cash 
flows that you will receive by virtue of owning that asset discounted at a rate that reflects current 
interest rates as well as the perceived risk of the asset. So, the first place to look for an explanation 
of rising valuation would be a meaningful decline in interest rates. Following the peak in 1981, 
interest rates did decline steadily, but the ten year US Treasury rate was still at roughly 6% in 1995 
versus the long term average of about 4.6%. Moreover, it did not actually fall below the long term 
average until 2002, and meaningfully below-average rates did not occur until the Global Financial 
Crisis in 2007-09. While the stock market is actually quite good at divining future economic activity, 
it seems unlikely that it successfully looked ahead seven to ten years which suggests that we search 
elsewhere for an explanation.

Another driver of valuation is the profitability of Corporate America as measured by profit margins 
and expected growth in corporate earnings. In 1995, profit margins were right on their long term 
average of about 6%, and they subsequently dropped during the economic slowdown of 2000-
2003. Thereafter, margins improved dramatically to the current level of just under 10%. But, once 
again, that did not occur until almost ten years after the first sign of a material change in valuation 
which brings into question whether the market really has such a good crystal ball.  The relationship 
between rising valuations and earnings growth also seems quite tenuous. Since earnings growth 
had been quite weak from 1991-94, it was not surprising that it surged from 1995-98 which might 
have justified increased optimism. But, growth then subsided to more normal levels before turning 
materially negative in the recession of the early 2000’s. Back to the drawing board! 

Finally, the P/E ratio takes into account investors’ perception of risk so we should take a look at 
the volatility of the economy and the stock market. The volatility of GDP had declined significantly 
in the mid 1980’s, but then remained relatively constant until very recently when it declined to 
historically low levels. Similarly, the expected volatility of stocks actually rose from 1995 until 2005 
when it leveled off. Thereafter, it surged during the Global Financial Crisis only to be followed by 
extremely low levels since 2012. 

The bottom line is that the factors that are most commonly cited as driving valuation have likely 
contributed to the perseverance of high P/E’s but do not seem to provide a compelling explanation 
for the initial transition to the “New Era” that we witnessed in the mid to late 1990’s. In recent 
years, there have been several other factors including corporate tax cuts and the tsunami of share 
repurchases that have undoubtedly contributed to high valuations. 
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Moreover, the huge flows into capitalization weighted index funds 
have resulted in very high valuations for a small number of technology 
companies. And while these factors are important, there has been one 
other major shift in the financial landscape that represents my best 
guess as to what is going on.

Central Banks
While serving as the Chairman of the Federal Reserve from 1987-2006, 
Alan Greenspan instituted a more activist policy of intervention on 
the part of the FED that investors nicknamed The Greenspan Put. 
Specifically, the FED significantly reduced interest rates during market 
declines associated with events such as the Savings and Loan Crisis, 
the Gulf War, the Asian Financial Crisis, Y2K, and 9/11. The goal of these 
actions was to inject more liquidity into the system and to encourage 
risk-taking in the financial markets in order to prevent further market 
deterioration. This policy was continued under his successor, Ben 
Bernanke, and then expanded during the Great Financial Crisis when 
the FED purchased securities taking its assets from $870 billion in 
August of 2007 to $4.5 trillion in 2015. There is nothing special about 
1995 as the year of transition to the New Era of valuation, but it seems 
that by that time, the cumulative impact of many interventions by 
the FED had convinced investors that there was a floor under stock 
prices because they believed the FED would always step in during a 
significant downturn. And, it is important to note that similar policies 
have been implemented by central banks all over the world. The key 
point is that this insurance policy or Put likely became priced into 
assets resulting in the higher valuations portrayed in the charts shown 
on the previous pages. 
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The FED significantly 
reduced interest 
rates during market 
declines associated 
with events such as 
the Savings and Loan 
Crisis, the Gulf War, 
the Asian Financial 
Crisis, Y2K, and 9/11. 
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As just one measure of increased confidence which would be a prerequisite for higher valuations, 
the following chart indicates the equity exposure of the “average investor” and you will note that 
it rose dramatically coincident with the beginning of the New Era in valuation in 1995 and has 
remained at high levels.

What Now?
It is important to point out that this policy is quite controversial. Some believe that market declines 
are healthy because they shake out financial excesses in the system. Further, there is a reasonable 
argument that the FED Put encourages reckless behavior and may lead to speculative bubbles. 

But, the more interesting question is where do we go from here? If the FED is able to fend off future 
market crises through intervention, then current stock valuations may in fact represent the “New 
Normal.” And, continued high profit margins, low interest rates, and low volatility would only 
serve to provide additional support. But, there are very real concerns regarding the ability of the 
FED to stave off a crisis given that interest rates are already very low which does not give it much 
room to maneuver. Further, the FED has only reduced its balance sheet modestly from the peak 
which begs the question as to how much additional asset purchasing or Quantitative Easing could 
occur in the face of a looming recession or other form of crisis. A final concern is that the economic 
recovery in the US since 2009 has been fairly modest by historical standards despite low interest 
rates and the FED’s large balance sheet.
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Important notes  
and dIsclosures

This White Paper is being made 

available for educational purposes only 

and should not be used for any other 

purpose. Certain information contained 

herein concerning economic trends and 

performance is based on or derived from 

information provided by independent 

third-party sources. Diversified Trust 

Company, Inc. believes that the sources 

from which such information has 

been obtained are reliable; however, it 

cannot guarantee the accuracy of such 

information and has not independently 

verified the accuracy or completeness of 

such information or the assumptions on 

which such information is based.

Opinions expressed in these materials 

are current only as of the date appearing 

herein and are subject to change without 

notice. The information herein is 

presented for illustration and discussion 

purposes only and is not intended to be, 

nor should it be construed as, investment 

advice or an offer to sell, or a solicitation 

of an offer to buy securities or any type 

of description. Nothing in these materials 

is intended to be tax or legal advice, and 

clients are urged to consult with their 

own legal advisors in this regard.

Similarly, growth around the world is underwhelming despite the fact 
that 25% of all of the world’s bonds carry negative interest rates. Will 
we ever be able to wean ourselves from stimulative policies? Could it 
be that these policies are losing their efficacy?  Perhaps fiscal stimulus 
such as infrastructure spending could step in to carry part of the load 
but our political system has been unable to come to consensus on 
such a program. In any case, given all of these concerns, can we still 
justify high valuations or are we facing a regression to the mean that 
would result in poor equity returns for a number of years?

Wall Street’s best minds are wrestling with these thorny questions 
so it would be very presumptuous of me to suggest that I have it 
figured out. But, for whatever it is worth, here’s my take. Given that 
growth around the world is quite moderate despite massive and 
unprecedented liquidity and financial stimulus, I am skeptical of the 
ability of central banks to provide much cushion in a crisis situation 
which will undoubtedly occur at some point. So, I suspect that investors 
will eventually rediscover risk and reprice securities accordingly. In 
other words, P/E ratios will come down. But, I see no need for them 
to regress to long term averages assuming that profitability remains 
high and interest rates moderate. 
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What Does All of this Mean  
For Returns?
At one end of the spectrum, some investment firms assume that P/E’s 
will regress toward the long term average which results in annualized 
equity return forecasts for the next seven to ten years of -2% or so. 
At the other extreme, if one assumes that P/E’s and margins remain 
high and that economic growth remains strong, returns in the 6-7% 
range seem attainable. However, you should note that even the 
more optimistic scenario falls well short of historical returns that 
have averaged about 9.5%. Our view falls in the middle based on the 
expectation that valuations will moderate somewhat resulting in our 
annual return forecast on U.S. stocks of 4.2%. 

What does that mean for portfolio construction?  We are maintaining 
relatively full equity allocations because bond returns are likely to be 
even more modest. Within equities, we have a tilt toward high quality 
companies and private equity. And, we have meaningful allocations 
to diversifiers whose returns should be largely independent of stock 
and bond market fluctuations. All of this is an attempt to capture a 
reasonable percentage of any potential upside in the equity market 
while also cushioning the portfolio against the downside. As befits our 
name, diversification and balance are the order of the day.


