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Cinderella, who hasn’t heard her story? Cinderella also 
exists on Wall Street, and the story consists of low inter-
est rates, strong corporate earnings, slow growth, lots of 
government liquidity, and low inflation. These are all 
the ingredients necessary for the stock market to contin-

ue to make new highs, and appear to have exceeded a 
level that seems rational. The problem is not that it has 
happened. The problem is that it has to happen again. 
First, let us take a trip back in time to December 2007. 

In 2007, the S&P 500 was at 1480 and earnings were at 
$89. The 10-year Treasury bond had a yield of 3.94%, 
and inflation was 2.85%. The market had just recovered 
to a new high last reached in 2000. Given this reality, 
your job is to predict the next 10 years. Let us throw in 
that we are in the process of entering the worst recession 
in over 50 years. What will it take for you to correctly 
predict that the stock market will rise by 80%, while 
earnings only increase by 40%? Our current low interest 
rate environment is what allows stocks to be valued 
higher. It allows Cinderella to have her party. However, 
as they say, it is what are you going to do for me tomor-

row that counts. 

The first chart shows what is likely to happen to returns 
over the next ten years when you start at high valuations 
like we currently have. When the S&P 500 is 21 times 
earnings, it makes it very difficult to have any kind of 
positive returns over ten years. The rational is pretty 
simple, everything has to go right; continued low infla-
tion, low interest rates, strong earnings growth, and a 

somewhat slow growth economy. To predict that all 
these favorable factors will be in place ten years from 

now is a challenge. Which is why historically it has been 
hard to achieve good returns starting at higher valua-
tions. What is much harder to predict is the next year. 

The next chart shows the stock market’s one-year for-
ward returns. As you can see, the stock market can still 
have a good year regardless of how expensive it current-
ly is. Momentum is a wonderful thing.  

This would all be less worrisome is if it wasn’t for the 
last chart. Earnings have risen above the trendline, and it 
is virtually impossible for them to stay above the trend 
long-term, because the economy is made up of corporate 
earnings. This would, by definition, have to mess up 
Cinderella’s party at some point. 

The conclusion to this is not that the stock market is 
heading for an imminent collapse. Nobody guessed right 
ten years ago, and nobody will guess the next few years. 
It is impossible to guess when the economy’s clock will 
strike midnight, it is just too complicated. It does be-
come easier to predict the next ten years. You have to be 

more cautious, or depend on Cinderella to find another 
party to attend. In the story, she only went to one, but it 
did ultimately end well. (Call or email if you would like  
larger charts)  Happy Holidays 
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