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Prepared by J. Tyler Haberling, CFP® 

In my almost 30 years of investment experience coupled with accounting and finance degrees and two 

professional certificates from the Wharton School at the University of Pennsylvania there was not much 

discussion on stock market return projections. I find this odd since Modern Portfolio Theory requires an estimate 

of return for each asset class in order to develop a portfolio. In my education there was a great deal of emphasis 

placed on determining a security’s relative attractiveness. Was it cheap or expensive? There was little emphasis 

about taking the valuation to a projected return. For example, during Greenspan’s chairmanship he used a 

capitalization of earnings to determine the market’s valuation. He would take the current earnings of the S&P 500 

and capitalize it by the ten year treasury. For example, if earnings were $70 and the ten year treasury was at 5%, 

he felt the market was fully valued if it was priced at 1400 ($70/5%). But, what does a price of 1400 tell us as it 

relates to future returns?  
 

My search for the answer to this question led me to John Hussman, Crestmont Research and GMO LLC. GMO 

and Hussman are portfolio managers, and Crestmont Research is a research organization. All three of them utilize 

a Total Return math equation to explain historical returns and project future returns. This paper will discuss three 

primary topics. First, it will illustrate how Attribution Analysis and the Total Return math equation help explain 

past returns.  Second, we will examine how accurate the Total Return math equation is in projecting future 

returns. Third, we examine what is the likely scenario for stock market returns in the future.  

 

ATTRIBUTION ANALYSIS 

Chart 1 illustrates the annual compounded return for stocks during the last 6 decades. The returns vary 

considerably in each decade. Some are very attractive and others are downright disappointing. The question is 

why were the returns so different? The answer can be explained in a financial analysis called attribution. It is a 

process of determining where the return derived. Attribution uses the building blocks of equity returns to tell us 

where the return was generated. For example, was return generated by dividends, earnings growth, price change, 

or in some combination? To understand attribution we need to understand the equation of Total Return.  

 

Chart 1 – S&P Returns per Decade 
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WHAT IS THE EQUATION FOR TOTAL RETURN? 

To calculate Total Return, all components that contribute to return need to be captured in the equation. There are 

three attributes of return. The first is income. Income can be interest, rents or dividends. The second component is 

the growth rate of the investment’s earnings or income. For example, if an investor owns a commercial property 

and the lease has an annual escalation clause this increases the rent each year. This in turn increases the rate of 

return. The final component is to take into consideration the change in price of the asset from the date of purchase 

to the sale date. Obviously, if something is sold for more than it was purchased for this has increased the return 

and vice versa. By combining these three components we can either calculate, project or explain return. Let’s 

see how this works. 

 
 

In the decade of 1950 stocks averaged 19.35% as shown in CHART I. The return was created by: 

Income (The market’s dividend yield of 7%)  

       + 

Growth of Earnings (Corporate earnings grew 4% during this decade) 

       + 

Price Change (At the end of 1959 stocks sold for 17 times earnings or a P/E ratio of 17. In 1950 they sold for 7. If you buy at 

7 and sell at 17 you will have a gain. The total percentage gain was 143% and discounted over the 10 year period creates a 

change in price of 9% per year.) 

TOTAL RETURN = 7% Income+ 4% Growth of Earnings+ 9% Price Change=20% estimate, vs. 19.35% actual 

 
 
 

In the decade of 2000 stocks averaged -.95% as shown in CHART I. The return was created by: 

Income (The market’s dividend yield of 1%)  

        + 

Growth of Earnings (Corporate earnings grew at a 1% rate) 

        + 

Price Change (At the end of 2009 stocks sold for 21 times earnings or a Price to Earnings ratio of 21. In 2000 the P/E ratio 

was 29. If you invest at 29 and sell at 21 you incur a loss. The total percentage loss was about -28% and discounted over the 

10 year period this creates a change in price of -3% per year.) 

TOTAL RETURN = 1% Income+1% Earnings Growth Rate-3% Price Change=1% estimate, vs. -.95% actual 

 
 

 

 

 

IS THIS METHOD ACCURATE IN PROJECTING RETURNS? 

Any method that claims to be a good tool at projecting returns should be held to a simple test by comparing the 

projected returns to actual returns.  John Hussman, GMO and Crestmont Research each use the Total Return 

equation to project future returns in the S&P 500. They start by taking the current dividend yield of the S&P 500 

(this is the income component), an earnings growth rate of 4-6% (this has been the historical nominal growth of 

earnings and GDP for the last 75 years) and a comparison of the projected ending P/E ratio to the known current 

P/E ratio. In the case of Hussman he uses an ending P/E ratio of 13 for his projection. (According to Hussman this 

has been the approximate average market P/E ratio for the last 75 years using the forward earnings ratio method.) 

 Chart 2 compares the actual vs. projected return of the S&P 500 over a 10 year rolling period. Compare the 

blue line (projected market returns) to the red line (actual returns). I think you will find it highly correlated.  

If past returns can be explained by the components of Total Return can 
future returns be forecasted using the same method?  Let’s see. 
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Chart 2 – 10 Year Rolling Projected Returns vs. Actual Returns 1940 to 2010 
© Copyright 2012 Hussman Funds 

 
 

Based upon the strong correlation of the red and blue lines, I believe the Total Return equation can reasonably 

project future asset class returns if we use at least a 7-10 year time horizon. Anything shorter than 7 years is not as 

correlated. For brevity I have not illustrated this last statement. I will save this for a later subject. Understanding 

the inputs that make up the three components of Total Return is crucial to analyzing the future. Let’s revisit the 

components. The first component is income. This is easily calculated by taking the current dividend yield of the 

market or income yield of the asset class that is being projected. The second component is earnings growth. Over 

the last 75 years the economy and earnings of the S&P 500 has approximated 4-6%. With our economy growing 

at a much slower rate today one may want to use a smaller growth rate to project returns over the next 7-10 years. 

The last component is price change. To calculate the return component of price change we compare the ending 

P/E ratio to the beginning P/E ratio. The beginning P/E ratio is known at the time of the investment while the 

ending P/E is an estimate. For the above chart a P/E of 13 is used as the estimated ending P/E.   

What does this chart illustrate? 
This chart plots the projected returns (blue line) and actual returns (red line) of the S&P 
500 for every rolling 10 year period from 1940-2012. For example, the first plot is Dec of 
1939 to Dec of 1949. The next plot is Jan 1940 to Jan 1950 and so on. This method 
provides 12 rolling 10 year periods for every calendar year thus giving us an abundance of 
samples. The time period of 1940 to 2002 provides us with 744 samples. In the science of 
statistics, we want more vs. fewer samples to confirm our assumption. 
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WHAT DO P/E RATIOS TELL US ABOUT FUTURE RETURNS? 

Chart 3 illustrates how the price of an asset impacts future returns. This chart is provided by Crestmont Research. 

The data goes back to 1909. The orange line is the beginning P/E ratio at the start of a 10 year period.  The green 

bars are the return ten years later. Note the relationship of high P/E ratios (16 or above) and low returns.  You can 

also see that historically low P/E ratios in general provide high rates of return ten years later. 

 

Note: The P/E ratio used in this chart is slightly different than the one used by Hussman’s charts. The P/E ratio in 

the Crestmont chart is the Shiller smoothed P/E ratio. Dr. Shiller from Yale pioneered the idea of averaging the 

last 10 years of earnings instead of using the previous 12 months. The value of this method is that it eliminates 

some of the distortions that one year events can have on business earnings.  For example, in 2008 and 2009 

corporate earnings plunged from $80 for the S&P 500 index to less than $30.  

 
Chart 3 – P/E Ratios since 1909 compared to following 10 year market return 

 

 

WHAT IS THE MATH TELLING US TODAY? 

On the next page is Table 1 illustrating multiple scenarios using the Total Return math equation.  Look at 

scenarios 1-5. All of these scenarios use the same income component of dividend yield at 1.8% and the same 

current P/E of 14.2. These numbers are current as of 9/30/12. Each scenario uses varying earnings growth rates 

and varying future or ending P/E ratios. The projected return for the S&P 500 using these assumptions project 

returns of 3.92% to 10.20% over the next 10 years. Which scenario do we feel is more likely?  We feel the first 

two are the most likely scenarios because the economy is not on track to generate earnings growth of 5-6%. 

We also believe that the current P/E ratio of 14.2 is artificially low because corporate profits margins are at some 

of the highest levels over the last 50 years. (See Chart 4-Current profit margins are 10% while the historical 

average is 6%-7%). High profit margins generate abnormally high short term earnings that are not sustainable. 
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To answer this let’s do the math. Dividend yields could increase. However, this is unlikely because even if 

corporations chose to double their dividend in the short run it would only change our return by 1.8% per year. 

This certainly won’t get us to 10% returns. Corporate earnings could get back to 6% growth rates as illustrated in 

scenario 3 and 5. However, in scenario 3 even with normal growth rates the Total Return for the market is still 

below 7%. In scenario 5, future P/E ratios would need to increase from the historical level of 13 to 18 in order to 

get to 10% returns.  We don’t think it is wise to project P/E ratios ending above the average or mean in the future. 

A more likely reason for stocks to trend to 10% returns is illustrated in scenario 6.  If the market were to decline 

in value by a third, current P/E ratios would decline to 9.57 (Current P/E of 14.2 multiplied by .67%). If current 

P/E ratios were 9.57 and increased to the average of 13 in ten years this would contribute an annualized 3% to 

return (Price Change). Next, if the market declined by 33% and corporate dividends remained unchanged this 

would increase the income yield from 1.8% to 2.8%.  So if we add our income of 2.8% and the annualized change 

in price of 3% we are at 5.8% before earnings growth. As illustrated in scenario 6, if we assume economic growth 

of 4% we start to get close to 10% returns (9.91%). In summary a combination of a stock market decline and 

increased economic growth are the most logical scenarios for the stock market to trend to 10% returns. 

 
 

Table 1 – Scenarios 

Scenario 

Income        

(Div 

Yield) 

Growth of 

Earnings 

*Price 

Change 

Annually 

Future PE       

Current PE 

**Projected 

10 Year 

Return 

1 1.80% 3.00% -0.88% 13/14.2 3.92% 

2 1.80% 4.00% -0.88% 13/14.2 4.92% 

3 1.80% 6.00% -0.88% 13/14.2 6.92% 

4 1.80% 4.00% 1.20% 16/14.2 7.00% 

5 1.80% 6.00% 2.40% 18/14.2 10.20% 

6 2.80% 4.00% 3.11% 13/9.57 9.91% 
 
 
 
*The return from Price Change is a function of comparing the Future P/E ratio to the current P/E ratio. For example, in 

scenario 4 the future P/E ratio is assumed to be 16 while the current is 14.2. This creates a 12.7% total price change over the 

10 year projection period {(16/14.2)-1=12.7%}. The gross price change needs to be discounted over the 10 years to provide 

us the annual change of 1.20%. The math equation is (Future P/E divided by Current P/E)^1/number of years-1 OR the 

simpler method non-compounded method is (Future P/E-Current P/E)/Current P/E  

                      Number of Years (eg.10) 

 

** The Projected 10 Year Return is the sum of Income + Growth + Price Change 

 

 

 
 
 
 

 

The question investors should ask is what needs to happen in the economy and 
market in order for stocks to trend back to their historical level of 10% returns? 
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Chart 4 – Corporate Profit Margins 

 
 

 

In closing, Haberling Financial Group attempts to quantify the return opportunities in the asset classes we want 

our clients to own. We project returns for large, medium and small domestic equity asset classes along with 

international equities. We do the same for REITs and other forms of real estate investments. The simple notion 

that asset allocation decisions should be made by using historical returns is misguided in our opinion. Our 

quantification isn’t able to predict short term trends but it is a viable method in determining which asset classes 

have low return and high risk characteristics and vice versa. Currently, the Federal Reserve’s pressure on 

maintaining zero short term interest rates and historically low long term rates has helped inflate the price of 

stocks, long term bonds and real estate to unsustainable levels in our opinion. This is why we remain cautious and 

have made capital preservation our focus until valuations and returns become attractive. We hope that you find 

this detailed explanation helpful in understanding our investment process. 
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This memorandum expresses the views of the author as of the date indicated and such views are subject to change without 
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is being made available for educational purposes only and should not be used for any other purpose. The information 

contained herein does not constitute and should not be construed as an offering of advisory services or an offer to sell or 

solicit and securities or related financial instruments in any jurisdiction. Certain information contained herein concerning 

economic trends and performance is based on or derived from information provided by independent third-party sources. 

Haberling Financial Group Inc. believes that the sources from which such information has be 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. This memorandum, included 

the information contained herein, may not be coped, reproduced, republished, or posted in any form without the prior 

written consent of Haberling Financial Group. © Copyright 2012 Haberling Financial Group. All rights reserved. All 

content provided by Crestmont Research, Hussman Funds, and GMO has been used with express permission and 

attribution 


