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The S&P 500 is now trading at 17.7x consensus estimated earnings for the next  

12 months. That is the highest valuation for the S&P since 2002, over 14 years 

ago. But should we care? In this edition of the weekly we will slice and dice 

market valuations and share some insight on the impact of future returns. 

Valuations & Future Returns 

Allow me to use some simple math to mislead you. We looked at the Price-to-

earnings ratio (PE) of the S&P 500 going back to 1935 and broke down the future 

one-year price move in the index depending on various ranges of PE ratios. When 

the PE ratio was below 17x the average market return was 11%, yet when the PE 

ratio was over 17x the average return was 6%. That may sound like valuations 

matter but we are hiding a lot of data and results in those averages.  For instance, 

in 1997 when the PE was 19x, the market went 46% higher over the next year. 

Clearly selling due to valuations on that day would have been a poor idea.  But 

valuations do seem to matter. 

 

The table above breaks down all the valuations into four groups or ranges of PE, 

each with approximately the same number of instances. Looking at the average 

12-month subsequent return, the two low valuation groups have a 12% average 

while the High valuation group saw lower returns at 8% and Very High has a 

dismal 2%. Again these are averages but adds further support that valuations 

matter. Yet even in the Very High valuation bucket, the market did go higher 54% 

of the time. The bar chart on the right shows the data a little differently.  These are 

return distributions for each valuation bucket. When valuations are low and very 

low, the orange bars are bigger. That is a good thing.  When valuations are very 

high, orange bars which represent a return over 15%, are less frequent. 

Valuations do matter for future return expectations, but it is anything but cut and 

dry. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Valuations PE levels Occurrences Average Median Min Max % positive

Very Low 0.0 10.5 82 12% 11% -20% 53% 72%

Low 10.6 15.3 82 12% 13% -41% 76% 76%

High 15.3 17.6 82 8% 9% -53% 47% 72%

Very High 17.6 79 2% 4% -40% 46% 54%
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Digging Deeper 

Aggregate index valuations are one thing, but as we know you can hide or miss a 

lot of information with averages. To get a better understanding of valuations, we 

looked back over the past three years at both the sector and individual company 

level.  

In the U.S. eight out of eleven GICS sectors are currently trading above their 

three-year average forward P/E ratio (top table). Energy, Health Care and 

Telecom sectors are currently the only ones that are trading below their three-

year average. We should put an asterisk next to Energy however. The rough 

patch for oil prices the past couple of years suppressed company earnings which 

resulted in P/E ratios spiking higher, hitting a high of 146. This in turn has driven 

up the average making the lookback for this sector in particular a little irrelevant. 

The same can’t be said for the Health Care and Telecom sectors, which make the 

current discount to historical averages interesting. When markets are stretched as 

they are, lower valuations can add a nice margin of safety.  

Not surprisingly, the sectors (Industrials and Technology) with the most optimism 

surrounding it are also the most expensive. Interestingly Financials, despite their 

impressive rally over the past three months are only trading slightly more 

expensive than average. There may be room to run with these stocks.  

In Canada, generally speaking valuations across the various sectors are actually 

a little more reasonable (2nd table). Interestingly only three sectors are trading 

above their three year averages. Though, as mentioned above Energy and also 

Materials in our case should have a special asterisk next to them. Canadian 

Financials are the most stretched, currently trading at 13.5x forward earnings, 1.4 

standard deviations above their three year average. The Utilities sector is trading 

at the largest discount at 18.2x forward earnings. Though for a slow growing 

Utilities, this valuation is still tough to stomach.  

At a company level, the large majority are trading fairly close to their three-year 

average. 70% of companies listed on the S&P TSX have valuations within +/-1 

standard deviation (bottom chart). We do see a skew towards higher valuations 

with over 20% of companies trading above one standard deviation above average 

and 8% trading below one standard deviation.  

So what does it mean? Well the stock slump from a year ago is now a far off 

distant memory. In aggregate, investors are now paying the most for a dollar of 

earnings in over a decade. Yet we would not call the current valuation level 

extreme but certainly not cheap.  It is interesting that once you start digging 

deeper at the sector and company levels, there are areas of cheaper valuations.  

 

 

 

 

 

 

 

 

 

Charts are sourced to Bloomberg unless otherwise noted. 

S&P 500 Sector Valuations

Current 

P/E

3M 

Change

3-year 

Average 

P/E

Std. Dev. 

from 

Mean

Energy 30.2 -2.3 48.1 -0.4

Materials 18.3 0.9 17.8 0.5

Industrials 18.7 0.6 16.8 2.1

Consumer Staples 19.2 0.4 19.1 0.1

Consumer Discretionary 20.7 1.0 20.1 0.6

Health Care 15.7 0.8 16.9 -1.0

Financials 14.5 0.4 14.2 0.5

Technology 18.1 0.9 16.6 1.8

Telecom 13.6 -0.4 13.6 0.0

Utilities 17.4 0.2 16.7 0.8

Real Estate 40.5 2.2 38.1 0.6

S&P/TSX Sector Valuations

Current 

P/E

3M 

Change

3-year 

Average 

P/E

Std. Dev. 

from 

Mean

Energy 28.0 -2.2 91.4 -0.7

Materials 24.3 3.5 27.7 -0.6

Industrials 18.6 0.9 17.2 0.7

Consumer Staples 14.4 0.7 15.3 -0.8

Consumer Discretionary 18.7 0.4 19.1 -0.4

Health Care 6.5 0.8 12.4 -1.0

Financials 13.5 0.5 12.5 1.4

Technology 19.5 0.5 20.5 -0.4

Telecom 17.1 0.7 16.4 0.8

Utilities 18.2 0.1 21.3 -1.8

Real Estate 15.4 0.3 16.3 -0.2
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This material is provided for general information and is not to be construed as an offer or solicitation for the sale or purchase of securities 

mentioned herein. Past performance may not be repeated. Every effort has been made to compile this material from reliable sources however 

no warranty can be made as to its accuracy or completeness. Before acting on any of the above, please seek individual financial advice based 

on your personal circumstances. However, neither the author nor Richardson GMP Limited makes any representation or warranty, expressed or 

implied, in respect thereof, or takes any responsibility for any errors or omissions which may be contained herein or accepts any liability 

whatsoever for any loss arising from any use or reliance on this report or its contents. Richardson GMP Limited is a member of Canadian 

Investor Protection Fund. Richardson is a trade-mark of James Richardson & Sons, Limited. GMP is a registered trade-mark of GMP Securities 

L.P. Both used under license by Richardson GMP Limited. 


