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QUESTIONS From Clients
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Rates (& Weights) of Investment Return (Part 2)

B

EACON’S SERVICE-BRIEF Rates (& Weights) of Investment Return (August 2016) compared/contrasted major asset class
historic and projected returns. Summing up, the next several years likely will be less bountiful to investors in stocks and
bonds than the long-term past, while volatility won’t be meaningfully lower (see p2). This prompted clients’ questions, including
why does BEACON use a 3 to 4% lower annual return projection for U.S. and international stocks than long term averages?
There are but 2 components of a stock’s return—income from dividends, and capital appreciation from price increases (or
decreases as is sometimes the case). The price component has two drivers: the earnings growth of the company and the earnings
multiple investors are willing to pay for that growth—the P/E ratio. As an example consider the “glorious period” from 19801998 (just before the Tech crash), the S&P 500 Index grew by 17.7% annually, with the following breakdown:
3.7%
Dividend Yield

5.0%
Corporate Earnings Growth

8.2%
P/E Multiple Expansion

= 17.7%
(not additive per compounding)

The largest component, P/E multiple expansion, derived largely from the declining interest rates over 1980 to 1998—P/E’s are
not infinitely expandable (i.e. trees don’t grow to the sky). Corporate earnings growth for the stock market ultimately cannot
grow faster than the economy as measured by GDP (gross domestic product). We know the U.S. economy is growing, but at
what some call a Plow Horse pace of around 2% annually. Economic growth estimates are not much better in Europe, Japan and
the rest of the developed world. In the developing and frontier economies, economic growth is flat due to the crash in
commodity prices and US$ strength, among other things. The consensus about future economic growth is better than today’s
Plow Horse, but less robust than the past. Finally, today’s dividend yield on the S&P 500 Index is but 2% v. the 3.7% above (or
3.5% long-term average). Unlike the “glorious period” of the 1980’s and 1990’s, today global interest rates are at historic lows
and poised to rise over time so there are no brave souls projecting meaningful P/E multiple expansion. Thus, it’s projected the
next several years (5-10 or so) global stock returns may consist only of dividends and earnings growth, with slightly faster
economic growth from the world’s developing and frontier investment markets. Our clients’ Financial Goal Plans must factor in
this prospect. As always, BEACON
2.0%
4.0% to 7.0%
= 6.0% to 9.0%
welcomes your comments and questions.
Dividend Yield
Corporate Earnings Growth
(excluding compounding)
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