
 

 

Big picture thinking  
Although we focus predominantly on bottom-up stock selection, we recognise that being enveloped in the detail could, 

at times, result in missing the bigger picture - a case of not seeing the wood for the trees. Consequently, we regularly 

look at markets from a distance with a focus on earnings, valuations, interest rates and inflation – the long-term drivers 

of returns. We also spend time on animal spirits – the market's fear and greed elements. 

 

With this in mind, the S&P has been a focal point, especially since the significant run it has enjoyed after the American 

election in November 2016. We have set out our approach in the graphs and explanations below. 

 

Earnings and Price 

As a stock price should reflect the net present value of earnings/cash flow, the best place to start is with the basics, in 

this case being S&P earnings, which we have traced back to the 1950s. Figure 1 shows the annualised five-year rolling 

earnings from the S&P and compares the earnings to the index’s annualised price returns. 

 
Bar a few exceptions (1975/1976 and 1985/1986), there is a very close relationship between the performance of the 

S&P and the earnings from its constituent companies. Historically, any retreat in earnings has led to a similar retreat 

in the performance of the index. Earnings on the S&P have grown at 3% annualised over the last five years, yet the 

market remains on a five-year annualised return of about 11%. 

 

 

 

Either earnings need to rise to match the market’s return or the market needs to retreat to be in line with earnings 

growth. 
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Figure 1. S&P 500 5 year earnings growth vs price (1958-2008); (Source Northstar, Bloomberg) 
 



 

 

Earnings, inflation and the price performance from the S&P  

Figure 2 looks at the price performance of the S&P index relative to the earnings yield of the S&P, from which we 

subtract US inflation. This gives us a real earnings yield (i.e. a yield adjusted for inflation). Currently, the real earnings 

yield is extremely low, at 1.9% against a long-term average of 3.1%, with highs of 9% and lows of -2%. 
 

A real earnings yield is an investor's compensation for holding an asset. When this yield is very low the investor will 

either remain invested in anticipation of future earnings, or, if the view is that earnings or profits will not materialise, 

sell the investment to find a higher real yield elsewhere. The graph shows that investors have historically exited 

equities when real yields reached levels that were considered inadequate compensation for the inherent risk – this 

occurred in 1969, 1973, 1987, 1991, 2000 & 2008.  There were exceptions to this rule, but the incidences of selling on 

low yields is evident.  
 

Animal spirits – volatility and market drawdowns: 

S&P drawdowns – 1949 to 2017 

There is an old Wall Street adage that refers to stock markets ‘climbing a wall of worry'.  These days it is more 

commonly used in the context of bears ‘climbing a wall of worry’. The idea is that sitting on the side-lines of stock 

markets can be agonising for investors waiting for entry points. This is because markets often rise even when all 

evidence suggests that they should not. This is relevant because the S&P has enjoyed phenomenal returns since 2008, 

and many bears must be feeling stale and asking themselves whether it is time to capitulate and climb in?  

 

Our graph on drawdowns (Figure 3, over the page) depicts blue circles, each representing a correction experienced by 

the S&P from a previous high reached by the index. There is no obvious pattern to the corrections, certain decades 

experience numerous mini market falls, while in other periods drawdowns are fewer, but severe. What is interesting 

is that for the period 2009 to current, there have been no significant retracements in the S&P. This is the first time 

since 1949 that the S&P has avoided a correction exceeding 10% over a ten-year period.  
 

We appreciate that the current period to 2019 still has two years to go. Four of the periods under review have 

experienced market pull-backs exceeding 20%. No matter how the data is digested, the current period is quite unique 

with regards to the lack of ugly market events. 
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Figure 2. S&P 500 vs Real earnings (1954-present); (source: Northstar, Bloomberg) 



 

 

Low levels of market variability in terms of returns  

The five-year standard deviation of returns for the S&P has reached the third lowest level since 1949 (Figure 4 over 

the page). What does this mean? Standard deviation measures the spread of outcomes away from an average. 

A high standard deviation means a high variability of outcomes, whereas a low standard deviation implies that most 

outcomes are close to the average. The S&P’s current standard deviation of 10% implies that annualised returns for 

the past five years have varied by only 10% up or down from the average. This is significantly lower than the usual 

standard deviation on the US market.  

The message is that over the past five years the market has been producing returns that are less variable than has 

been the case historically, and also less variable than investors are accustomed to.      

 

This time is not different 
At Northstar we do not believe in the concept that ‘this time is different’. Instead we embrace mean reversion and 
view stock markets as having embedded memory, which results in a return to the equilibrium. With this in mind, we 
are increasingly cautious on US markets. 

 
From our analysis above, we can say the following: Due to the low yield on the S&P, either earnings need to rise, 

inflation needs to fall or both need to move favourably. Market volatility is extremely low and abnormal and, in time, 

this has to escalate. The S&P has not experienced a serious drawdown or correction since 2009, while markets do rise 

over time - they do not rise all the time. An inevitable correction would form part of normal market dynamics.  

on the US market.  

We are confident that the detailed research we conduct on every company ensures a large margin of safety exists in 

our chosen company stock prices. We do not believe that the same applies to the majority of companies that constitute 

the S&P. This adds significant risk to investors blindly diving into the many index ETFs being offered on the market. 

We believe great stock pickers will again begin to outperform index-focused products. 
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Figure 3.  S&P Drawdowns (1949-present); (source: Northstar, Bloomberg) 
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Figure 4.  S&P 500 standard deviation (1949 - present); (source: Northstar, Bloomberg) 


