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3R, TN ] Ay BRI AT B T A B S
B T HRA B TS0 7 s 50 o N Ix — )
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% ETF SRR N EE . bR, SRERCA T
1) 5 52 B 21 19944 A4 Ml 9 N A 57 2K 50045 5
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AW RABER GEA AN A5 R e SRS
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Fona] (EEMLAR . EEMEAR. ZnE
RRA~AL BRENL AR HIEEAT) v
AITAEAT IR B AT — AR (HYY
PEBEAN AR SRENGLERE I MHRAF
CGREBL A A 5 REBIZ AR #1T201H4280
FRER T RAL. L NAFERZ, AKX
" GRS BRI A T B T H R (0
PSR A AL L 5D, RA—FKAH
(REBZEATD B HEH. FHZXI2FK A
(LR20124E R TIAE HE) BUEEATE L

SEEA I A FE1923EH LN E E A H
(Best Food) , 19584 X 544 4 K/ ik i 1.
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—REFRH W RFFR AT, OO 7
AR BRRERE KRB . 19944F, SEH
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B2 2T A 7 SR EEE Tk A A
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A Z O JCHEIE N Y T ARSI A Bl i 20 5% 44
Ea
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AR B AR A H Sk 1 A m R AR S, T
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EAZ EFRKER (1957~20124F)

P97 PRAES H AT 9% AR B AR $R £ b B R
BsE3ain T, 1 H e AR e F T K
F, AHBEIR AR R IR N 20% B 2 11%, 1M
H11.6% e 2 2R 1 90 55 i T A ZR 50055 44
Gt ir B, AL ZMIS0E R, FEAMT LR
Aoy Tk AT R B B R 10%. IX R IR
%, HBEEEFEAMTIAL 0% Bk T 47k
AFIIRI, SITA SRR TR
sl 2 SRR S S Ik, FEE
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K8-151H T 19579 FrifE 1 /R 500F8 20 itk
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1 (il 2, g 12
2 AR AT 1276 15
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5 L TN BN 12.28 2
5 120 10
i IBM 11.57 1
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: 1126 1t
10 n:hﬁ;n; 1103 2
o XERRELE 0% I
12 EORA 975 7
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14 FRYFESAR .04 Iy
15 AR 742 4
16 IW;M Rl 6.00 19
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18 \ 44 17
19 A an 3
0 (fhE A 18
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TERRERS 7R 50048 20 B W] 1120 K B3 e

i, RINERGFHAFE 2R =AM AR (Royal
Dutch Petroleum) , %A F AL T2, 2002
G, MRS R AR GRS A TR, B
ff Z A A WA B S S
FEALFEFHIMAT (Socony Mobil Oil) , %A
H1E 1966445 31 T “Socony” X —FKIF (Soconyft:
RALBRUE AT , FFT1999FE 5B WA A
G HEA S = EE A AR (Gulf Ooil)
HEA S5 /S bRHEA A7) (Standard  Oil  of
California) PAAHES 55 )\ B4 oo 5% 00 A i1 2 )

(Texas Co, Texaco) F&E IS b a4
/AF] (ChevronTexaco) , WM FEEH AT WSt
HEA F IR A F 2R E 7 A A F (Shell

OiD) , 1A FITE 19854 5 5 A % 41 T A\ U

W, CATERRAEE RIa iz o, a1
A A HEEVIbRMEA AR (Standard Oil of New
Jersey) , ZAFIIEI972FE T L N AR AF,

HAl 2R E R KA R, HE3ERAF )R
Pialo M BTHES 5 LI B S e G bR AE A T 2 7
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2vw] (BP Amoco) A3, HEA S T HIFERIE A
/yA] (Phillips Petroleum) 7E20024E 5 KFEA A
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FRUEEE/RS00FE H R AL E e KA R GRS
6%) , 20134, IBM2 {9k HifE i m 105K
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FERAIHI20K K AR, A 10K A 7] R
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FERKEIAT . ATy 50 7] E 4B
A2 JE, SR AR A ]S SR E R R A E]
BURE YA — A F k.

EXWE AT HCE L ER, #BE20134,
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WA FEET 19014, 1ZAF HI10FKMNEL A F
GOk, £ SERAEE RNE S BRI ER
1T &It 2Ja, FEMEA T RN 35— 54
EAE 10T AR, 2T EE2/31Th
Yo N HE TS REIR A, EEEEA
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BRI R, %A R LE20034F I T EE /K E10
ft350, HSEfE— ML Z R Y . K
JTEREA 2 F, FEENGRA T KELE, DE
SR FE 2 KR A F], LR T RIS IR EE
kAT (Mittal Steel USA) , 1 K3 /R 3 H AN
BN FIHE 5 HABAN R A =] 1 55 4 o BT H . i
W T ARFIEAR R A R I = 5 7, R A TE19574F
B LE bR AE /R S00F8 EH HE44 1847 o

TE195 TN ANFRAEL /RS00FR F0 T, 3&
[ IR G A F R R E BRI A R, kX —
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I EIE 112103570, X —i{EAE20124E H i
HEEARAERS /R SO00FRE 1 R 21X o [RIH ZE kb
A7, 3 E B HEIE A A DUR KIS (Ma
Bell) , JFF 198444 73 7 A7 T AN/ IUR A
A]” (Baby Bell) , BCAHLIXIZER. HaoHf)E
1) 5% [ L FRL TS A m] g L 1 — AN DUR 2 7 -
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W, s AR — R BT, SEEEHRE
T2 7] T-20074F 558 [71 21 52 [ i 52 T R 20 41X
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LG F) 7R S S H (1 AP 3 2 R A T8 2
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HA, FERCARERE KR ERER . REE
RIS R — OB, (HE AR ™= /T BT
FIES L DelphiaA @] . 75/ A F (Raytheon)
NHTFHIE R4/~ (Electronic Data Systems)
I —E M E, BI1957T4LLK, WHERE AR
R I R BN TR, R s 2 A 3.71%
PP TR 2 AT I A W) A UAC A 1 LR P — 2, %A
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I, M oNtt R AR R —. TR
PR I S BON TS A e B AR, FHESh AR
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Bernanke, a Republican, did not relich bailing out these financial firms. At a town
hall meeting in Kansas City in July 2009, he stated, “I was not going to be the Federal
Keserve Chairman who presided aver the second Great Depression. | had to hold
my nose ... I'm as disgusted as you are [when I had to bail out these financial com-
panies],” Reported by the Associated Press, Menday, July 27, 2009, “Bernanke Had
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1. The deefine would be greater if quartely data were available, Quarterly GDP was
notavalable unil 194

1. Joseph Swanson and Samel Willamson, “Estimates of Nationsl Product and
Income for the United States Econom; 1919-1%41," Exploratins n Economic Histony
val. 10,0, 1 (1972); and Enrigue Martinez-Carcia and Janet Koech, *A Historica

Look af the Labor Market During Recessions," Federal Reserve Bank of Dells,
Econamic elfr, vol. 5, ne. 1 (January 2010)

). That decine occurre between July 2008 and December 2008 a5 il prices plum-
meted.

4, Thiss caoulated from the 27 percent pice-evel dechne (/.73 noted above

5. There were other factors moderating the ol in GO during the Creat Contraction
that iene absent during the Gt Depresion: Ehe exisence of FDIC depost insu-
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17.
18.

19.

21.

ance; genetous unemployment compensation; the automatic reduction of tax rev-
enues as income and asset prices fell, which cushioned the decline in disposable
income: and the expansion of federal government spending.

. From Table A-1, in Milton Friedman and Anna Schwarle, A Monetary History of the

United States, 1867-1960, Princeton, NJ: Princeton University Press, 1963.

. In real terms, the 1974 and 2008 stock market declines were almost identical due to

the far greater inflation that occurred in the 1973-1974 episode.

. On the morning of October 20, the VIX (computed using slightly different index

options) hit almost 170, Since then, the YIX reached 50 in 1997 during the Asian
monetary crisis, in 1998 when Long Term Capital Management collapsed, in 2001
immediately following the 9/11 terrorist strikes, and at the bottom of the previous
bear market in 2002. See Chapter 12 for more details.

See Chapters 16 ard 19 for a more detailed analysis of market volatility and the
events that caused it.

. Indollar terms, all markets fell by at least 50 percent. llaly, Finland, Belgium, Russia,

Greece, and Austria fell by at least 70 percent, and Ireland fell by more than B0 per-
cent. After rallying from their March 2009 lows, a number of European markets fell
to new lows during the eurc crisis, including Italy, Portugal, Spain, and Greece. The
Athens Stock Exchange Index fell 92.7 percent fram its high in September 1999 to
June 2012.

The JPMorgan Index of emerging market currencies fell about 19 percent relative to
the dollar from October 2007 through March 2009. On average. in local currencies,
emerging markets fell about 53 percent, approximately the same as developed
markets.

General Growth Properties. containing some of the highest-quality malls in the
United States, fell from over $20 a share when Lehman went under to less than 20
cents as creditors demanded repayment of loans extended.

. The more speculative Morgan Stanley Dot Com Index fell 96 percent from January

2000 through March 2002,

. By September 2012, two and one-half years after the bear market bottom, these

stocks were still down 89 percent, 95 percent, and 98 percent, respectively; from their
hi

ighs.
. Banks that largely avoided the financial crisis. such as Wells Fargo, which had lost

up 10 80 percent of its equity value at the bottom of the bear market, and [PMorgan,
which has lost over 70%, both rebounded to new highs in 2013.

. Because of the decline in the price level in the Great Depression, the decline in rea!

earnings was even less severe in the 1930s. See Chapter 10 far more discussion.

See Chapter 11 for a more complete explanation.

According to the Case-Shiller indexes, real estate prices peaked in May 2006 and
had already fallen about 8 percent by the time that the stock market peaked in
October 2007, Residential real estate prices peaked in May 2006.

MIT Center for Real Estate prices, all commercial index.

Atif Mian and Amir Sufi, “Household Leverage and the Recession of 200709, IMF
Ecoromic Review, vol. 58, no. 1 (2010), pp. 74-117.

Even though Federal Reserve notes (currency) offer investors a zero return,
investors considered a small negative return a small price (o pay for holding mil-

lions of dollars in a co mt and safe

24
. Despite this quote, King denied that he had any knowledgze that the rate was manip-

ulated during the financial crisis.



equahngneary pemenlu e541 bl bursed md hp gram

Yo 7
45



252

©3

oo

o

>

]

Pew Research Center, “The Impact of Long-Term Unemployment,” July 26, 2010.
This comes from the National Center for Health Statistics: National Vital Slatistics
Reports, www.cd.gov/nchs, Nonwhite life expectancies have lagged that of whites,
but the difference is narrowing and is now about 4 years.

James Vaupel, “Setting the Stage: A Generation of Centenarians?,” Washington
Quarterly, vol. 23, ne. 3 (2000), pp. 197-200.

“Forever Young,”Economist, page 15, March 27, 2004

Pauline Civord and Jean-Yves Fournier, “Decreasing Participation Rates for Old and
Young People in France,” [nstitute of Economics and Statistics, 2001,

Of course, individuals could retire earlier than this if they curtail their consumption
sufficiently during their retirement period. The retirement period noted above is
derived assuming that retirees consume at a rate of 80 percent of their level before
retirement.

See Robert D Arnott and Denis B Chaves, “Demographic Changes, Financial
Markets, and the Economy,” Financial Analysts Journal, vol. 68, no. 1 (January/
February 2012), p. 23; and Zheng Liu and Mark M. Spiegel, “Boomer Ketirement:
Headwinds for US. Equity Markets?,” Federal Reserve of San Francisco Leonomic
Letter, August 22, 2011. The first popular work that described the impact of demo-
graphics on stock prices was written by Harry Dent, The Grea! Boom Ahead, in 1989.
1is dire predictions based on individual-country demographics are revealed in The
Great Depression Ahead, published in 2009,

Homi Khara, “The Emerging Middle Class in Developing Countries,” Working
Paper No. 285, OECD Development Centre.

. Charles Tansey, “Expanding U.5. Sales Overseas with Export Financing,” Trade and

Industry Development, February 29, 2012, http:/ /www.tradeandindustrydev.com
/Industry/Manufacturing/expanding-us-sales-overseas-export-financing-6169.

. In the United States, productivity is defined as output per hour worked, although in

Europe it is often defined as vutput per worker.

. Productivity growth was slightly higher immediately following World War 11, but

since 1960, productivity growth in the United States has shown no significant down-
ward trend.

. Robert Gordon, “Is L.5. Economic Growth Over? Faltering Innovation Confronts

Six Headwinds,” NBER #18315, August 2012. For a rejoinder, see the response by
John Cochrane of the University of Chicago in his blng at http://johnhcochrane
blogspot.com/2012/08/gordon-on-grewth.html

. Tyler Cowen, The Greal Stagnation: How America Ate All the Low-Hanging Fruit of

Modern History, Got Sick. and Will (Fuentually) Feel Better. New York: Dutton Adult,
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1. G. William Schwert, “Indexes of United States Stock Prices from 1802 ta 1897,
Journal of Business, vol. 63 (July 1990), pp. 399-426.

2. See Walter Werner and Steven Smith, Wall Sircet, New York: Columbia University
Press, 1991, for a description of some early dividend yields. See also earlier work by
William Goetzmann and Phillipe Jorion, “A TLonger Look at Dividend Yields,”
Journal of Business, vol. 68, no. 4 (1995), pp. 483-508, and William Goetzmann,
“Patterns in Three Centuries of Stock Market Prices,” Journal of Busirtess, vol. 66, no.
2 (1993), pp. 249-270. A brief description of the early stock market is found in
Appendix 1 at the end of this chapter.

. William Goetzmann and Roger G. Thhotson, “A New Historical Database for NYSE
1815-1925: Performance and Predictability," reprinted in The Equity Risk Preman,
New York: Oxford University Press, 2006, pp. 73-106.

. Goetzmann and Ibbotson formed two stock return series, one assuming that those

stocks for which they could not find dividends had zero dividends (their “low-

dividend-yicld” estimate) and another that assumes those stocks for which they
could not find dividends had the same average dividend yield as those for which
they did have dividends (their “high-dividend-yield" estimate). The midpeint of
their high and low estimate is 652 percent, slightly higher than the 6.4 percent that

[ had originally assumed.

Robert Shiller, Market Volatility, Cambridge, MA: MIT Press, 1989,

Tbkotson Stocks, Bonds, Bills, wnd Inflation (SBBI) Classic Yearbook, published annually

by Morningstar, Chicago.

Blodget, an early-nineteenth-century economist, estimated the wealth of the United

States at that time to be nearly $2.5 billion, so that $1.33 million would be only about

one-half of 1 percent of the total wealth; from 5. Blodget, Jr., Economica, A Statistical

Manual for the United States of America, 1806 ed., p. 68.

See Jeremy Siegel, “The Real Rate of Interest from 180(-1990: A Study of the .5, and

the UK.," Journal of Monetary Economics, vol. 29 (1992), pp. 227-252, for a detailed

description of the process by which a historical yield series was constructed.

This is explored in more detail in Chapter 14.
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20.

2.

2

old mattress found confaining nineteenth-century paper money is a better find for
an antiquarian than an equivalent sum hoarded in gold bars!

. This long-run real return on U5, stock was dubbed “Siegel's constant” by Andrew

Smithers and Stephen Wright, Valuing Wail Streel. Prolecting Wealth in Turbulent
Markets, New York: McGraw-Hill, 2000.

2. Bill Gross, “The Death of the Cult of Equities,” PIMCU Newsletter, August 2012,
. GDP growth is consistent with investors consuming about one-half the annual 6.6

percent long-term real return from stocks.

. TIPS yields briefly shot up to 3 percent as the fears of another Great Depression sent

investors scurrying to buy nonlinked bonds that would protect them against deflation.

. Fora rigorous aralysis of the equity premium, see Jeremy Siegel and Richard Thaler,

"The Equity Premium Puzzle,” Jourral of Economic Perspectives, vol. 11, no. 1 (Winter
1997), pp. 191-200; and more recently, “Perspectives on the Equity Risk Premium,”
Financial Analysts Journal, vol. 61, no. 1 (November/December 2005), pp. 61-73,
reprinted in Rodney N. Sullivan, Bold Thinking on Invesiment Managzment, CFA
Institute, 2005, pp. 202-217.

. See Gtephen J. Brown, William N. Goetzmann, and Stephen A, Ross, “Survival,”

Journal of Finance, vol. 50 (1995), pp. 853 873.

. Elroy Dimson, Paul Marsh, and Michael Staunton, Tritimph of the Optimists: 101 Years

of Global Investrent Reiurns, Princeton, NJ: Princeton University Press, 2002,

. Dimson, Marsh, and Staunton, Triumph of the Optimists. The researchers added three

countries to their list since publication.

. In fact, Triumph of tire Optimicts may have actually understated long term interna

tional stock returns. The US. stock markets and other world markets for which we
have data did very well in the 30 years prior to 1900, when the Triumpit study begins.
U.S. stock returns measured from 1871 significantly outperform those returns taken
from 1900. Data from the United Kingdom show similar returns.

Until recently, the oldest continuously operating firm was Dexter Corp., founded in
1767, a Connecticut maker of special materials that was purchased in September
2000 by Invitrogen Corp., which in 2008 merged with Applied Biosystems to form
Life Technologies Inc. The second oldest was Bowne & Co. (1775), which specializes
in printing. RR Donnelley acquired Bowne in 2010. The oldest banks with active
markets for their shares are the First National Bank of Pennsylvania, founded in
1782 (now owned by Wells Fargo), and the Bank of New York Corp. (now BNY-
Mellon), founded in 1784.

Werner and Smith, Wall Street, p. 82.

Twn ather canale the Chesanaake and Nelaware and the Grhnvllill were hath inink
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. Chicago Gas Cornpany, an original member of the 12 Dow stocks, became Pepples

Energy, Inc, and was & member of the Dow Utilities Average until May 1997.

. The procedure for computing the Dow Jones averages when a new (or split) stock is

subslituted is as follows: the component stock prices are added up before and after
the change, and a new divisor is determined that yields the same average as before
the change. Because of stock splits, the divisor generally moves downiward over
time, but the divisor could increase if higher-priced stocks are substituted for a
lower-priced ones, as occurred in September 2013.

. A price-weighted index has the property that when a component stock splits, the

split stock has a reduced impact on the average, and all the other stocks have a
slightly increased impact. Before 1914, the divisor was left unchanged when a stock
split, and the stock price was multiplied by the split ratio when computing the
index. This led torising stocks having greater weight in the average, something akin
to value-weighted stock indexes today.

. This return i probably an underestimate, since the average yield on Dow stocks

tends to be higher than the overall market.

. For a related situation in which a long-standing benchmark was broken because of

inflation, see the first section in Chapter 11, “An Evil Omen Returns.”

. In 2004 Standard & Poor’s went to a “float-adjusted” weighting of shares that

excluded shares held by insiders, other corporations, and governments. This
reduced the weights of such large corporations as Walmart in the S&P 500 Index,
where many shares are owned by the Walton family.

7. The 2013 criteria for admission include (1) the market capitalization must be at least

$4 billion, (2) the US. portion of fixed assets and revenues must be the largest of all
the assets and revenues (need not exceed 50 percent), (3) there must be four consec-
utive quarters of positive earnings as reported (GAAP earnings), and (4) the corpo-
rate governance structure must be consistent with U.S. practice.

. There is admittedly some double counting of volume in the Nasdag dealer system

becatse the dealer buys the security rather thar acls as an auclioneer, See Anne M.
Anderson and Edward A. Dyl, “Trading Volume: NASDAQ and the NYSE"

A AnARR A
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1. Celetafor lising and ofherinformation arefound on Standard & Poor s websie

2. 1997 the SIC codes were expanded foinclude firms in Canada and Medco, and
the vevised st was renamed the North American Industrial Chssfcaton System
(NAICS).

3. Fannie Mae and Freddie Mac were removed from the index when (he t frms
went mto recetvership in July 2008

4. The calculations in Teble &3 nclude the returm from all the spin-offs and distrbe-
ton, while those in Table -2 assume al stock dstbutionsave sl and reinvested
inthe surviving compan,

5, The firm reined s tickersvmbol MO, or “Big Mo, s raders afetionately call
Philip Morts

6. e firm remins privat,th reums are assumed to accumulateat the s Lvel

a5 hal of the 54 50 Index.
7. This is an estimate based on detaled rescarch that shorved an 89 basls-point out-

performance rom the index origin to the end of 2006 Since that time, the fnancil
contpanie, almost all of which were e since 1957, have grealy wnderper-
formed the market.
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L. Letterto M. Leroy, 1780

2 McCulloh o, Marglnd, 1819,

3, Excerpts from “The Templeton Touch" by Wiliaen Proctor, quoted in Charles D.
Blis, ed., Closics, Homeswood, IL: Darw Jones i, 1989, p. 7%,

4. Figure -2 asnmes totalrea eturn of 7 prcent (real appreciaton of 3 percent, a
dividend yield f 2 percent) and ax raes of 235 percent o capital gains and divi
dend income, I nfation i 3 percent, the toal efore-tarebum o stocks will be 10
percent in mominal terms, The ncrease n the iaximum capital gains tax fom 13
percent lo 238 percent has el doobled the fnfaion b on capitl gains,

3. For married couples fling in 2013, the marginal capial gains tax (mcluding the
Medicare fax) is 0 up to $72500, 15 percent up to $250000, 188 percent up to
430,000, and 23, percent over $450.01



L. Robert Amott, “Dividends and the Three Divarts" Financinl Ayl oureal, vol. 8,
o, 2 (March/ April 2008} p.4

2. Real per share carnings have ncreasedl at about one-half the rate of real GDP, while
NIPA corporate profits grow af the same rate a3 GOP

3, Afterlax corporale profils are aken from Table 112 line 45, of NITA, “"National
income (as apposed to “domestic income”) includes the returm from U3, vapital
earnings I forelgn markets

4 Myron . Gordon, The estnenl, Finauctg, and Valushon of t Corpraio,
Hometwaod, IL; Frwin, 1962
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. This also assumes that there is no differential tax on capilal gains and dividends. See

Chapter 9 for more discussion of this issue.

. Firms thal pay no dividends, such as Warren Duifett’s Berkshire Hathaway, have

value because their assets, which earn cash returns, can be liquidated and disbursed
to sharehalders in the future.

. John Burr Williams, The Theary of Investment Value, Cambridge, MA: Harvard

University Press, 1938, p. 30.

. Although earnings filed with the TRS may differ from these.
. lam indebted to David Bianco, chief U.S. equity strategict from Deutsche Bank, for

much of this information.

. These standards are no long called SFAS. All rules are now organized in one

“accounting standard codification” (ASC), and FASB now issues an “accounting
standard update,” or ASU,

See Dan Givoly and Carla Hayn, “Rising Conservatism: Implications for Financial
Analysis,” Financial Analysts Journal, vol. 58, no. | (January-February 2002), pp.
56-74.

. International Financial Reporting Standards (IFRS) allow the write-ups of asset val-

ues in some situations,

. These differences in the two series prompted the BEA to put out a brief entitled

“Comparing NIPA Profits with the S&P 500 Profits” written by Andrew W. Hodge
in Survey of Current Busiress, vol. 91 (March 2011). The BEA defines carparate profits
as the income earned from the current production by U.S. corporations based on
“adjusting, supplementing, and integrating financial based and tax-based source
data.” Hodpges indicates that Table 1.12, line 45, provides the most comparable data
to the S&F 500 earnings,

. This undercapitalization takes place both in accounting and in the GDP accounts.

See Leonard Nakamura, “Investing in Intangibles: Is a Trillion Dollars Missing from
GDP?,” Business Review, Federal Reserve Bank of Philadelphia, Fourth Quarter 2001,
pp. 27-37. In 2013 the BEA began to count research and development as investment
in the GDP accounts.

‘These issues are also discussed in Chapter 14.

Wall Street analysts forecast operating earnings knowing which items those firms
have traditionally included or excluded from their reports. GAAP earnings are
rarely forecast since it is difficult to predict when firms will take special charges for
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. In 2013 Robert Shiller was awarded the Nobel Prize in Economics in part because of

his work on stock market volatility and behavioral finance.

. ] Y. Campbell and R ]. Shiller, “Valuation Ratios and the Long-Run Stock Market

Qutlook,” Journal of Portfolio Management, Winter 1998, pp. 11-26. Their carlier paper
was Campbell and Shiller, “Stock Prices, Earnings and Expected Dividends,” fournal
of Finance, vol. 43, no. 3 (July 1988), pp. 661-676. Robert Shiller posted a paper, “Price
Earnings Ratios as Forecasters of Returns: The Stock Market Cutlook in 1996, on
his website on July 21, 1996, which served as the basis for his presentation to the
Federal Reserve

. The CAPE model is able to explain just under one-third of the variation in future 10-

year real stock returns, a high value for stock forecasting equations.

. In Figure 11-3, the 10-year forward real stock retums are set at 6.54 percent (the long-

Tun average] from January 2013 onward. The Shiller CAPE model predicts a 10-year
average real return 0f4.16 percent from 2013 to 2023, If that prediction is substituted for
the next 10 years, the forecast and actual returns would converge at the end of 2012

. Inthat July 1996 paper, Shiller forecast that the real 5&P 500 would decline by 38.07 per-

ceni over the next 10 years. Although the S&FP 500 appreciated by 41 percent after infla-

tion over that period and real stock returns were 5.6 percent, the CAFE ratios

became more accurate as the bull market progressed. In fact from Marr.h 1999, the real

S8cP 500 Index fell by more than 50 percent, vindicating Shiller's

Other sources include an increase in the trend rate of growth of nammgs and the
“aggregation bias” that results because a few firms account for much of the losses in

a recession. See Jeremy J. Siegel, “The CAPE Ratio: A New Look,” werking paper,

May 2013

NIPA profits have been deflated by the identical divisor used from 5&P 500 earnings

during the period 1967-2012 and extended back to 1928.

Joel Lander, Athanasios Orphanides, and Martha Douvogiannis, “Eamnings

Forecasts and the Predictability of Stock Returns: Evidence from Trading the S&F,”

Federal Reserve, January 1997. Reprinted in the Journal of Portfolio Management. vol.

23 (Summer 1997), pp. 24-35, It refers to an earlier version that was presented in

October 1995,

James Tobin, “A General Equilibrium Approach to Monetary Theory,” Journal of

Money, Credit, and Banking, vol. 1 (February 1969), pp. 15-29.

Andrew Smithers and Stephen Wright, Valuwing Wall Strect: Protecting Wealth in

Turbulent Markets, New York: McGraw-Hill, 2000,

. Much of this material has come from exhaustive studies by David Bianco of

Deutsche Bank on the S&P 500 margin. See Bianco, “S&P 500 Margins: Facts and
Fiction,” DB Markets Research, May 17, 2013, and Bianco, Monthly US Strategy Update,
January 24, 2013, p. 26.

. Charles M. Jones, “A Century of Stock Market Liquidity and Trading Costs,” work-

ing paper, May 23, 2002.

John B. Carlson and Eduard A. Pelz, “Investor Expectations and Fundamentals:
Disappointment Ahead?,” Federal Reserve Bank of Cleveland, Economic Commenlary,
May 1, 2000

. Rajnish Mehra and Edward C. Prescott, “The Equity Premium: A Puzzle,” Journal of

Monetary Economics, vol. 15 (March 1985), pp. 145-162.

. Mehra and Prescott used the Cowles Foundation data gomg back to 1872 In their

research, they did not even ion the mean rever istics of stock

returns that wrnld have shrink thesonity mreminm suves mone



23, Chelcie C. Bosland, The Common Stock Thoryof rvestment, New York: Ronald Press
197, p.13L
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10.

11,
12.

14.

1

w

Graham and Dodd, “Price Earnings Ratios for Common Stocks,” Security Analysis,
2nd ed., New York: McGraw-Hill, 1940, p. 530.

Greek letters are used to designate the coefficients of regression equations. Beta, the
second coefficient, is calculated from the correlation of an individual stock’s (or
portfolio’s) return with a capitalizati ighted market p lio. The first coeffi-
cient, alpha, is the average historical return on the stock or portfolio above or below
the return on the market.

. See William Sharpe, “Capital Asset Prices: A Theory of Market Equilibrium Under

Conditions of Risk,” Journal of Finance, vol. 19, no. 3 (September 1964), p. 442, and
John Lintner, “The Valuation of Risk Assets and the Selection of Risky Investment in
Stock Portfolivs and Capital Budgets,” Review of Economics and Statistics, vol. 47, no.
1 (1965), pp. 221-245.

. From 1980 the beta of Exxon-Mobil was 0.60 versus 0.93 for IBM.
. Eugene Fama and Ken French, “The Cross Section of Expected Stock Returns,”

Journal of Finance, vol. 47 (1992), pp. 427-466.
Eugene Fama and Ken French, “The CAPM Is Wanted, Dead or Alive,” Journal of
Finance, vol. 51, no. 5 (December 1996), pp. 1947-1958.

. Benjamin Graham and David Dodd, Security Analysis, New York: McGraw Hill,

1934.

. Rolf Banz, “The Relationship Between Return and Market Value of Common Stock,”

Journal of Financial Econemnics, vol. 9 (1981), pp. 3-18.

. These data are adapted from Stocks, Bonds, Bills, and Inflation (SBBI) 2007 Yearbook,

Chicago: Morningstar Publications, Chap. 7.

The small-cap stock index is the bottom-quintile (20 percent) size of the NYSE stocks
until 1981, then it is the performance of the Dimensional Fund Advisors Small
Company Fund from 1982 through 2000, and then it is the Russell 2000 Index from
2001 onward.

Graham and Dodd, Security Analysis, 2nd ed., 1940, p. 381

See Robert Litzenberger and Krishna Ramaswamy, “The Effects of Personal Taxes
and Dividends on Capital Asset Prices: Theory and Empirical Evidence,” Journal of
Financial Economics, 1979, pp. 163-195.

. James P. O'Shaughnessy, What Works on Wall Street, 3rd ed., New York: McGraw-

Hill, 2003.

John R. Dorfman, “Study of Industrial Averages Finds Stocks with High Dividends
Are Big Winners,” Wall Street Journal, August 11, 1988, p. c2

Interestingly, an equal investment in the 30 Dow Jones Industrial stocks beats the
performance of the S&P 500 Index from 1957 through 2012 by 80 basis points even
though the Dow’s beta is less than 1. The managing editor of the Wall Street Journal
has the primary responsibility for the selection of the Dow stocks. As noted in
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