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Stock market indicators: News or noise?
DECEMBER 21, 2009

Whether stocks are a "bargain" or fairly valued is hotly debated
everywhere from the financial news networks to the blogosphere, with
competing charts and dueling spreadsheets.

But despite all the time and energy spent, for most investors it's not a
very useful debate.

The problem is twofold. First, there is no universally accepted measure of value. Second,
and more important, it's not certain that any valuation metric is a good predictor. One thing
is clear, though: Through up markets and down, what really matters is establishing an
investment plan and sticking to it.

To P/E, or not to P/E

One of the most common valuation indicators is the price/earnings (P/E) ratio: share price
divided by earnings per share. A change in either price or earnings can affect the P/E, and
many investors believe a lower ratio indicates a possible bargain.

However, P/E ratios can tell very different tales depending on what kind of "earnings" are
used in the calculation. Some analysts use historical, or "trailing," earnings—over the last
12 months, or longer (for example, 10 years) to smooth out business cycle swings. Others
use earnings forecasts. Muddying the waters further, either type of earnings can be "as
reported" by the company or adjusted to remove one-time gains or losses. Here's an
example of how these variables played out during the extremely volatile markets of the last
couple of years.

At year-end 2007, the P/E of the Standard & Poor's 500 Index was near the 20-year
average of about 23, based on trailing earnings. Even though the index returned –37% in
2008, the P/E climbed to about 61 by year-end (see table). This occurred because
earnings fell much more dramatically than prices. Seven months later, the index's price
level had risen about 11% while earnings eroded further, raising the P/E to an all-time high
of 127. However, based on earnings forecasts—which factored in a predicted economic
recovery—the index's P/E was close to average by July's end.

What's in a dividend yield?

Some analysts use dividend yield—the current annual dividend rate divided by the price
per share—as an indicator of value, because dividends tend to be more stable than
earnings. A high dividend yield indicates a possible bargain.

But even a dividend that appears rock-solid may not be. A firm's management sets
dividend policy, which is not always related to corporate performance, and dividends can
be cut when times are tough, as they have been recently.

The investment plan is the thing

That's not to say P/E and dividend yield are useless. These measures, along with others
based on cash flow and additional factors, can be a useful part of an investment tool kit.
But instead of relying on such hard-to-interpret signals, your investment decisions should
be governed by a carefully considered plan.

Your plan should include an appropriate allocation to stocks, bonds, and money market
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funds—consistent with your risk tolerance and time horizon—that is designed to help put
you in a position to reach your financial goals. Vanguard believes that choosing the asset
mix, and then sticking with it, is essential to the pursuit of long-run investment success.

 

P/E ratio for S&P 500 Index

 Dec. 31, 2007 Dec. 31, 2008 July 31, 2009

Using trailing 12-
month reported

earnings

22 61 127

Using earnings
forecasts

16 9 15

Source: Vanguard.

Notes:

Diversification does not ensure a profit or protect against a loss in a declining market.
All investments are subject to risks.
Investments in bond funds are subject to interest rate, credit, and inflation risk.
Past performance is no guarantee of future returns. The performance of an index is not
an exact representation of any particular investment, as you cannot invest directly in an
index.
An investment in a money market fund is not insured or guaranteed by the Federal
Deposit Insurance Corporation or any other government agency. Although a money
market fund seeks to preserve the value of your investment at $1 per share, it is
possible to lose money by investing in such a fund.
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