
MARKET VIEW
STOCKS: PUT TIME ON YOUR SIDE

Over the long term, trying to time the market takes a toll on equity returns. 
Investors would do better to stay invested in good times and bad.    

MONDAY, MAY 16, 2016

Market ups and downs are part and parcel of the investment 
experience. And corrections come and go, as do rallies. But 
periods of volatility can be alarming for investors, some of whom 
will flee the markets in an attempt to preserve capital, and then 
later try to time a reentry at the most opportune moment to 
rebuild wealth. 

Such a strategy is called “market timing.” It requires an ability 
not only to forecast the future correctly but also to do so consis-
tently over time—because, presumably, an investor would want to 
time future exits and entries as well. 

Adherents of market timing point to a number of metrics that 
can be used to forecast the future direction of the market. One of 
the most often-cited tools is the price/earnings (P/E) ratio. Its use 
as a signal to buy or sell is based on the premise that prices tend 
to revert back to what can be called normal levels after extended 

periods of deviating from these norms. For example, one market-
timing strategy might be to buy equities if the P/E of the S&P 500 
drops below 12 and sell if it rises above 18. 

History shows, however, that, in the short run, the P/E ratio has 
not been a reliable predictor of future market returns. In the past 
20 years, for example, the S&P 500 has traded at its current level 
of approximately 18.7 times trailing earnings twice—once in 
January 1996 and again in June 2004. What happened over the 
next five years in each case? The results were very different. 
Cumulative returns five years out from 1996 reached triple digits; 
after 2004, returns were negative (see Chart 1).

If P/Es haven’t been reliable predictors of short-term market 
returns, what about other commonly cited metrics? We’ve looked 
at a number of them—including the Shiller CAPE ratio, EPS 
growth, earnings growth, dividend yield, the U.S. Federal Reserve 
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Source: Bloomberg and Morningstar. 
For illustrative purposes only. Past performance is no guarantee of future results. Index is unmanaged, does not reflect the deduction of fess or expenses, and is not avail-
able for direct investment.

CHART 1: THE P/E RATIO IS AN UNRELIABLE MARKET-TIMING SIGNAL 
S&P 500 INDEX TRAILING PRICE-TO-EARNINGS RATIO COMPARISON (AS OF MARCH 31, 2016)
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Jan. 1996
P/E: 18.7x

Next five year return: +135%

Jun. 2004
P/E: 18.7x

Next five year return: -10.3%
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Historically, the P/E ratio has not 
been a reliable timing signal.



IMPORTANT INFORMATION
The “Fed model” is a theory of equity valuation that compares the stock market’s earnings yield (E/P) to the yield on long-term government bonds.

Gross domestic product (GDP): The monetary value of all the finished goods and services produced within a country’s borders in a specific time period, though GDP is usually calculated on an annual basis. It includes 
all of private and public consumption, government outlays, investments and exports less imports that occur within a defined territory.  

The price-to-earnings (P/E) ratio, also known as the multiple, reflects how much a stock costs relative to its earnings. It is calculated by dividing the current stock price (the P) by the current earnings (the E). 
Forward-looking numbers in P/E Yr+1 are from IBES estimates at the relevant point in time.

The Shiller Cyclically Adjusted Price to Earnings (CAPE) ratio is a valuation measure usually applied to the U.S. S&P 500 equity market. It is defined as price divided by the average of 10 years of earnings (moving 
average), adjusted for inflation. 

The “best” day to invest is defined as the day that the Dow Jones Industrial Average was at its lowest level for the given year based on historical data. 

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market performance and includes a representative sample of leading companies in leading industries. 

A Note about Risk: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. While 
growth stocks are subject to the daily ups and downs of the stock market, their long-term potential as well as their volatility can be substantial. Value investing involves the risk that the market may not recognize that 
securities are undervalued, and they may not appreciate as anticipated. The value of an investment in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest 
rates fall, the prices of debt securities tend to rise. As rates rise, prices tend to fall.

(Fed) model, and U.S. gross domestic product—to assess how well 
they predict the next 12 months of stock returns. The answer: Not 
well at all. 

Moreover, over the long term, market timing takes a toll on 
equity fund returns. As a previous blog reported, a Morningstar 
study in 2014 depicted significant shortfalls over a 10-year period 
across seven major fund categories caused by poor market timing. 

If popular metrics tell us very little about the near-term direc-
tion of the stock market, then that should speak to the difficulty of 
market timing. 

The alternative, of course, is for investors to stay invested. 
That’s a simple strategy. But over the long term, it has worked. 
Going back to the 1920s, equity returns have been positive in 95% 
of all rolling 10-year periods and in 100% of 20-year periods (see 
Chart 2).

Looking at just the last 25 years (about 6,000 days), an investor 
who tried to time the market and missed the 10 best days finished 
with a portfolio that was half the size than if he or she had remained 
invested throughout the entire period (see Chart 3).

Markets reward those who stay invested. It’s time spent in the 
market—not market timing—that may help build wealth. 

Going forward, as the Fed normalizes monetary policy, equity 
returns may be challenged, but we continue to see opportunities 
for investors to strategically enhance equity allocations against the 
backdrop of what we believe will be a relatively slow-growth envi-
ronment globally. We’ll address some of those opportunities in 
upcoming editions of Market View.
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CHART 2. STAYING INVESTED RESULTS IN A GREATER 
CHANCE OF POSITIVE RETURNS
EQUITY RETURNS IN CALENDAR-YEAR PERIODS FROM 1926 
THROUGH 2015*  

Source: Morningstar. *As represented by the Ibbotson Associates SBBI Large Company Stock  
Index (calendar years ended December 31).

The historical data are for illustrative purposes only, do not represent the performance of any 
specific portfolio managed by Lord Abbett or any particular investment, and are not intended to 
predict or depict future results. Indexes are unmanaged, do not reflect the deduction of fees or 
expenses, and are not available for direct investment. Past performance is no guarantee of 
future results.
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CHART 3.  
INVESTORS WHO DIDN’T STAY IN THE MARKET LOST OUT
HYPOTHETICAL GROWTH OF $10,000 INVESTMENT IN THE  
S&P 500 INDEX FOR INDICATED PERIODS  
(01/01/1991 — 12/31/2015)

Source: Morningstar. 

The historical data are for illustrative purposes only, do not represent the performance of any  
specific portfolio managed by Lord Abbett or any particular investment, and are not intended to 
predict or depict future results. Indexes are unmanaged, do not reflect the deduction of fees or ex-
penses, and are not available for direct investment. Past performance is no guarantee of future 
results. Rather than trying to predict highs and lows, it’s important to stay invested through a full 
market cycle. Focus on the time you stay invested, not the timing of your investments. 
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https://blog.lordabbett.com/blog/2016/01/us_stocks_bad_time_for_market_timing.html
https://blog.lordabbett.com/blog/2016/01/us_stocks_bad_time_for_market_timing.html


Indexes are unmanaged, do not reflect the deduction or expenses, and are not available for direct investment.

No investing strategy can overcome all market volatility or guarantee future results.

This material is provided for general and educational purposes only. The examples provided are for illustrative purposes only, and are not indicative of any particular investor situation.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied 
upon as a forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any 
investment. Readers should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document 
is prepared based on the information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor prior to making 
an investment decision
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