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Five reasons why the S&P 500 P/E should be higher or
lower than historical values
2019 S&P 500 EPS growth is likely zero to 10%, but year-end
S&P 500 P/E is more uncertain
The analysts' bottom-up and strategists' top-down estimates for
2019 S&P 500 earnings per share (EPS) have been cut from 10%
growth at September end to 5% now. A giant deceleration in S&P
500 EPS growth from 22% in 2018, or 15% excluding the tax-cut
benefit, is now the widespread consensus view. However, there is a
wide range in strategists' 2019 end S&P 500 targets, i.e. strategists
have very different views on what the price-to-earnings (P/E) ratio
should be.
Our 2019 S&P 500 target of 2850 is 16.75x our 170 U.S. dollar
2019E S&P 500 EPS forecast

In a nutshell
• 2019 S&P 500 EPS growth is
likely zero to 10%, but yearend S&P 500 P/E is more
uncertain
• Our 2019 S&P 500 target of
2850 is 16.75x our 170 U.S.
dollar 2019E S&P 500 EPS
forecast
• Five reasons why the S&P
500 P/E should be above or
below its 16 average since
1960

We forecast 4% S&P 500 EPS growth in 2019, but this includes
a 15% decline in the Energy sector profits. Excluding Energy, our
S&P 500 EPS growth estimate is 5.5%; which it has been for more
than six months. Our intrinsic S&P 500 valuation model suggests a
fair trailing S&P 500 P/E of 18, but our target is 16.75x our 2019E
S&P 500 EPS given uncertainty in several geopolitical issues; which
include U.S. – China trade terms, Brexit and other issues that make
it uncertain if enough caution is built into our EPS estimates. There
are good reasons to argue for a higher or lower S&P 500 P/E multiple
from our 16.75 target, we list five of the top reasons on our mind
for each. But we see upside from the current 16.0 P/E and while
we think 16.75 is a decently balanced S&P 500 P/E target, we think
a climb to 17 to 18 is likely if the expansion shows more signs of
lasting at least two or more years and 10-year real U.S. Treasury
yields (TIPS) do not exceed 1.5%.
Five reasons why the S&P 500 P/E should be above its 16
average since 1960:
1. Real long-term interest rates are much lower than historical
values
The real 10-year yield is below 1%. The U.S. Federal Reserve Board
(Fed) will be patient and is quite close to the neutral rate in our
opinion. We think real 10-year yields stay below 1.5% for the rest
of this cycle. This is much lower than the 2-3% norm in 1960-2007.
2. Low inflation and subdued inflation uncertainty, low ULCs
Since 1960, the average S&P 500 P/E is 18.0 when inflation and unit
labor costs (ULCs) were below 4%. The average S&P 500 P/E was
14.0 from 1960-1984 and 17.7 since 1985. Today inflation and ULCs
appear well contained at about 2%.
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3. Higher triple-net equity returns: Lower fees, tax rates, and
inflation
Equity investment fees are lower, dividend and long-term capitalgains tax rates are lower than historical values, and inflation is
lower. Today, equity investors reap higher triple-net returns: 1) after
fees, 2) after taxes, and 3) after inflation.
4. The weight of typically higher P/E sectors in the S&P 500 is above
history
Technology, Communication Services and Health Care are 40% of
the S&P 500 by earnings weight now vs. 15% in 1985. These tend
to be higher P/E sectors.
5. Higher S&P 500 net margins are structurally sustainable
S&P 500 business mix has shifted to higher margin industries that
have had success in replicating their business domestically and
globally. Higher margins than historical values boost the ability of
the index to absorb cost shocks.
Five reasons why the S&P 500 P/E should be lower than the
historical average:
1. Robust late-cycle EPS growth is often met with investor
skepticism
The observed P/E tends to be above average on cyclically depressed
EPS and below average on cyclically peaked EPS. It is common
for robust-late-cycle EPS growth and the resulting EPS to be
questioned for its sustainability. S&P 500 EPS must demonstrate its
sustainability by delivering 5% plus EPS growth.
2. S&P 500 P/E rarely expanded during Fed tightening, fear of policy
mistake
It is rare for the S&P 500 P/E to expand while the Fed is hiking.
However, the S&P 500 P/E at 16 right now is below recent levels
and our 16.75 P/E target is a level sustained and exceeded in prior
hiking cycles. Post December, the Fed is now more conscious about
over-hiking risks and is expressing more patience.

S&P 500 P/E bigger than 17 beyond two years after a recession is
rare. But it happened when the mid-cycle slowdown did not turn
into a recession and the cycle proved to be long, such as late 1960s,
late 1990s, and recently 2016 to 2018. It is also rare that long-term
interest rates are this low after 10 years of expansion.
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3. Global slowdown leads to greater fear of recession
The record-long expansion and now global slowing raise recession
fears. We acknowledge this “soft landing” uncertainty and will
monitor the situation to adjust our P/E accordingly. As of now, we
consider our 16.75 S&P 500 P/E fair.
4. S&P 500 P/E is rarely above 17 beyond two years after recession
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Trade tensions and Brexit are the two biggest known upcoming
risks, but we think that in either case a compromise is still the most
likely outcome for both.
Performance over the past 5 years (12-month periods)
S&P 500

01/14 - 01/15
11.9%

01/15 - 01/16
-2.7%

01/16 - 01/17
17.5%

01/17 - 01/18
23.9%

01/18 - 01/19
-4.2%
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Glossary
Bottom-Up
Buttom-up is an approach which focuses on approaching a
problem through the smallest elements (e.g. individual corporate
results).
Brexit
Brexit is a combination of the words "Britain" and "Exit" and
describes the exit of the United Kingdom of the European Union.
Consensus estimate
A consensus estimate is a figure that depicts the average of
different analysts' estimates about the performance of a particular
asset.
Earnings per share (EPS)
Earnings per share (EPS) is calculated as a company's net income
minus dividends of preferred stock, all divided by the total number
of shares outstanding.
Inflation
Inflation is the rate at which the general level of prices for goods
and services is rising and, subsequently, purchasing power is
falling.
Intrinsic value
The intrinsic value is the one that comes closest to the value that
an objective fundamental analysis would ascribe to an asset.
Multiple
A multiple is a ratio that is used to measure aspects of a company’s
well-being by setting various of the company’s metrics against each
other and thereby building indicative ratios.
Price-to-earnings (P/E) ratio or multiple
The price-to-earnings (P/E) ratio compares a company's current
share price to its earnings per share.
Real
In economics, a real value is adjusted for inflation.
Recession
A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.
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S&P 500
The S&P 500 is an index that includes 500 leading U.S. companies
capturing approximately 80% coverage of available U.S. market
capitalization.
Top-Down
Top-Down, in the contrast to "Bottom-Up", is an approach which
moves down from a broad analysis of the economic or investment
environment to more specific issues.
Treasuries
Treasuries are fixed-interest U.S. government debt securities with
different maturities: Treasury bills (1 year maximum), Treasury notes
(2 to 10 years), Treasury bonds (20 to 30 years) and Treasury Inflation
Protected Securities (TIPS) (5, 10 and 30 years).
U.S. Federal Reserve Board (the Fed)
The U.S. Federal Reserve Board, often referred to as "the Fed", is
the central bank of the United States.
Unit labor costs (ULC)
Unit labor costs (ULC) measure the average cost of labor per unit
of output.
Valuation
Valuation attempts to quantify the attractiveness of an asset, for
example through looking at a firm’s stock price in relation to its
earnings.
Yield
Yield is the income return on an investment referring to the interest
or dividends received from a security and is usually expressed
annually as a percentage based on the investment's cost, its current
market value or its face value.
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Important Information – EMEA
The following document is intended as marketing communication.
DWS is the brand name under which DWS Group GmbH & Co.
KGaA and its subsidiaries operate their business activities. Clients
will be provided DWS products or services by one or more legal
entities that will be identified to clients pursuant to the contracts,
agreements, offering materials or other documentation relevant to
such products or services.
The information contained in this document does not constitute
investment advice.
All statements of opinion reflect the current assessment of DWS
Investment GmbH and are subject to change without notice.
Forecasts are not a reliable indicator of future performance.
Forecasts are based on assumptions, estimates, opinions and
hypothetical performance analysis, therefore actual results may
vary, perhaps materially, from the results contained here.
Past performance, [actual or simulated], is not a reliable indication
of future performance.
The information contained in this document does not constitute a
financial analysis but qualifies as marketing communication. This
marketing communication is neither subject to all legal provisions
ensuring the impartiality of financial analysis nor to any prohibition
on trading prior to the publication of financial analyses.
This document and the information contained herein may only be
distributed and published in jurisdictions in which such distribution
and publication is permissible in accordance with applicable law in
those jurisdictions. Direct or indirect distribution of this document is
prohibited in the USA as well as to or for the account of US persons
and persons residing in the USA.
DWS Investment GmbH 2019
Important Information – UK
Issued in the UK by DWS Investments UK Limited. DWS
Investments UK Limited is authorised and regulated by the Financial
Conduct Authority (Registration number 429806).
DWS is the brand name of DWS Group GmbH & Co. KGaA.
The respective legal entities offering products or services under
the DWS brand are specified in the respective contracts, sales
materials and other product information documents. DWS, through
DWS Group GmbH & Co. KGaA, its affiliated companies and its
officers and employees (collectively “DWS”) are communicating
this document in good faith and on the following basis.
This document is a financial promotion and is for general
information purposes only and consequently may not be complete
or accurate for your specific purposes. It is not intended to be an
All articles are available on https://go.dws.com/cio-view-articles
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offer or solicitation, advice or recommendation, or the basis for
any contract to purchase or sell any security, or other instrument,
or for DWS to enter into or arrange any type of transaction as
a consequence of any information contained herein. It has been
prepared without consideration of the investment needs, objectives
or financial circumstances of any investor.
This document does not identify all the risks (direct and indirect)
or other considerations which might be material to you when
entering into a transaction. Before making an investment decision,
investors need to consider, with or without the assistance of
an investment adviser, whether the investments and strategies
described or provided by DWS, are suitability and appropriate,
in light of their particular investment needs, objectives and
financial circumstances. We assume no responsibility to advise the
recipients of this document with regard to changes in our views.
We have gathered the information contained in this document
from sources we believe to be reliable; but we do not guarantee
the accuracy, completeness or fairness of such information and it
should not be relied on as such. DWS has no obligation to update,
modify or amend this document or to otherwise notify the recipient
in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.
DWS does not give taxation or legal advice. Prospective investors
should seek advice from their own taxation agents and lawyers
regarding the tax consequences on the purchase, ownership,
disposal, redemption or transfer of the investments and strategies
suggested by DWS. The relevant tax laws or regulations of the tax
authorities may change at any time. DWS is not responsible for
and has no obligation with respect to any tax implications on the
investment suggested.
This document contains forward looking statements. Forward
looking statements include, but are not limited to assumptions,
estimates, projections, opinions, models and hypothetical
performance analysis. The forward looking statements expressed
constitute the author‘s judgment as of the date of this document.
Forward looking statements involve significant elements of
subjective judgments and analyses and changes thereto and/
or consideration of different or additional factors could have
a material impact on the results indicated. Therefore, actual
results may vary, perhaps materially, from the results contained
herein. No representation or warranty is made by DWS as to
the reasonableness or completeness of such forward looking
statements or to any other financial information contained in this
document.
PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS.
© DWS 2019
Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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