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Is the Party Over?
Consumers are the most confident they have been in over six years,
according to last week’s widely watched consumer confidence report from
the Conference Board. Investors have been feeling confident too. The high
valuations of stocks in some industries have been the talk of the markets
lately, leading some to fear that a bubble in stock market valuation is again
developing as investors become overly optimistic.
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Highlights
At any given time, there are always some
bubbly valuations among industries and stocks
that are hot. But overall, looking at valuations,
the party in the stock market may not be just
getting started — but it is not yet close to
being over.
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The valuation of the stock market has risen sharply over the past year as
investors have anticipated a better environment for growth. To gain perspective
on whether a bubble has developed, we can compare the price-to-earnings
ratios (PEs) of all 62 of the industries of the S&P 500 Index today to the
same day 14 years ago in March 2000, at the top of the bull market — the last
time a bubble in stock market valuation popped. The stock market was really
“bubbly” in March 2000, with valuations of many industries floating higher, but
now industry valuations are relatively flat.
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Fourteen years ago a bull market came to an end, and 16 of
the 62 S&P 500 industries, accounting for about 70% of the
S&P 500 companies’ total market value, had PEs that could
be called “bubbly” — PEs of over 30 on companies’ current
fiscal year earnings estimates. Now, on March 28, 2014,
just four industries out of 62 — accounting for less than 4%
of the S&P 500 market value — have PEs over 30.
At any given time, there are always some bubbly valuations
among industries and stocks that are hot. But overall, the
S&P 500 PE is currently a bit over 16 on current fiscal year
estimates, slightly above the long-term average, but only
half of what it was in late March 2000. Looking at valuations,
compared to 14 years ago, the party in the stock market may not
be just getting started — but it is not yet close to being over.

Of course, factors other than a valuation bubble could contribute
to a bear market. After all, we saw a major bear market in 2008 and
early 2009, without the market hitting 2000-like valuations. This
was because markets had priced in an outlook for a much better
economic environment than the financial crisis and deep recession
that actually took place. In last week’s Weekly Market Commentary:
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The PE ratio (price-to-earnings ratio) is a measure of the price paid for a share relative
to the annual net income or profit earned by the firm per share. It is a financial ratio used
for valuation: a higher PE ratio means that investors are paying more for each unit of net
income, so the stock is more expensive compared to one with lower PE ratio.
Member FINRA/SIPC
Page 1 of 2

W E E KLY MARKE T CO MME N TAR Y

2	“Bubbly” S&P 500 Industries

What’s Priced In? we looked at the economic outlook the markets are
pricing in. While the markets are optimistic that growth may improve, they
do not appear to be pricing in an overly optimistic outlook.
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But what about consumer confidence; is the jump in March to a six-year
high a sign of too much optimism? Not even close. The index is at 92, the
best in six years, but well below the 100 it averaged in 2005 – 2007, and a far
cry from the 140 averaged in 1998 – 2000, when the party was really heating
up and valuations became “bubbly” across most of the stock market.
Although valuation may not be a negative for the overall stock market, it is
no longer a positive. Valuation was a key factor behind the attractiveness of
stocks a year ago; this is less the case now after strong gains over the past
year have pushed up PEs. We expect earnings growth to be the primary
driver of stock market performance in 2014. While market pullbacks — or
market storms as we have taken to calling them — are likely this year, we do
not believe valuations are high enough to result in a long painful hangover in
the form of a bear market. Instead, we continue to foresee a potentially solid
year for stock market performance. n
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The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you,
consult your financial advisor prior to investing. All performance reference is historical and is no guarantee
of future results. All indices are unmanaged and cannot be invested into directly. Index performance is not
indicative of the performance of any investment. Past performance is no guarantee of future results.
The economic forecasts set forth in the presentation may not develop as predicted.
Stock and mutual fund investing involves risk including loss of principal.
INDEX DESCRIPTIONS
The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of 500 stocks
representing all major industries.

This research material has been prepared by LPL Financial.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial is not
an affiliate of and makes no representation with respect to such entity.
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