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Presenter
Presentation Notes
Can I tell you anything practical to help you run your business? Probably not. Is this as useful as a forecast?  Yes. We are all investors. The Market affects the economy and ultimately all our jobs.  About two years ago, Chairman Greenspan talked of “irrational exuberance” in the market.  I will suggest one interpretation for his comments and discuss why such exuberance might concern him. 



Disclaimer

The views expressed are my own and do not necessarily reflect official positions of the 
Federal Reserve Bank of St. Louis, or the Federal Reserve System.   Really.  

Presenter
Presentation Notes
This is the truth.  I speak only for myself, not for the bank or the Federal Reserve System. 



I) Where are we going?  
The Main points:

A) Stocks are valued from dividend growth

B) Stock prices look far too high based on 
historical measures

C) A stock market crash is possible .

D) An economic downturn or a rise in 
inflation could result from such a crash. 

Presenter
Presentation Notes
Quick overview of what I will say today. I may have a hard time getting you to believe part A. 



II) Why do stocks have value?

A) One can resell them for higher prices.

B) Stocks pay dividends.

C) Unless prices become permanently 
unconnected to dividends, stock prices must 
ultimately depend on dividend growth alone. 

Presenter
Presentation Notes
The Greater Fool Theory:  Stocks are worth what you can convince some fool to pay for them. Unless stock prices can become permanently separated from the underlying value of dividends, they must be determined by dividends.  In other words, we reject that stock prices can behave like a successful pyramid scheme. I’ll ask you to take my word that stock prices must be determined by the present discounted value of dividend growth in the long run. Technically, we need a condition that says that the present price of a stock in the very, very far future is arbitrarily close to zero. 



III) What is the relation between 
stock prices, returns and dividend 

growth? 

A) High stock prices/dividends today mean 
that 
1) either returns must be lower in the future or 

2) dividend growth must be higher 

Presenter
Presentation Notes
What do high stock prices mean?  Either dividends must catch up to prices or returns must be lower in the future.  



III) What is the relation between 
stock prices, returns and dividend 

growth? 

B) This doesn’t require economic theory, just the 
definition of return and the idea that prices can’t 
become permanently unconnected with dividends. 

Presenter
Presentation Notes
Return = the price change plus the dividend yield.R(t) = [P(t)+D(t)]/P(t-1)Where is supply and demand?  We have constrained them by saying that prices can’t become detached from dividends.



IV) What have P/E, returns & dividend 
growth been historically?

Historical Average:
1872-1998

P/E ratio 13.81

Stock Return 10.88%

Dividend growth 4.09%

Presenter
Presentation Notes
These are the historical averages for the S&P 500.  Inflation has been about 2 percent over the period. 



V) P/E time series graph
P/E Ratio (1872-1998)
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Presenter
Presentation Notes
What is a P/E ratio?  Price of a stock to earnings.   Because earnings will be higher than dividends, it will be lower than, but closely related to P/D. When we said that prices could not get too far away from dividends, that implies (almost) that the P/E ratio should not become too detached from its historical average. This P/E graph does not take into account the market’s climb in the last 6 months.  We are now at a P/E ratio of 30, an all time high, I believe. When have we been at such heights before?  1892, 1929.  



VI) What values would we need 
to justify the current P/E ratio?

Historical Average:
1872-1998

Required to support
current P/E

P/E ratio 13.81 25.55

Stock Return 10.88% 8.16%

Dividend growth 4.09% 6.68%

Presenter
Presentation Notes
Are we in a new economy?  Doesn’t low inflation, strong growth, good employment and/or the computer revolution justify the current P/E ratio?Any of the above would have to operate by raising dividend growth to justify current stock returns.  How much would dividend growth have to go up, or stock returns down to justify current prices?  



VI) What values would we need 
to justify the current P/E ratio?

• Lower dividend growth--4 percent instead of 6 
percent--means that dividends double every 11.9 
years instead of every 17.7 years.

• Lower real returns--6 percent instead of 9 
percent--means that a portfolio left in the market 
20 years will be 3.2 times original value instead 
of 5.6 times original value.

Presenter
Presentation Notes
Are these values of dividend growth or returns plausible in the long run?



VII)What are the possible outcomes? 

A) Permanently higher dividend growth.

B) Lower average returns for a long time.

C) A stock crash and then a return to 
average growth.

Presenter
Presentation Notes
Which is the most plausible outcome? Which is the most dangerous outcome?   A stock crash. 



VIII) What are the 
consequences of a stock crash?

A) Loss of consumer wealth could lead to a 
recession.

B) Balance sheet problems could cause loans to 
go bad and put the banking system at risk.

C) In 1987, the Fed temporarily increased 
liquidity (lowered interest rates) in response to a 
serious crash. 



IX) The Main points:

A) Stocks are valued from dividend growth.

B) Stock prices look far too high based on 
historical measures.

C) A stock market crash is possible.

D) An economic downturn or an rise in 
inflation could result from such a crash. 



IX) The Main points:

E) I am not giving investment advice.  I am 
not telling you to get out of the stock market.  

Presenter
Presentation Notes
I’d like to take any questions you might have. 



The End
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