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There has been much discussion in the news recently about 
new nominal highs in stock indices like the Dow Jones 
Industrial Average and the S&P 500.  
When markets hit new highs, is that an indication that it’s time for investors to cash out? History tells us that a market 
index being at an all-time high generally does not provide actionable information for investors. For evidence, we can 
look at the S&P 500 Index for the better part of the last century. Exhibit 1 shows that from 1926 through the end of 
2016, the proportion of annual returns that have been positive after a new monthly high is similar to the proportion of 
annual returns that have been positive after any index level. In fact, over this time period almost a third of the monthly 
observations were new closing highs for the index. Looking at this data, it is clear that new index highs have 
historically not been useful predictors of future returns.  

Given that the level of an index by itself does not seemingly have a bearing on future returns, you may ask yourself a 
more fundamental question: What drives expected returns for stocks? 

 



 

 

Exhibit 1. S&P Total Return Index Highs: 1926–2016 
Percent of Months With Positive Return Over Next 12-Month Period 

 

From January 1926–December 2016, 319 months, or approximately 29% of monthly observations, were new  
closing highs. 
 

Note: 1,081 monthly observations. 

The S&P data is provided by Standard & Poor's Index Services Group. For illustrative purposes only. Index is not available for direct investment. Past 
performance is no guarantee of future results. 

POSITIVE EXPECTED RETURNS 
One way to compute the current value of an investment is to estimate the future cash flows the investment is 
expected to deliver and discount them back into today’s dollars. For an investment in a firm’s stock, this type of 
valuation method allows expectations about a firm’s future profits to be linked to its current stock price through a 
discount rate. The discount rate equals an investor’s expected return. A simple, but important, insight we glean from 
this is that the expected return from holding a stock is driven by the price paid for it and what its investors expect to 
receive.  

Stock prices are the result of the interaction of many willing buyers and sellers. It is extremely unlikely that in 
aggregate, those willing buyers apply negative discount rates to the expected profits of the firms they are purchasing. 
Why? Because there is always a risk that expected profits will not materialize or that the price might decline because 
of unanticipated future events. If investors apply positive discount rates to the cash flows they expect to receive from 
owning a stock, we should expect the price of that stock to represent a level such that its expected return is always 
positive. Unless the expected cash flows are persistently biased downward or upward, we can expect this to be the 
case.  

There is little evidence, though, that the aggregate expectations of investors that set market prices have been 
persistently biased downward or upward. Many studies document that professional money managers have been 
unable to deliver consistent outperformance by outguessing market prices. In the end, prices set by market forces are 
difficult to outguess. The market does a good job setting prices, and we can assume that the expected return 
investors have applied when setting prices are not biased.  

Therefore, it is reasonable to assume that the price of a stock, or the price of a basket of stocks like the S&P 500 
Index, should be set to a level such that its expected return is positive, regardless of whether or not that price level is 
at a new high. This helps explain why new index highs have not, on average, been followed by negative returns. At a 
new high, a new low, or something in between, expected returns are positive 

. 

 



 

 

 
EXPECTED RETURNS, REALIZED RETURNS, AND HOLDING HORIZONS 
Today’s prices depend on expected returns and expectations about future profits. If either expected returns or 
expectations about future profits change, prices will also change to reflect this new information. Changes in risk 
aversion, tastes and preferences, expectations about future profits, or the quantity of risk can all drive changes in 
expected returns. All else equal, an increase in expected returns is reflected through a drop in prices. A decrease in 
expected returns is reflected through a rise in prices. Thus, realized returns can differ from expected returns.  

This means there is a probability that the realized return on any stock, an index like the S&P 500, or the market as a 
whole can be negative even when expected returns are positive. But what can we say about the relation between the 
probability of a negative realized return and an investor’s holding horizon?  

Exhibit 2 shows rolling 10-year performance of the equity market premium (equity returns minus the return of one-
month US Treasury bills, considered to be short-term, risk-free investments). In most periods it was positive, but in 
several periods it underperformed. 

Exhibit 2. Historical Observations of 10-Year Premiums 
Market minus one-month Treasury bills: US markets  

 

Information provided by Dimensional Fund Advisors LP. 

In US dollars. The 10-year rolling equity premium is computed as the 10-year annualized compound return on the Fama/French Total US Market Index 
minus the 10-year annualized compound return of the one-month US Treasury Bill. Fama/French indices provided by Ken French. Index descriptions 
available upon request. Eugene Fama and Ken French are members of the Board of Directors for and provide consulting services to Dimensional Fund 
Advisors LP. Indices are not available for direct investment. Their performance does not reflect the expenses associated with the management of an 
actual portfolio. Past performance is no guarantee of future results. 

 

There is uncertainty around how long periods of underperformance like this may last. Historically, however, the 
probability of equity returns being positive increases over longer time periods compared to shorter periods. Exhibit 3 
shows the percentage of time that the equity market premium was positive over different time periods going back to 
1928. When the length of the time period measured increases, so does the chance of the equity market premium 
being positive. So to answer our question from before: as an investor’s holding period increases, the probability of a 
negative realized return decreases. This is why it is important to choose a level of equity exposure that you can stay 
invested in over the long term. 

 



 

 

Exhibit 3. Historical Performance of Equity Market Premium over Rolling Periods 
US markets overlapping periods: January 1928–December 2015 

 

Market is Fama/French Total US Market Index. T-Bills is One-Month US Treasury Bills. There are 877 overlapping 15-year periods, 937 overlapping 
10-year periods, 997 overlapping five-year periods, and 1,045 overlapping one-year periods. 

Information provided by Dimensional Fund Advisors LP. Based on rolling annualized returns using monthly data. Rolling multiyear periods overlap and 
are not independent. This statistical dependence must be considered when assessing the reliability of long-horizon return differences. Fama/French 
indices provided by Ken French. Index descriptions available upon request. Eugene Fama and Ken French are members of the Board of Directors for 
and provide consulting services to Dimensional Fund Advisors LP. Indices are not available for direct investment. Past performance is not a guarantee 
of future results. 

CONCLUSION 
By themselves, new all-time highs in equity markets have historically not been useful predictors of future returns. 
While positive realized returns are never guaranteed, equity investments have positive expected returns regardless of 
index levels or prior short-term market returns. The collective wisdom of market participants and their competitive 
assessment of expected returns and risks allow investors to rely on the information contained in prices to inform their 
investment decisions and assume positive expected returns from stocks. Historically speaking, over longer time 
horizons, the odds of realized stock returns being positive have increased. This is one reason why investors should 
consider investing a long-term commitment: Staying invested and not making changes based on short-term 
predictions increases your likelihood of success. 

 

 

Source: Dimensional Fund Advisors LP. 

Past performance is no guarantee of future results. There is no guarantee an investing strategy will be successful. 

All expressions of opinion are subject to change. This article is distributed for informational purposes, and it is not to be construed 
as an offer, solicitation, recommendation, or endorsement of any particular security, products, or services. 
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