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B Y  t e D  B R i D g e s
Historically, U.S. equities have provided average annual total returns 
to shareholders of roughly 10% over the long run (i.e: over 10-20 year 
increments). The idea that “stocks return 10% per year on average” 
has become somewhat of an article of faith for equity investors over 
time. From 1936 (the first year S&P 500 dividend data is available 
on Bloomberg) through October 31, 2011, the S&P 500 achieved 
annualized total returns of 10.14%. Bloomberg has S&P 500 price 
data back to 1927. Price returns for the S&P 500 between 1927 
and 2012 averaged 5.3% annually. Assuming 2-3% average annual 
dividend yields, equity returns could be expected to return at least 8% 
annually on average.

The problem is that the 8-10% total returns equity investors expect 
to earn are highly volatile in the short run; presently equity market 
returns since 1999 have averaged about 1.5% annually, causing 
investors to question whether 1) equities really are a high-return 
asset (at least on a risk-adjusted basis), and 2) whether the macro 
environment post-2007 will ever again offer equity returns anything 
like those experienced in the 1925-2007 time frame.

A look at history suggests that the past 12 years have been an outlier 
for equity investors. The primary reason is that equity valuations 
reached historic highs in late 1999 to early 2000 at roughly 25x 
earnings, which is three standard deviations from the long-term average 
of 16x. Earnings growth since 2000 has actually been roughly in line 
with long-term norms, at 6-7% annually, despite a garden variety 
recession in 2001-2002, and the cataclysmic financial crisis of 2008-
09. That crisis decimated financial company earnings and significantly 
depressed earnings in the non-financial sector, as the sub-prime 
housing debacle drug the U.S. economy into a recession and resulted 
in a well-below-trend recovery due to the massive debt build-up 
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from 2003-2007. Debt reduction since 2008 has depressed investment and 
consumption in 2009-2012, a condition characterized by PIMCO as “the new 
normal.” In any event, the problem for equity investors since late 1999 was 
not that companies didn’t deliver profits in line with reasonable expectations 
– they did – the problem was that valuations reached unsustainably high 
levels coincident with a period when investor expectations about future equity 
returns were unreasonably optimistic.

The issue now is whether the “new normal” of slow GDP growth (which 
would presumably result in well-below-trend corporate earnings going 
forward) is permanent, or just a cyclical phenomenon that will fade once 
normal debt levels are achieved, which would allow a return to more normal 
levels of investment and consumption. It is impossible to know the answer; 
but in our view, a combination of the forces of mean reversion, low-equity 
valuations, and the creativity of capitalism make a reasonably credible case that 
at some point in the future, equity investors will again achieve high single-
digit to low double-digit returns.

Marked from the bear market low of March 2009, stock prices have more 
than doubled, resulting in annualized total returns of 25%. The easy money 
has been made off the bottom, but prospectively, over the next decade, a 
combination of 6% earnings growth (a bit below historic trend line growth 
for U.S. corporations), 2% dividend yields (the market currently yields 1.8%, 
but some dividend growth over time is a reasonable assumption – especially 
given the large amounts of liquidity on corporate balance sheets), and a small 
improvement in valuations (from 12-13x at present, to 14-15x over time), 
would result in a 10% average annual return over the next decade.

Bloomberg has P/E data for the S&P 500 dating back to 1954. The S&P 
500 ended 1954 at 12.5x trailing earnings, roughly equivalent to the current 
valuation. The next decade saw annualized returns of 12.8%, 
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in part due to an expansion of the market 
multiple to 17.8x by year-end 1964. 
Valuation expansion accounted for 40% of 
the return between 1954-1964. Assuming 
no P/E expansion, equities would have 
returned about 8% per year. An ending  
P/E of 15x (long-term historic average) 
would have given investors a 10% average 
annual total return for the decade. Interest 
rates ended 1964 at 4.2%, well above 
current levels. 

We examined a wide range of long-term holding periods (10, 20 and 
even 30-year time frames) for stocks between 1935 and 2011. We looked 
at trough-to-peak, peak-to-trough, trough-to-trough, and peak-to-peak 
returns. Most periods showed equity total returns of 8-11% annually, with 
peak-to-trough periods, as expected, showing lower returns and trough-to-
peak cycles showing higher returns.

The 1999-2012 period was clearly a negative outlier, because the beginning 
point valuation was so far above normal at 25x earnings. We believe that 
going forward, the probabilities favor the next decade showing average 
annual total returns of 8-10%. First, current valuations are low by historic 
standards (the opposite of conditions in late 1999 to early 2000).  

Second, the ability of corporations to show growing earnings is likely not 
permanently broken, but rather cyclically slowed by the after-effects of the 
debt build-up of 2003-2007. (Earnings growth between 2009 and 2012 is 
evidence that companies can show solid earnings growth even during periods 
of well-below-average aggregate GDP growth). Finally, the prospective returns 
offered by equities from current valuation levels and assuming mid single- 
digit earnings growth are significantly superior to prospective returns implied 
by current valuations of most other asset classes. 

Eventually, abnormally high-risk premiums are accepted by investors 
(cheap asset class valuations attract capital), especially when other asset class 
alternatives’ returns are both priced to yield low returns and when price 
momentum in overvalued asset classes turns persistently negative; as was the 
case with tech stocks in 2001-02 and housing prices in 2007-08.

We believe that the risks facing equities are significant, but they also appear 
to be priced into current valuations to a meaningful degree. We do not think 
equities are “broken,” but it will likely take time for this to become apparent. 
In the meantime, dividend yields are better than yields on corporate credits, so 
the cost of being early is mitigated to some extent. We believe being vigilant, 
selective, patient and early will pay off for U.S. equity investors on balance 
over the next 10 years, and average annual total returns for stocks will solidly 
outperform bonds, and most other asset classes.  
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There has been a lot of talk recently about what could happen to 
dividend-paying stocks should the tax rate be raised on dividend income. 
Some people claim that a raise in the tax rate will cause companies to 
slow dividend payments or even reconsider paying them altogether. 
Others contend that dividend-paying stocks will lose some of the luster 
that they have had of late. We thought this would be a great time to look 
at the actual facts about how tax increases could impact both investors’ 
spendable cash after paying taxes on the dividends, and the potential 
implications to the stock price of the company paying the dividend.

First, we are going to need to do some math based on some assumptions. 
We are going to assume that we have three investors, all of which receive 
a large percentage of their income from dividends. We also assume 

that dividend tax rates revert to exactly where they were during the Clinton 
administration. Our investors have taxable income after deductions of 
$50,000 per year, $125,000 per year, and $350,000 per year. During this 
time, dividends were taxed like ordinary income, so we are applying those 
rates to determine the change in tax liability to each investor.

In 2012, all three investors would have paid a 15% effective tax rate on their 
dividend income. In 2013, the $50,000 income investor’s rate would increase 
to 19%, leaving him with $2,008.50 less spendable income after taxes (a 4.7% 
decrease from 2012). The $125,000 income investor would have her tax rate 
increase to 25.5%, leaving her with $12,834 less in spendable income (a 12% 
decrease). The $350,000 income investor would have their rate rise to 32.5%, 
leaving them with $61,396.60 less in spendable income after taxes (a 21% 
decrease). The average taxable income in this country is right around $50,000, 
so our first investor is probably the best proxy, but we will consider all three.

In the real world, most investors would consider potential returns in a pre-tax 
environment, but for our purposes we will take a much more individualized 
approach. Let us assume that the two primary determinants of the value of a 
stock are earnings growth and dividends. In the 2012 environment an investor 
looking at a stock with an expected earnings growth rate of 7% and a dividend 
yield of 3% is expecting a 10% total return from that stock, assuming that the 
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Politics and Investment 
Performance 
As President Obama’s first term in office comes to a close, it might be 
interesting to review the results of an investigation into the relationship 
between the composition of the legislative and executive branches of 
the U.S. government and market performance. The graph to the right 
depicts market performance based on the division of ‘control’ of the 
government. The “unified” situation refers to years when the Senate, the 
House of Representatives, and the White House were all controlled by 
the same party. The “partially-divided” situation represents years when 
the House and Senate were controlled by the same party, but the White 
House was held by a different party. The “completely divided” situation 
uses data from years in which the two houses of Congress were divided. 
Not surprisingly, both the S&P 500 and the diversified portfolio (60% 
stock/40% bond) averaged the highest returns during unified years, lower 
returns during partially divided years, and the lowest total returns under 
completely divided years. 

©2012 Morningstar, Inc. All rights reserved. This is for illustrative purposes only and is not indicative of 
any investment. An investment cannot be made directly in an index. Past performance is no guarantee 
of future results. Returns and principal invested in stocks are not guaranteed. Diversification does not 
eliminate the risk of experiencing investment losses. Government bonds are guaranteed by the full faith 
and credit of the United States government as to timely payment of principal and interest, while stocks 
are not guaranteed and have been more volatile than other asset classes. The time period examined 
is 1926-2011, and the returns are average annual returns. Stocks are represented by the S&P 90 index 
from 1926 through February 1957 and the S&P 500 index thereafter. The S&P 500 index is an unmanaged 
group of securities and is considered to be generally representative of the U.S. stock market. Bonds are 
represented by the 20-year U.S. government bond.

valuation stays flat. The after-tax return assumption then is 9.55% when 
you factor in a 15% tax rate on the dividend received. In the proposed 
2013 environment that same investment would have an after-tax total 
return assumption between 9.43% and 9.04%, with 9.24% being the 
number for our $125,000 income investor. 

Armed with this new information, our investor can look at the stock 
in question and if she is so inclined, decide that the price of that stock 
needs to be .31% lower in order for it to be purchased in the portfolio 
if it is to achieve the same total return as was attainable in the 2012 
environment. For a $50 stock, that would be a .15% adjustment to 
the price of the stock. We would contend that most investors will not 
consider that to be a large enough impact to affect their buying decision. 
We also don’t believe that it will impact the price of the stocks already in 
that portfolio. 

The larger the proportion the dividend yield is to the total return of 
the stock however, the larger the impact becomes. While we doubt that 
there will be much impact to most stocks, using the variables presented 
above, one could make the case that a very slow growth, high dividend 
yielding stock might have some decline in its price to account for 
higher tax rates on the dividend. This would be especially evident when 
compared to a higher growth company paying a decent but growing 
dividend.

The market environment that exists today with respect to income- 
generating investments is such that even with an increase in taxes on 
dividends, there remain so few other choices for income-generating 
investments that dividend paying stocks will most likely continue to 
maintain their value regardless of the tax rate applied to those dividends. 

What is more likely to affect the price of the stock is the reduction in 
spendable income after paying those increased taxes. Consumers with less 
spendable income will have an impact on the sales of the very companies 
paying the dividends in many cases and could therefore decrease 
profitability and the ability of the company to pay or grow the dividend.

While the anticipated tax increases will make an impact on stocks, we 
believe that the ultimate impact of those changes will be very minor. We 
also think that the stocks that will be affected the most will be those with 
slow growth and high dividend yields, while dividend-paying companies 
with more robust growth of underlying earnings will experience a minor 
impact, if any. We think that the impact of tax increases on dividends will 
be felt more by the consumer as it saps their ability to spend. This could 
end up being a drag on companies in the long run as they are able to sell 
less product due to decreased consumer spending. Ultimately, this could 
provide more of an impact to dividend-paying stocks than the direct 
correlation to taxes on the dividend itself, but none of these potential 
outcomes causes us to change our opinion of which stocks are buyable, 
nor does it cause us to shy away from dividend-paying stocks and we don’t 
believe it should cause other investors to do so either. 

Average Annual Returns
1926–2011
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B R i D g e s i N v e s t m e N t m a N ag e m e N t,  i N c.  is a 
full-service investment management firm located in Omaha, Nebraska. 
The Firm, currently headed by Edson L. (Ted) Bridges III, traces its 
roots to 1945 when Marvin W. Bridges, Sr. became the first investment 
adviser in Nebraska and the 208th in the country to register under the 
Investment Advisers Act of 1940. Clientele include high net worth 
individuals, corporate retirement plans and charitable organizations. 

The Firm employs a growth-oriented equity investment philosophy that 
is predicated on the principle that over the long term, strong company 
financial performance in the form of rising cash flow and earnings drives 
increasing equity valuations. Bridges relies on a veteran investment team 
that has an average industry experience of over 20 years, and enjoys a very 
low turnover rate of both clients and employees which allows the Firm to 
focus on quality long-term relationships.

Please contact us if you would like more information about how  
Bridges Investment Management, Inc. can help you meet your long-term 
financial objectives. 
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