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September 24, 2017 
 

What can we say about equity valuation? 
 
Main Points  
 
• Equity market valuation is a tricky and perhaps overrated concept.  But the risk-reward trade-off in the 

US market has by most accounts deteriorated a lot in recent years, as confidence has risen and prices 
have continued to move higher.  

 
• Equities now seem roughly fairly priced to deliver the below-average returns that would be consistent 

with low output growth and underlying economic volatility. 
 
• With valuation now in an ambiguous zone, it is harder to exclude the possiblity that equities may need 

to correct lower simply to restore higher valuation, although that is not the base case. 
 
• The multiple or earnings yield consisent with fair valuation is arguably more a function of underlying 

economic volatility than of growth, at least at the level of the overall market.  The reason is that the 
growth rate and the risk-free component of the disocunt factor are correlated. 
 

• In terms of the contemporaneous indicators, the current environment closely resembles the mid-
2000s, and valuation is also quite similar.  

 
• Referencing the 2000s may seem bizarre because that episode was a bubble and resulted in a huge 

crash.  However, the crash was not related to equity market valuation.  Moreover, fair valuation 
reflects current perception, not events in the unknowable future.  

 
• Some claim that equities are still cheap, on the grounds that some preferred measure of the earnings 

yield is still high relative to the risk-free real Treasury rate. 
 
• That view seems to confuse a tautology with a statement about the world.  There is no known 

measure of the earnings yield that alone determines the return in equities, irrespective of other 
influences such as growth. The EY-BY comparison is probably bull biased in a low-growth world.  

 
 

 



2	
	

Not so clear 
 
The US stock market has had a very good run during the past eight years, the and the detrended total 
return in the S&P500 is now all the way back to where it was before the Global Financial Crisis. Few saw 
that one coming, so put another one on the board for buy and hold. 
 
For maybe about half the rally, many investors have been shut out by a conviction that valuations have 
been too high and that conventional measures of them, like price to forward earnings, have been 
distorted by excessively-wide profit margins.  Until recently, the appropriate response to such worries has 
been to dismiss them on the grounds that they were premature and based on false premises.1  
 
But the situation now seems trickier in the sense that the market looks priced to deliver below-average 
returns going forward.  And while it is not the base case, there is a risk that the market will need to reprice 
lower, simply to restore a more reasonable prospective return.  Practically, this is what people mean when 
they say the market is “overvalued.” 
 
I do not plan to call the market with this research service, but my sense is that the risk-reward tradeoff has 
deteriorated and that it is probably time to take down directional risk -- if you have not already.  That take 
may strike some as obvious, but in this note I hope to achieve two things related to it.  
 
The first is to review some of the major difficulties with market valuation work, to encourage a bit of 
skepticism around all that, and to get comfortable with the idea we are now in an ambiguous zone. 
 
And the second is to argue take that markets are not necessarily so stretched, but may simply reflect that 
perceived underlying economic volatility is low. Along the way, I will also lean into the view that the still-
wide earning yield vs (real) bond yield spread (EY-BY) means stocks are cheap.   
 
This perspective is nuanced – in a bad way – and does not allow for table pounding. But setting it out may 
give us some context when considering more tangible influences on the market. 
 
The trouble with valuation 
 
I see one fundamental problem with conventional valuation analysis and then three others that arise when 
we try to manage it.  
 
The main problem relates to idea that there even exists an earnings concept that directly measures the 
prospective real return (henceforth simply return) to equities.  On this view, the trick is to find the right 
measure of earnings, properly adjusted for the business cycle or other transitory disturbances. 
 
Shiller’s CAPE – or its inverse -- is explicitly based on this premise, and can be interpreted as controlling 
for the cyclical variation of profit margins as well as the output cycle itself.2  But the the idea is implicit in 
other conventional measures of valuation too. 
 
There is a bit of financial theory that would seem to support this idea.  At the company level, the earnings 
yield is by definition the return, so long as earnings are correctly measured such that they are indefinitely 
sustainable and net of the costs of keeping them so.  
 

																																																								
1 Margin mean reversion is actually a weak force in the data and while it is ongoing attempts to smooth it away can be very 
misleading.  Moreover, attempts to look through presumably-cyclical margin expansion were not quite as bearish – even in their own 
terms -- as sometimes implied.  
 
2 One difficulty here is that disturbances to the profit margin can last longer than the business cycle or thus Shiller’s ten-year rolling 
window.  It would be ironic if the Shiller approach were to ratify, for example, the effects of China’s integration into the global labor 
market, just as those effects began to reverse.  But the link between Shiller smoothing and margin mean reversion is for another 
report.  
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Obvious, examples of such costs would be depreciation and R&D.  Less obvious examples might involve 
the performance of the macroeconomy. 
  
If the earnings measure captures the sustainable component, then all earnings can be paid out entirely as 
dividends, thereby determining the return.  Alternatively, earnings could be retained and reinvested to 
increase the path of earnings by an amount proportional to the yield. So long as earnings are defined as 
the sustainable component we get the result. And what is true at the company level should also be true of 
an index including those companies.  
 
The problem with this approach, though, is that it involves a tautology and makes no reference to any 
conceivable earnings measure.  The common way to get around the problem is to be empirical, to test 
how various measures of the earnings yield predict returns in the historical data. Leaving aside 
survivorship bias, this approach gives rise to three other problems.  
 
• Even if there were a reliable link from some measure of earnings to prospective returns, it would not 

follow that an earnings yield would need to be mean reverting. For example, if underlying economic 
volatility were lower than average, then so too should be required returns and yields.  

 
• Related, the fits of historical returns on various measures of the earnings yield are unimpressive at 

the 10-year horizon, where R-squares peak, and extremely discouraging at the 5-year horizon. See 
the chart and table immediately below for some evidence on that.  

 
• Finally, the predicted returns, even at long horizons, can be sensitive to whether the valuation metric 

is expressed as a yield or multiple.  I touch on this in the appendix at the end of this note describing 
what I call the Shillerized Earnings Yield (SEY) and its relation to the CAPE.  Using the SEY 
quadruples the current fitted return over a ten-year horizon, which is actually discouraging to those 
who want to lean on valuation. 
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What to do then? 
 
The idea of timing the market by expecting some sort of mean reversion in a preferred valuation metric 
does not seem compelling. So then what to do? 
 
I would say three things: 
 

• Recognize that valuation is compelling only when at extremes3 and that we are now in an 
ambiguous zone. 

 
• Look at other things that relate more reliably to the medium-term return to equities, such as 

monetary policy and the business cycle.  (I hope to contribute there going forward.) 
 

• Think about where valuation was in prior periods that resemble the current one in relevant ways. 
 
Let me elaborate here on the last item in the list above.   
 
Rather, than just assume that our preferred measure of valuation must revert at some point toward its full-
sample average, we can think in terms of valuation regimes.  I get this notion from Jesse Livermore at 
Philosophical Economics, who has written extensively on the issue.4 
 
We often hear people claim that valuations should be higher and equity yields thus lower when the 
outlook for profits growth is strong.  In such a world, they say firms can “grow into their valuations.”  But 
what may be true of a stock is not necessarily true of the overall market. 
 
The reason is that bond yields and prospective economic growth tend to be correlated, although roughly.  
Within the logic of a market DDM, this can leave the “risk” premium as the tie breaker.  The most 
important driver of the premium would seem to be growth uncertainty, which can be proxied with a 
measure of trailing economic volatility or perhaps inflation. 5 
 

																																																								
3 For risk neutral investors, this seems to be particularly so when using valuation to get negative because it has generally been 
unswise to pay the equity spread.  For the representative investor, who presumably must compare his risk aversion with that implied 
by the market, it is harder to generalize.  
 
4 See in particular this prescient piece from late 2013. The focus of the post is to set out rigorously how to think about flow data, and 
it seems to be an advance on the typical approach.  But for my purpose the impressive bit is the concluding discussion of market 
“overvaluation.”  I think the same points may hold today, just quite a bit less reliably.  
 
5 It is probably worth emphasizing that I refer here to underlying economic volatility, not volatility in the market itself or VIX.  Relating 
fair valuation to VIX might be circular.  
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This perspective suggests that we might want compare our preferred measure of the earning yield, say 
the SEY, with where it was during similar periods of depressed underlying economic volatility – or more 
precisely, depressed perceived underlying economic volatility.   
 
The most obvious comparisons are, in descending order of applicability: the mid-2000s, the 1960s and 
the mid to late 1990s.  
 
As you can see from the left panel in the chart below, valuation is pretty close now to where it was in mid-
2000s or even much of the 1960s, although valuation was slightly more generous in the earlier period.  
During the late 1990s, equities were in a bubble which ended very badly and was actually causal for the 
economy itself. So we don’t want to use the 1990s as a valuation benchmark, even though that was also 
a low-vol environment.  
 
It may also seem strange to use the mid-2000s, given that there was a huge real estate bubble 
developing over that period, and that its ultimate deflation threw the global economy into a depression. 
But the real estate crash was not caused by developments in the equity market, a point I think is (or was) 
too often overlooked by analysts who fret that we are back to the 2007 levels in this or that.  Moreoever, 
fair valuation is related to perceived risk, which is correlated with the contemporaneous data flow, and not 
with what will ultimately be realized in the unknowable future.   
 
 

 
 

A more bullish interpretation is possible. Some would claim that the still-wide spread between the 
earnings yield and the real yield available in Treasuries implies a wide equity premium and that stocks are 
therefore cheap.  
 
The problem with that perspective relates directly to the fundamental difficulty with valuation mentioned at 
the top of this note. It presumes that the measured earnings yield can provide a direct indication of 
prospective returns to equities that is valid by the mere logic of arbitrage and independent of other macro 
influences, such as growth. That assumption is convenient and simplifying, but also probably unworkable. 
 
This is important because the decline of bond yields over the past decade has not happened in a vacuum 
but has instead been contemporaneous with a reduction of potential economic growth.  
 
One admittedly crude way to take on board the decline of both bond yields and growth is simply to follow 
the logic of a market DDM and assume they are equally important.  This leads to my Adjusted Equity 
Yield Premium, shown below right, which is just the Conventional Yield Premium less the deviation of 
estimated potential growth from its post-1960s average. 
 
Like the SEY, which is simpler, this adjusted yield premium is now also pretty close to what we see for the 
mid-2000s and (being a bit generous) the 1960s.  In the chart below, I overlay a simple measure of 
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underlying economic volatility just to show that the adjusted premium and vol tend to be correlated 
through time.6   
 
The point of that comparison is not to argue for being fully invested until the adjusted premium goes 
negative.  Rather, it mostly just documents the correlation and that underlying vol is similar now to the 
mid-2000s.  It is consistent with my take that equities are probably roughly fairly priced to deliver the 
below-average returns implied by weak growth and low volatility. 
 
  

 
 
 
 

Appendix: CAPE and the Shillerized Earnings Yield 
 
 
This report makes use of a valuation metric that I have labelled the Shillerized Earnings Yield (SEY).  
Here I will explain what the SEY is, mainly by comparing and contrasting it with Shiller’s Cycle Adjusted 
Price Earnings multiple or CAPE.   
 
The nitty gritty here may strike you as mind numbing. If it is, you may just skip down to the bottom where I 
go over how small tweaks to the design of a valuation indicator can occasionally – including now – 
generate meaningful differences in the predicted return, even at long horizons.  
 
In calculating the SEY I follow the spirit of Shiller’s CAPE in taking as its point of departure the idea that 
trend or replicable earnings can be roughly proxied with a 10-year moving average of inflation-adjusted 
quarterly earnings.   
 
However, the SEY differs from CAPE in four regards, two of which affect the valuation signals produced: 
 
• SEY uses operating earnings where they are available, which is for all periods since 1988.  The 

operating earnings figures are discounted by 10%, which appears roughly to be their bull bias 
(relative to GAAP) for non-crisis periods.  This spliced underlying earnings series will have the same 
trend as GAAP earnings through time. Indeed, for periods prior to 1988, it is GAAP.  But it is designed 
to dial down the effect of the huge and presumably-non-replicable write-downs from the Global 
Financial Crisis occurring mainly in 2008-09.  Smoothed GAAP earnings should converge (higher) on 
discounted operating earnings beginning next year, as the GFC impact on write-downs begins to drop 
out of the 10-year rolling window. It will be interesting to see how CAPE enthusiasts react to that 
predictable development, but it should have little effect on the SEY. 

 
																																																								
6 Another approach would be to model corporate earnings directly using a multi-stage approach, relying on bottom-up estimates for 
individual stocks. I have in the past seen the brokers use this approach, and it generates results that are qualitatively similar to my 
own.  
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• Within the SEY, each quarterly earnings figure in the 10-year rolling window is inflated to current-
period comparability using the core PCE deflator where it is available, which is all periods since 1959.  
Subbing the core deflator in for the CPI for the recent periods has almost no effect on the valuation 
signals, and I make this tweak mainly for purposes of uniformity, as I use the core deflator elsewhere 
in my work. I mention it only for those who might want to replicate these results. 

 
• The smoothed earnings series is centered on the current period by multiplying all observations by 

roughly 1.1, which the effect of compounding a 2% historical real growth rate over five years, which is 
turn the average lag within a 10-year rolling window. This centering has no effect on the resulting 
valuation signals, so long as those signals are interpreted as deviations from their own mean, which 
incidentally is how regressions fitting historical returns treat them.  Rather, the adjustment simply 
allows the earnings yield to have a more intuitive meaning when expressed in absolute terms. For 
example, why claim the earnings yield is 3%, when you really mean it is 3.3%. 

 
• Most importantly, the SEY is a yield, rather than a multiple.  This allows it to fit more comfortably in a 

valuation framework using real bond yields and economic growth rates, and happens – marginally – 
to improve the value of the indicator when used to fit historical real returns in equities. 

 
 

 
 

 
Each of these tweaks seem defensible in their own terms, although – to repeat – only the first and last 
really matter.  But that they matter so much should be taken as a bit unnerving to those who place much 
weight on valuation work.  
 
The current fitted value from a regression relating the 10-year (real) return to the SEY is 3.3%.  This 
compares with just 0.7% if the CAPE is instead used.  Shiller has himself suggested the return should be 
only about 1%, although emphasizes that a bear market is probably not imminent.7 
 
The difference between the return predicted by the SEY and that predicted by the CAPE can be thought 
of as reflecting the variable treatment of write-downs and the difference between expressing the valuation 
metrics as a multiple or yield.    
 
While not shown in the chart above, about 90% of the current difference between the two signals can be 
attributed to the fact that one is a multiple and the other a yield. This is not surprising because that 
distinction should be systematically related to valuation itself. When valuation is low, the Shillerized 
earnings yield should give the stornger (perhaps excessively so) bull signal. And when valuation appears 
expensive, as currently, we get the opposite.  

																																																								
7 See this recent piece in the New York Times.  Shiller notes that the “narrative” in markets does not emphasize overvaluation and (I 
would say) thus reliance on the greater fool. So investors are less likely to act skittishly in response to bad news or adverse price 
action. As I read him, he is saying high valuations then can be sustained. But he relates that to psychology, which sounds more 
fickle than low underlying economic volatility, but is meant to have the same influence while in place.   
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I am comfortable we should be using the yield, not the multiple, particularly in the current environment. 
The problem, though, is that this is based mainly on logical priors. The historical fit from using the multiple 
is not that much higher. And neither measure, taken in isolaiton, explains more than about a 1/3 of the 
variation in returns, even at the 10-year horizon.  
 
Gerard MacDonell 
gerard@frontharbor.com 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
mutual funds, futures contracts, and exchange traded funds, or any similar instruments.                                                      
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