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Valuation is not yet egregious 
The title of this piece may strike you as setting a rather low bar.  But in equities, at the level of the market, 
valuation is a fuzzy concept that is often not that useful. What investors want, when thinking about 
valuation, is a measure of what returns the market might deliver under “neutral” macro and profit 
conditions.  Valuation is usefully thought of as “high” if the market is less likely to deliver strong returns or 
is prone to disappointment. 

But there are two problems with that. First, valuation metrics exert only a weak pull on prospective 
returns, particularly at short horizons, but also arguably at long horizons.  Shiller’s work, for example, is 
interesting to academics because it shows an effect from valuation (on returns) at the 10-year horizon, 
and not because that effect is particularly strong.  That result is interesting for academics who like to fuss 
over whether markets are “efficient”, but it is not necessarily that interesting to investors practically. 

Source: Robert Shiller, S&P Global Indices, BEA, Bloomberg 
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Second, and closely related, valuation extremes can provide a somewhat relevant investment signal 
when the extreme is one of undervaluation, but it works much less well when the signal is one of 
overvaluation, as we have been debating recently.   

In the US historical data, periods of overvaluation have tended to be followed by low but positive long-
term real returns.  Historically, apparent overvaluation has occasionally provided a signal to be cautious, 
but never short, at least not when taken in isolation.  To a large extent, this probably reflects survivorship 
bias in the US market. But analysts can deal only with the data we have. It is tough to say what 
overvaluation would have implied if the US had not been the most financially successful result ever 
anywere. 

With this in mind, I would like to document here that US equites have not yet moved to a position of 
egregious overvaluation. To me they look full and suggest that over the longer horizon the market is 
indistinguishable from fairly priced to deliver the low returns that are consistent with slow growth, low 
economic volatility, and the low risk premia that seem to arise from that. But I have seen it that way for a 
while now, and clearly prematurely in retrospect.  The key practical point, I think, is that valuation has not 
yet moved to the point where it is the dominant signal, as was last the case in the late 1990s. 

The chart on page 1 shows most of the inputs into my valuation framework and incorporates data current 
to December 20.  I will not review the methodology I use, exept to point out that I went over it in my first 
report for this service.  For me, two factual issues worth pointing out are: first, that earnings are not 
sharply above their Shillerized values, once the Shillerization is done to avoid an apples / oranges 
comparision ; and second, that the real Treasury yield remains below my proxy for potential GDP growth, 1

although both are lower than they were in recent decades.   

The lower right panel shows what is often conventionally, and I would say wrongly, taken to be the equity 
“risk” premium.  It is simply the difference between the preferred measure of the earnings yield (in my 
case, Shillerized) and the estimated real yield offered in 10-year Treasuries.  It implies that equities are 
less expensive relative to bonds than they were even at the height of the last cycle, which — importantly 
— was certainly not capped by valuation concerns in equities.  The world almost ended, but that is 
separate from the ongoing equity valuation debate. 

Source: Robert Shiller, S&P Global Indices, BEA, Bloomberg 

 I avoid an apples to oranges comparison by Shillerizing operating, rather than GAAP earnings, for all periods (since 1988) the 1
latter are available, although the operating earnings are discounted by 10% to make them comparable with historical GAAP.  I also 
center the result of the 10-year window by multiplying the average there by trend real earnings growth compounded over a 5-year 
period.  Even with this, the Shillerization will obviously assign zero weight to the recently legislated corporate tax cuts.
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That metric, though, has a bull bias because it assumes that the recent decline of the Treasury yield is 
perfectly unrelated to weaker economic growth prospects, which would presumably affect earnings 
growth.  There are a couple ways of getting around this. One involves just assuming that the real yield 
and the real growth prospect move together, in which case prospective growth and the real rate cancel 
each other within a market DDM framework, leaving the earnings yield as the measure of “value.”  

Another approach is to take account of both the real yield and a proxy for potential growth, as suggested 
by the lower left panel in the chart on page 1.   This approach is unavoidably crude, because we do not 
really know that (variation in) the proxy for trend GDP growth is a valid proxy of (variation in) prospective 
trend earnings growth.  But it seems to me to be better than just avoiding the issue. And that brings us to 
my favorite — or least disfavored — measure of market valuation, shown on page 2. 

Market multiples are high not because bond yields are low. That effect is mostly offset by the decline of 
estimates of trend growth, at least within my framework. Rather, multiples are high and the market 
earnings yield is low because investors perceive the current economic environment to be one of low 
volatility.   

When that premise gets challenged, as I think it will after inflation starts to move meaningfully higher, 
whenever that may be, then the fact that valuation looks a bit stretched should become a real issue. In 
the meantime, the lack of attractive valuation suggests to me that now is not the time to be taking 
aggressive directional risk, although it is probably too soon to be fully out, let alone short, assuming — as 
I do — that you are a risk neutral investor. 

This take is reinforced by that mesure of detrended real total returns, which I am sure you are all familiar 
with. Given how far the market fell below trend at the depths of The Crisis, the cumulative real return is 
still not all that stretched relative to its historial trend, despite the fact that the real return has been a 
quadruple from the lows.  I show this mostly because it fits, and not becasue this sort of analysis is 
necessarily very convincing in its own right.  The idea that the real return just goes up over time begs the 
question, in the technical sense of that term. If we knew that were the case, all subsequent analysis and 
speculation would be redundant.  Still, it is striking how long it takes for the line depicted in the right panel 
of the chart below to move to a level that seems interesting. 

Source: Robert Shiller, BEA, FH estimates. 
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