
When getting into the realm of valu-
ations, a good place to begin is the 
Price-Earnings multiple. This is the 
market price of the security divided 
by the most recent twelve month’s 
earnings. P/Es can also be extended 
to the broader market. Starting P/Es 
give an indication of how long it 
could take to break even on a pur-
chase. Using a “normal” P/E of say 
10 times, it would take ten years of 
earnings to breakeven on an invest-
ment today. During the speculative 
mania of the dotcom bubble, many 
tech stocks were trading in 
“abnormal” P/E territory. Some of 
the triple digit P/Es on offer might 
have made sense - if you were going 
to live for a thousand years. 

A variation of the standard P/E is 
found in Robert Shiller’s Cyclically 

Adjusted Price to Earnings Ratio or 
CAPE. It is based on average infla-
tion-adjusted earnings from the pre-
vious 10 years. Using the CAPE we 
capture a more nuanced measure of 
valuations. CAPE is not a market 
timing tool. Rather CAPE gives an 
indication of where future returns 
might be headed over the long term.

The price investors are willing to pay 
for stream of earnings contain a lot 
of information. (They are also sub-
ject to all sorts of chicanery by ac-
countants but we’ll ignore that aspect 
in this article). The starting P/E has 
remarkable long-term predictive 
power. Its power grows the further 
out you go. The reciprocal of the P/E 
number - the earnings yield - is the 
return on equity capital. If the P/E 
remains constant, it should also rep-

“Price is what you pay. Value is what 
you get.”  Warren Buffett

During the years from 1966 to 1981, 
the American stock market appeared to 
be directionless, primarily moving 
sideways and producing a demoralising 
compound return of negative 0.4%. 
Many investors swore off of ever in-
vesting again. What made this fifteen 
year period so soul-crushing? Starting 
valuations may have had something to 
do with it.

A key determination in any investment 
decision is the relationship between its 
value and its price. For each asset un-
der consideration, one ought to esti-
mate its intrinsic value. When its mar-
ket price is below that value, it’s gener-
ally safe to buy. When its market price 
is higher, it’s usually prudent to trim or 
sell the position. Values are not fixed; 
they move in response to changes in 
the economic environment.

Likewise security prices are affected 
by numerous factors, including inves-
tor psychology. When optimism is 
rampant (or when central bankers’ 
stimulus foster conditions for that opti-
mism), prices can soar. 

However, the greater the price paid, the 
less value received.
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day for an asset, future returns must, 
and will, be lower.”4 

So where are we today? Investors 
have been gorging on ‘growth’ stocks 
which has made this a very expensive 
market indeed. Some of the prices on 
offer suggest a limitless future. The 
current CAPE is an estimated 32.36 
times, roughly 100% above its long 
term mean (see chart this page). To-
day’s unadjusted P/E of 24.7 times 
also indicates the likelihood of a low 
return future. The reciprocal of the 
current P/E - the projected long-term 
S&P 500 real return - is about 4%. 
That's the return stock investors can 
expect over the next 15 - 20 years.

A lot can happen over that investment 
horizon.The economy might grow 
much faster. Fundamentals could 
catch up to valuations. Technological 
innovation may well help productivity 
soar. We can only hope so.

What we do know is that valuations 
are arbiters of future returns. Securi-
ties are riskier when valuations are 
high, when prices embody a lot of 
optimism. In the past, valuation levels 
such as the ones present today were 
eventually followed by years of inves-
tors feeling regret. 

Will this time be different?
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resent the security’s long term real 
return. For the market as a whole, the 
earnings yield is the rate at which the 
market compounds money.1

Continuing our example, the market’s 
P/E was richly valued at 21 times in 
1962 and it wasn't until twenty years 
later that it became inexpensive again. 
In the interim inflation had accelerated 
from 1.92% in 1966 to 13.91% in 
1980. Inflation produces two strongly 
correlated effects: a rise in bond yields 
and a decline in the market’s P/E ratio. 
By 1982, the 10-year Treasury yield 
had more than tripled and the S&P 500 
P/E ratio had fallen by 56% to 7.73.

In the bull market that followed, from 
1982 through 1997, investors earned a 
real (after-inflation) return of 12.8 per-
cent per year, nearly six percentage 
points above the historical average. 
What’s noteworthy is that the recipro-
cal of that 12.8% return was very close 
to the number predicted by the 1982 

market P/E of 7.73.2 This bull market 
carried on into early 2000 with the eu-
phoria around the dotcom bubble. 
Some investors may remember how 
that ended.

Rising valuations mean that prices are 
growing faster than fundamentals. Ele-
vated valuations generally mean lower 
dividend yields. “Accordingly, low 
starting valuations benefit investors by 
creating the likelihood of future price 
increases in excess of growth in funda-
mentals, and also by boosting the yield 
component of total return. In contrast, 
rich starting valuations create the like-
lihood of future price gains (or losses) 
below the growth in fundamentals, and 
also by diminishing the yield compo-
nent of total return.”3

As the graph (on page one) makes 
clear, long term future rates of annual-
ised returns decline as valuations rise. 
“This should not be a surprise as sim-
ple logic states that if you overpay to-
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