
 

 

 

 
 

 

 

 
 

Valuation. What something is worth. Usually, we determine that by what someone is willing to pay for the item 

or service. Same with the stock market. In days past, there were metrics to help determine what a stock is 

worth. Things like expected earnings, revenue growth, cash flow, etc., were the common metrics. Events like the 

dot-com crash in 2000 or the housing/financial crisis in 2008 are examples of corrections to things being 

overvalued.  

So, in 2021, where do we stand, and, more importantly, why does it matter? The following is a cherry-pick of an 

article written by Lance Roberts in “Real Investment Advice”.  I’ve interjected some of my perspective and left 

out a majority (but not all, sorry!) of the “nerdy stuff”, but if you can grasp the essence of this analysis it will 

hopefully frame expectations for the future. Let’s start with this:  

• There are many individuals in the market today who have never been through an actual "bear market." 
• These events, while painful, are necessary to "reset the table" for outsized market returns in the future. 
• Without such an event, it is highly likely the next decade will challenge most financial plans. 

The March 2020 correction was not a bear market.  

• A bull market is when the price of the market is trending higher over a long-term period. 
• A bear market is when the previous advance breaks, and prices begin to trend lower. 

The chart below provides a visual of the distinction. When you look at price "trends," the difference 
becomes both apparent and useful. 

 

The distinction is essential. 

• "Corrections" generally occur over short time frames, do not break the prevailing trend in prices, and are 
quickly resolved by markets reversing to new highs. 

• "Bear Markets" tend to be long-term affairs where prices grind sideways or lower over several months as 
valuations are reverted. 
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The last bullet point is the most important. During "bear markets," valuations are historically reverted. 
However, during the 2020 correction, valuations not only did not revert, but they also actually 
increased. 

The problem, of course, is that valuations tell you everything about "future returns" on invested 
capital. Such should be relatively obvious. If you overpay for a car, a house, or a tract of raw land, when 
you go to sell it, you will most likely not make money. The same holds true for capital invested in 
markets. 

However, in the midst of a "raging bull market," investors, in the short term, lose sight of this long-
term reality. As Howard Marks noted in a recent Bloomberg interview: 

"Fear of missing out has taken over from the fear of losing money. If people are risk-
tolerant and afraid of being out of the market, they buy aggressively, in which case you 
can't find any bargains. That's where we are now. That's what the Fed engineered by 
putting rates at zero. 

"We are back to where we were a year ago-uncertainty, prospective returns that are 
even lower than they were a year ago, and higher asset prices than a year ago. People 
are back to having to take on more risk to get return. At Oaktree, we are back to a 
cautious approach. This is not the kind of environment in which you would be buying 
with both hands. The prospective returns are low on everything." 

The vast majority of Americans actually have a relatively short time frame in which to accumulate 
assets for retirement. For most, by the time a point in life is reached where one can seriously 
accumulate savings, it is about 15-20 years. 

And therein lies the problem. 

"The mistake investors repeatedly make is dismissing the data in the short-term because there is no 
immediate impact on price returns. As noted above, valuations by their very nature are HORRIBLE 
predictors of 12-month returns. Investors avoid any investment strategy which has such a focus. In the 
longer term, however, valuations are strong predictors of expected returns." 

As we have pointed out, virtually all measures of valuation currently suggest that 
forward returns over the next decade, or longer will be low. 

There are two important points to take away from historical market data. First, there are several 
periods throughout history where market returns were not only low but also negative. Secondly, the 
periods of low returns follow periods of excessive market valuations. 

This Time Is Not Different 

"The classic 1934 textbook 'Security Analysis' - by Benjamin Graham, a mentor to Warren Buffett, and 
David Dodd - urged investors to compare stock prices to earnings over 'not less than five years, 
preferably seven or ten years.' Ten years is enough time for the economy to go in and out of recession. 
It's enough time for faddish theories about new paradigms to come and go." 

History shows that valuations above 23x earnings have tended to denote secular bull market peaks. 
Conversely, valuations at 7x earnings or less have tended to denote secular bull market starting points. 

In either case, these numbers are well below the majority of financial plan projections which will leave 
retirees well short of their expected retirement goals. 

http://www.nytimes.com/2007/08/15/business/15leonhardt.html?source=content_type%3Areact%7Cfirst_level_url%3Aarticle%7Csection%3Amain_content%7Cbutton%3Abody_link


Conclusion 

While the majority of analysis is based on the idea that individuals should "buy and hold" indexed 
based portfolios, reality has been far different. 

With retirement plans having a finite time span for both accumulation and 
distribution of assets, the time lost in "getting back to even" following a major 
market correction is the primary consideration. 

Markets are not cheap by any measure. If earnings growth fails to grow sharply, interest rates rise, not 
to mention the impact of demographic trends, the bull market thesis will collapse as "expectations" 
collide with "reality." 

Such is not a dire prediction of doom and gloom, nor is it a "bearish" forecast. It is just a function of 
how the "math works over time." 

For investors, understanding potential returns from any given valuation point is crucial when 
considering putting their "savings" at risk. Risk is an important concept as it is a function of "loss." The 
more risk that is taken within a portfolio, the greater the destruction of capital will be when reversions 
occur. 

This time is "not different." The only difference will be what triggers the next valuation reversion and 
when it eventually occurs. Two bear markets taught many this lesson. Currently, there is a whole 
generation of investors who will have to learn this lesson the hard way.  

On the other hand, a solid, diversified approach that adjusts to market conditions will help mitigate the 
impact of these reversions. “If your portfolio is standing still it will eventually get run over.” That 
perspective is not different, as it has been my philosophy since the very start.  

My best, 

 

 


