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Expensive Valuations  
Suggest Caution
The ability to compound investment returns is essential to long-term 
financial success. Our portfolios are managed to achieve this goal by 
searching for relative value among global asset classes. We continuously 
analyze the current environment, project returns over the next 18-24 
months, and rank opportunities and risks. The goal is to put the odds in our 
favor by overweighting the most promising asset classes; underweighting 
the less compelling and avoiding those with unacceptable risks. 

As we evaluate opportunities, we have found that an asset class’ valuation 
is often a key determinant of its future returns. Attractive valuations often 
lead to stronger returns, while expensive valuations can lead to large 
declines and impede the compounding of returns. Chart 1 below illustrates 
the point using the Wilshire 5000, a broad measure of U.S. stocks and NIA 
earnings, a broad measure of corporate profits in the economy.

The goal is to put the 
odds in our favor by 
overweighting the most 
promising asset classes; 
underweighting the 
less compelling and 
avoiding those with 
unacceptable risks. 
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By this measure, today, stocks appear expensive. Chart 2 below tells the story. Currently, the Wilshire 5000 is 
trading at an adjusted 29.1x NIA earnings. This is about 70% above the historic norm of 16.88x. In fact, over 
the last 50 years, it has only traded at these levels one other time (2000) when prices peaked at more than 
35x earnings. Then, stock prices dropped more than 45% and did not meaningfully move above these price 
levels until 13 years later (see blue line on Chart 1 on the previous page).   
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Expensive valuations do not automatically result in a drop in stock prices. A great deal has to do with the 
growth of earnings. When earnings growth is rapid, stock prices can lead and earnings eventually catch up. 
The result can be that stock prices stay level or even modestly appreciate during this time. Where things 
become troublesome is when earnings growth doesn’t materialize after valuations rise. Such was the case in 
2000 (see Chart 3 on the next page).
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* Adj., relative to NIA Earnings Wilshire 5000 price as of 9/30/19. NIA Earnings as of 6/30/19.
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Today, there are similarities in this relationship to 2000 worth noting (see Chart 4 below). Prices have 
appreciated over the last several years in anticipation of higher earnings. Catalysts for this optimism have 
been an accommodative monetary policy, tax cuts, and increased fiscal spending to name a few. Yet, so 
far, corporate profits, while sitting near record highs have largely moved sideways and their growth is now 
bouncing around 0%. It is this lack of growth that raises concerns.

Chart 3
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Conclusion
 
So, does this mean stock prices 
will drop like they did in 2000?  Not 
necessarily. Earnings growth could 
ignite as a result of several factors: 
1) recent interest rate cuts whose 
impact have not yet been felt; 2) if 
a meaningful trade agreement with 
China is reached; 3) if a large new 
stimulus emerges from Beijing or 
elsewhere; or 4) some other causal 
factor materializes. However, we 
do think it is a time to be more 
cautious and are positioning our 
portfolios accordingly. At the very 
least, we believe current stock 
valuations present a meaningful 
headwind to future  
price appreciation.  

Given our mandate to compound 
high quality returns, our current 
mix of assets is more defensive 
than our long-term strategic 
allocation. Although we retain a 
large position in stocks, overall, 
we are underweight these assets, 
primarily because the upside 
looks more limited and the risks 

appear to be elevated. The stocks 
we do own are mostly large U.S. 
companies. These companies have 
been among the best performing 
assets worldwide.  Currently, we 
believe they offer a better return/
risk balance than many other  
asset classes.  

Also, in most strategies, we 
continue to avoid U.S. mid and 
small company stocks as well 
as stocks in foreign developed 
markets. Investments in these asset 
classes have produced weaker 
results over the last twelve months 
and our current research suggests 
they could underperform over the 
next 18-24 months. This appears to 
be the case based on their current 
valuations and the quality of their 
balance sheets and earnings.

As a result, we are overweight safer 
short-term assets. Normally, these 
have a very small presence in our 
portfolios. Yet in 2018, they were 
among the best performing assets. 

Looking forward, we feel that our 
meaningful allocation to these low-
risk assets performs two key duties: 
1) they are a key risk mitigator 
in the event that risk assets, like 
stocks, sell off; 2) they also help us 
balance our clients’ desire for both 
growth, when things are going well, 
with the need to protect the returns 
that we have generated for them.     

We apply our research driven 
process every day. As our outlook 
changes, we will make proactive 
adjustments to asset allocation. 
In the meantime, we hope this 
information is helpful.  

As always, we welcome your questions and the opportunity to talk further.

– Hamilton Capital
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