
Eight and a half years have passed since the last market correc-
tion, making this the third longest expansion in market history da-
ting back to 1854. The longer the expansion runs, the greater the 
speculation and concern about the inevitable end.  

So, getting straight to the point, is the stock market overvalued? 
Possibly. If so, what actions should we take? Allow us to provide 
more clarity to this rather vague answer via several observations 
from varying perspectives. 

First, we must define “value” if we are going to assess the current 
level. Generally speaking, one perceives value by comparing what 
is being offered relative to what will be received. When buying a 
stock, you theoretically are buying the stream of future earnings 
for that company, although there are other ways to perceive this 
transaction. 

Many metrics exist to measure the attractiveness of the stock 
market with price-to-earnings (price of the stock compared to 
one year’s profits) being the most commonly referenced gauge. 
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No matter which metric is 
used, however, they are all 
seemingly sending a simi-
lar message – that the 
market is at the upper end 
of the historical valuation 
range. 

Warren Buffett has stated 
that “the best single 
measure of where valua-
tions stand at any given 
moment” is the value of a 
stock index relative to 
that country’s Gross Do-
mestic Product (GDP). 
The chart immediately at 
the right compares the 
Dow Jones Industrial Av-
erage to GDP in the U.S. 
and shows that valuations 
are approaching levels 
last seen near the “dot-
com” bubble in the late 
1990’s.  

Speaking of GDP, second quarter growth came 
in at 3.0 percent. This is the highest growth 
rate in over two years. GDP is the tide that lifts 

all boats in terms of corporate profits, and 
profits have been growing. After a period of 
declining profits in late 2015 through early 
2016, earnings for publicly traded companies 

around the globe have been re-
bounding robustly. Earnings are 
expected to grow 11 percent for 
large U.S. companies over the next 
year, while foreign profits are ex-
pected to grow 15 percent in de-
veloped countries and 25 percent 
in emerging countries. 

This is important because if prices 
remain constant, rising earnings 
could bring valuations down to 
more moderate levels. The chart 
on  the next page illustrates this 
dance between earnings and pric-
es for the S&P 500. After prices 
(light blue line) bottomed in 2009, 
earnings (dark blue line) were able 
to grow at least as quickly as 
stock prices up until 2013. Then in 
late 2015, stock market prices took 
off again in anticipation of improv-
ing earnings.  
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(Recessions 
are shaded) 

Source: macrotrends.net  



What about international stocks? 

So far our focus has been on domestic stock 
valuations, but the investment universe is not 
limited to stocks, let alone 
just U.S. stocks. Foreign 
stocks represent a pocket of 
attractive valuation, in our 
opinion. U.S. stocks have 
historically garnered a price-
to-earnings (P/E) ratio of 
about 2 points higher than 
foreign-developed stocks as 
a whole.  

That difference is now be-
tween three to four points. 
Stocks from emerging mar-
ket stocks are even more 
compelling. For example, 
domestic small company 
stocks sell for a P/E multiple 
of 24x the next 12 months 
earnings.  

Emerging market stocks sell 
for less than 13x estimated 
earnings and have more rap-
idly growing earnings as 
previously mentioned. 

Bonds are      
not cheap 

Moving outside the 
stock universe, a quick 
glance at bonds tells 
most people that they 
are not cheap. On a 10
-year Treasury note, 
you can get a yield of 
just above 2 percent 
annually, or $2 on 
every $100 invested. 
Applying the Price-to-
Earnings example to 
bonds gives us a P/E 
ratio of 50x (100/2) — 
not exactly cheap. 

Real estate prices 
have gravitated up in 

recent years in concert with stock and bond 
prices, so the relative attractiveness between 
these three asset classes has not changed    
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materially. As the price of an asset rises, your future expected 
return declines. This makes returns over the next 5 to 10 years 
appear somewhat muted. 

While valuation metrics are useful for long-term estimates, they 
are almost worthless in the short term. In fact, markets frequent-
ly generate very attractive returns late in a bull market as opti-
mism proceeds from healthy to excessive levels. The late 1990s 
is a great example. Most analysts thought stocks were fully val-
ued by 1996, and if you look back at the first chart of the DJIA to 
GDP ratio, one can see why. Those next few years were extreme-

ly profitable 
until optimism 
was off the 
charts and the 
ensuing crash 
from 2000 to 
2003 reset 
valuations to 
more reasona-
ble levels. This 
is the reason 
we use other 
tools in combi-
nation with 
our valuation 
metrics in our 
analysis. 

 

So, now to the all-important question at the   
beginning of this article, what do we do?  

 

We apply a disciplined strategy of rebalancing. As equities go 
higher, we sell some and reinvest in more conservative assets. 
Also, at the more granular level, we shift from expensive assets 
to more attractively valued assets (e.g. shifting from small do-
mestic stocks to foreign stocks) when confirmed by improving 
fundamentals and price performance.  

This process worked wonderfully during the dot-com bubble. 
Technology stocks were obviously the main driver of excessive 
optimism and valuations. When those stocks collapsed, the 
much cheaper small company stocks and dividend paying stocks 
performed admirably.  

This process is much more consistent than ill-advised market 
timing and allows one to more safely participate in late bull mar-
ket returns. 
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