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On Market Valuations 

In 1999, for the first time in its history, the S&P 500 recorded its fifth consecutive year with returns in excess of 20 percent. With that performance have come increasing cries that the market is too high (overvalued). We have two responses. 

First, we observe that pundits have been claiming the market has been “too high” for some time. Alan Greenspan made his notorious “irrational exuberance” comment at the end of 1996 when the market was about 4,000 points lower than it is today. The DJIA has since climbed by thousands, and pundits are still making predictions. Put simply, the market is a great humbler. Probably more money has been lost trying to avoid bear markets than by actually being in the bear markets themselves. In short, we feel that attempts to time the market have proven to be a loser’s game.

Second, which market is too high? This is not a frivolous question. “The market” is made up of numerous asset classes, each with its own performance and relative valuations. Let’s take a closer look at both the performance and current valuations of each major US equity asset classes. 

We have divided the US equity market into five major asset classes using the appropriate Dimensional Fund Advisor (DFA) fund to represent each asset class: large-cap (S&P 500), large-cap value, small-cap (9-10), small-cap value and real estate. For the period 1995-1999 per-annum returns were as follows: 

S&P 500
28.6%

Large Value
20.1%

Small
18.5%

Small Value
18.6%

Real Estate
8.2%

This disparity in performance, with large growth stocks substantially outperforming the other asset classes, impacted relative valuations. We can see this clearly by looking at the change in book-to-market values from year-end 1994 to the end of the first quarter 2000. 

	
	1994 Year-End BTM
	2000 First Quarter BTM
	Percent Change

	S&P 500
	0.40
	 0.21
	–48%

	Large Value
	0.85
	1.02
	+20%

	Small
	0.61
	 0.61
	Unchanged

	Small Value
	0.93
	 0.98
	+05%

	Real Estate
	0.47
	 0.83
	+77%


It is clear that market movements have impacted the various asset class valuations in an uneven fashion. While one might argue that the valuations of the large-cap growth stocks that comprise the S&P 500 Index have increased dramatically, no such argument can be made for the other asset classes. In fact, in general, the valuations for the other asset classes are now lower than they were at the end of 1994. One might argue that the S&P 500, which is trading at almost five times its book value, might be overvalued (or at least highly valued from a relative historical perspective). However, it seems illogical to make the same argument for the other asset classes, which are trading at 1.02, 0.98 and 0.83 of their book value. 

We conclude that investors seem to have driven down the risk premium required for large-cap growth stocks relative to the other asset classes. That does not necessarily mean that large-cap growth stocks are overvalued. It does mean that the relative risk premiums appear to have widened in favor of the other asset classes, and thus future relative returns are likely to reflect those now wider risk premiums. 

We can also see the same results when we look at price-to-earning (P/E) ratios and their changes over the same period. The P/E ratio for S&P 500 large-cap growth stocks has soared, and the P/E ratio for large-cap value stocks has risen somewhat. But the P/E ratios of the other asset classes (especially real estate) have actually fallen. 

	
	1994 Year-end P/E
	2000 First-Quarter P/E
	Percent Change

	S&P 500
	15.8
	29.7
	+88%

	Large Value
	10.3
	11.3
	+10%

	Small
	14.1
	13.7
	- 3%

	Small Value
	11.7
	11.6
	- 1%

	Real Estate
	20.5*
	13.9
	-32%


*Year-end 1995 

The lesson behind our observations is that investors should avoid extrapolating broad statements about segments of the market to all of the asset classes that make up “the market.” 

We caution investors about trying to use this data to place market timing “bets” on which asset classes will do well in the future. While we do believe that current market prices may reflect unusually high relative risk premiums for small-cap stocks, value stocks and real estate, we must remember that those risk premiums are compensation for the market’s judgment about the perceived relative risk of each asset class. 

On the other hand, investors willing to accept the higher risk placed upon small-cap and value stocks may wish to consider increasing their allocations to those asset classes, with a few caveats. First, while the wider risk premiums reflect greater expected returns, they also reflect greater perception of risk. Second, even if investors ultimately receive the higher expected return, they may have to wait a long time to receive them. Required traits for such investors are patience, discipline, a high risk tolerance, a disregard for tracking error (whether or not one’s portfolio underperform “the market”), and a strong stomach. 

While we are certainly not advocating a market-timing strategy, it does strike us as reasonable to at least consider the current valuations (and implied future returns) when making asset allocation decisions. At the very least, investors should have the discipline to avoid chasing yesterday’s returns and to rebalance by buying more of the recent underperformers.
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