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Executive summary
Buoyed by solid economic growth, strong
productivity gains and unprecedented monetary
actions by central banks, the global equity market
has almost quintupled since the lows of the Great
Financial Crisis.

As a consequence of the strong demand for these
market segments, the US stock market is currently
trading at valuation levels only exceeded during the
TMT bubble of the 90s.

The equity bull market has mainly been driven
by technology-related sectors and the US stock
market, which from a risk factor perspective
corresponds to a strong tilt to the growth,
large size and momentum risk factors.

Lessons learned from studying history: (i) although
valuation levels often do not matter short-term,
long-term they give strong guidance regarding
future returns, (ii) performance is cyclical and often
driven by a strong narrative, and (iii) diversifying
across countries, sectors and risk factors pays off.

MCAP indices are, per construction, tilted to these
risk factors and they currently exhibit a very high
concentration risk. The US stock market exhibits
a historically high weight of almost 70% in the
MSCI World index, and technology-related sectors
account for more than 50% of the S&P 500 index.

Looking forward, it is relevant for all investors
to question how long current trends will prevail.
Investors are increasingly customising equity
portfolios to fully align them with individual
investment and ESG policies as well as their return
expectations for regions, countries and sectors.
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How long will the equity bull market continue is it time to diversify your equity portfolio?
The US stock market and technology sectors have fueled the current equity
bull market and are heavy-weights in most major indices. Driven by the
digitisation of business models and hyper growth these market segments are
currently trading at extended valuation ratios - in both absolute and relative
terms - with some observers suggesting a downturn is inevitable, sooner
rather than later. In this article we look at what history can teach us when
determining an optimal equity allocation, and how investors might avoid
repeating errors of the past.
The global stock market has gained almost 500% since its trough in March
2009 during the Great Financial Crisis. Despite some larger sell-offs, it has
in general been a very benevolent environment for equities, with MSCI World
posting a positive return in 10 of the last 13 years. Solid economic growth,
historically low interest rates and increased productivity stemming from
the digitisation of many business models has resulted in notably improved
company fundamentals and a very positive investor sentiment. Central banks
have also given their fair share of help boosting the performance of riskier
assets by unprecedented - both in magnitude and length - monetary actions
through various quantitative easing programmes.
Analysing what has worked and what has not worked over the last decade,
the somewhat sweeping conclusion is that everything worked.
To better understand why certain regions and sectors have performed as they
have, it is important to analyse the performance of risk factors. A risk factor
is a certain characteristic that relates to a group of stocks that is relevant to
explain their returns and risk. As shown in the graphon the right, it has been
an attractive environment for stocks with a high exposure to the growth,
momentum and size (i.e. large cap) risk factors, whereas in particular value,
minimum volatility and small cap risk factors underperformed.
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The current bull market has also coincided with the exponential rise
of indexing, with most of the inflows to index strategies allocated to
market capitalisation-weighted (MCAP) indices.
According to data from Morningstar Direct, assets invested in
index funds and ETFs rose from ca. USD 2tn in 2009 to more
than USD 15tn currently.

Per construction, MCAP indices are tilted to the growth, large size and during a bull market - momentum risk factors.

Growth of index products

Strong inflows into MCAP indices thus automatically translates into higher
demand and rising prices for stocks exhibiting a strong tilt to these risk
factors. As a consequence, MCAP indices in general currently exhibit a high
concentration risk with examples from some of the most widely followed
indices being: the US stock market exhibits a historically high weight in the
MSCI World index of almost 70%, the internet and online commerce heavy
sectors technology, communication services and consumer discretionary
makes up more than 50% of the S&P 500 index.

Asset under management index funds and ETFs (in USD tn)
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Is the stock market overvalued?
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It is undisputed that over the last decade, the stock market’s general valuation
level has had a poor predictive power in terms of explaining future returns,
but it has historically given good guidance in regards to medium- to long-term
return expectations. Where do we currently stand? To improve the forecasting
power of the commonly used valuation metric price-earnings (PE) ratio, Nobel
Laureate Professor Robert Shiler has proposed applying a methodology that
corrects for inflation and normalises the impact from the cyclicality of the
business cycle by putting the current stock market price in relation to the 10year average inflation-adjusted corporate earnings.
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The graph to the right shows the so-called Shiller PE ratio dating
back to 1881 for the US stock market. What does it tell us?
Despite normalising the earnings, the Shiller PE ratio has
oscillated quite significantly around its long-term mean of 17.
But more importantly, today’s Shiller PE of 38 was only
exceeded at the height of the TMT (technology, media, telecom)
bubble in 1999-2000. Even in 1929 - just before the big crash and
subsequent Great Depression - the US stock market was trading
at a lower valuation level.

Valuation level in the US at a historical high

What does a Shiller PE of 38 actually mean? The inverse of
the PE ratio is the earnings yield, which is the risk premium (in
real terms) that investors currently demand for investing in the
stock market.
Investors thus demand a meagre risk premium of ca.
2.6% for taking on equity risk.
Historically, investors have demanded a risk premium of ca. 6%
that fairly well corresponds to the US stock market’s long-term
average annual performance of 7% (in real terms).
Using the same methodology as Professor Shiller, researchers
from Barclays have calculated a cyclically adjusted price
earnings (CAPE) ratio for various countries and regions globally.
The graph to the right compares the CAPE ratio of the US
and European stock markets. What does it tell us? Relative to
Europe, the US stock market has rarely been as overvalued as it
is today and is currently trading at a premium of 60%.
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Valuation level USA vs. Europe
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The US stock market’s valuation premium is often justified by claims of the US
having a better functioning capital market and in general being more exposed
to high-growth companies. This might be true, however, over the last four
decades, it was actually not always the case that the US exhibited a valuation
premium to Europe.
As the graph shows, the valuation spread between USA and Europe,
respectively, has oscillated quite significantly and is currently at
a historical extreme.

Another noteworthy point about the mechanics of any MCAP index:
when an index product has inflows, it kicks off a positive self-reinforcing
process where stocks are bought regardless of their underlying
fundamentals (or any other variable). If the stock market is for instance
trading at a long-term unsustainable PE ratio of 100, the index fund
still buys all stocks necessary to replicate the underlying index with the
largest companies of the index - that often are the most overvalued
- getting ever more inflated. This may sound all well and good, but
it of course goes both ways with outflows automatically resulting in
indiscriminate selling.

Insights for portfolio allocation
Divergent valuation spread

USA trading at a relative
valuation premium

USA trading at a relative
valuation discount
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As Mark Twain is supposed to have said, “History never repeats itself, but
it does often rhyme”. This is very applicable to the financial markets and
often serves as a foundation for systematic investment processes. By
studying history and putting current market data in a historical context
we find some insights that we believe are useful when determining the
allocation of equity portfolios.
Valuation matters - at least in the long run
Short-term, stock prices are mostly driven by other factors than a
company’s underlying fundamentals, but a company’s longer-term value
is determined by the cash flows and earnings it generates long-term.
To assess the attractiveness of a company’s stock price, its
fundamentals are put in relation to its current price to calculate various
valuation ratios.
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Empirics has shown that valuation ratios are mean reverting, i.e. they
gravitate around a long-term average. Stocks are thus (for most of the time)
either overvalued and undervalued. Put in the context of the current market
environment, many MCAP indices’ largest constituents are trading at valuation
ratios significantly above their long-term averages implying that inventors
anticipate company fundamentals to continue to grow above-average.
As in the example of the Shiller PE ratio, the US stock market is trading at a
significant premium to both its own long-term average valuation level and to
its global peers. There is no doubt that many of the largest US stocks are - and
will most likely continue to be - market leaders in their respective industries,
but it is important not to forget that a good company does not always equate to
a good stock investment.
Valuation levels might only play a subordinate role in the short-term, but they
have historically had a large impact on the medium- to long-term performance
of equities. It is thus useful to take such variables into account when
determining the equity allocation.
Performance is cyclical
Stock prices are often influenced by a powerful narrative about a paradigm
shift. In today’s market, the digitisation of business models and hyper growth
has resulted in a persistent demand for technology-related stocks. However,
investors have historically often overestimated the impact of such (often in
hindsight perceived) paradigm shifts and it is vital not to forget that the price
of a stock is something different than the value of a company. The stock price
is determined by the market participants and changes by the minute, whereas
the value is a function of the company’s long-term fundamentals.
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This disconnect between price and value often results in a cyclical relative
performance. As a simple example, the European stock market handily beat
the US stock market in the 80s, buoyed by the initial internet revolution in the
90s it was time for the US stock market to shine, only to significantly lag its
global peers in the 00s, whereas during the 10s the US stock market has been
the clear winner. There are countless other examples but the quintessence - in
terms of relative performance - is that performance is cyclical and prevailing
market narratives and its impact on stock prices do not continue indefinitely.
Diversification is key
Most institutional investors would agree that diversification is the
cornerstone of their investment philosophy. However, when it comes to
investing in passively managed investment strategies this concept is often
overlooked and the absolute majority of assets are allocated to the classical
MCAP index. As previously outlined, MCAP indices currently exhibit a high level
of concentration risk to a few market segments. History has shown that a high
degree of concentration risk can result in strong performance over certain
time periods - the latest bull market being one - but empirics have established
that no single region, country, sector or risk factor is expected to be superior
in all market environments. By applying the simple - albeit very powerful concept of diversification, investors can create custom equity portfolios
expected to deliver more stable returns over time.
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How to determine the optimal
equity allocation
What does this mean for investors’ equity portfolios? Analogous to the
exponential rise of indexing, many investors currently have a significant
allocation to MCAP indices. This has served them well over the last decade
as the performance of most alternative indexing strategies (e.g. value tilted,
equal-weighted) and also a majority of actively managed strategies have
lagged the major benchmarks.
But, looking forward, investors will need to question how long current trends
will prevail.
Examples of questions to address are:
• W
 ill the US stock market - despite its stretched valuation level - continue
to outperform?
• W
 ill relatively unpopular sectors such as energy and financials continue
to underperform?
• W
 ill the valuation spread between growth and value stocks normalise?
• I s the portfolio well positioned for a potential shift in market regime,
e.g a larger sell-off or a sideways moving market?
• H
 ow much concentration risk to a single country, sector, company and
currency should the portfolio have?
These questions are relevant for all equity portfolios, but in particular apply
to investments in MCAP indices, which sometimes are not as diligently
scrutinised as they often also serve as the portfolio’s benchmark. The MCAP
index has performed strongly over the last ten years, but as history repeatedly
has shown, no tree grows to the sky.
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Investors increasingly will not settle for a one-size-fits-all approach such as
MCAP index products and instead are customising their equity portfolios to be
fully aligned with their individual investment and ESG policies as well as their
return expectations for regions, countries and sectors. This particularly holds
true for the larger institutional investors that already possess the necessary
knowhow and capabilities to research, create and run customised equity
portfolios in-house.
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