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The U.S. equity markets have staged a breath-taking rally off the late 2018 market correction, a 

dynamic which we expected and detailed in our December update. A portion of this bounce back is 

warranted, but we see this recent move as going too far, too fast, in light of the deterioration in the 

economic reports. In this market update we will show the expensive nature of the U.S. stock market 

and give recommendations on how to position in response. 

 

 

In Exhibit 1 it is apparent that the S&P 500 is historically expensive, as measured against expected 

earnings. It is above both its 5-year and 10-year average, a troubling sign given the trend in recent 

economic reports. While earnings is the most common way to measure market valuation, we prefer 

other valuation measures, as they are less able to be ‘gamed’. Earnings can be easily manipulated 

through a financial engineering and accounting maneuvering. It also fails to consider key aspects of 

the corporation, like debt, which is included in measures like enterprise-value to sales (EV/S). As a 

result, we prefer valuation measures that are less subject to manipulation, as they’re more relevant as 

indicators of true valuation.  
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In Exhibit 2 are the 8 valuation measures which suggest that the S&P 500 is as expensive as 

it has ever been as calculated by Denver-based hedge fund Crescat Capital. For example, the median 

price to book ratio of 3.6 has only been higher 1% of the time in history. This overvaluation has 

really come to bear during the most recent rally, as stock prices surged while earnings expectations 

plunged, as shown in the following chart.  

On a security-specific basis, this relationship can be illustrated by the divergence between 

Apple’s stock price and its expected earnings, shown in Exhibit 4.  
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Likewise, the following chart shows that the U.S. stock market is as expensive as it has ever 

been in comparison to the U.S. economy, with the brief exception at the peak of the tech bubble in 

2000.  

 

 Based on these measures, the U.S. stock market is historically expensive according to almost 

any measure. This is troubling, especially because prices have diverged from the underlying 

fundamentals. While this is not a sign of optimism, it’s important to stay level-headed. Valuations 

make poor indicators of timing. Extreme valuations, both expensive and cheap, can persist and 

accelerate for long periods of time. For long-term success, it’s essential to stay invested. Steps we 

recommend taking in light of the expensive market are to lock in profits and raise cash to deploy 

when valuations become more opportunistic. Secondly, create safe-havens to move into when more 

reliable timing indicators show that it is time to do so. Two common safe-havens would include high 

quality bonds, like Treasury bonds, and precious metals, like gold. We also recommend that you 

consider making your account discretionary if it is not already. This allows us to respond 

appropriately to market developments, something that isn’t as feasible to do in non-discretionary 

accounts. Our discretionary investment models, the V-Star Portfolios, provide four diversified 

investment options that vary based on risk and are monitored daily by our research team. If you 

think these portfolios may be beneficial for your account or you would like to receive more 

information, please contact us at (509) 747-1749 or email us at vorpaht@vorpahlwing.com.  
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