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Last week, I described the enormous challenges retirees face. One reason for that, aside from 
insufficient savings, is that markets haven’t delivered the returns many experts said we could 
plan on.

Back in the late 1990s, we were told that the long-term average return (~10%) was a reasonable 
long-term assumption—even if the market cooled down from the tech boom. Instead, the S&P 
500 index gained about 3% annually since 1999 with total return just over half of the historical 
average. As a result, Baby Boomers are having to work longer and harder to retire, as well as 
save more of their income.

Nonetheless, hope still springs eternal for historically average returns. In this week’s letter, 
longtime friend Ed Easterling joins me as co-author to explore the reasons that so many 
analysts and product purveyors pitch such hopeful expectations. (Longtime readers will know 
Ed and I do this periodically.) We’ll show how the long-term average is a longshot bet in almost 
any market environment. Most of the time, returns over a decade or two are well-above or well-
below average.
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Most of all, it’s fairly predictable which side of average will occur. This has serious implications, 
yet there’s a lot that you can do to still achieve investment success. This is also something you 
will not hear from many in the investment business. “Predicting” less than historical average 
returns in the future is not exactly a great sales pitch. But as I think Ed and I will demonstrate, it 
is the most honest and accurate way to talk about potential performance of the future.

Ed founded Crestmont Research in 2001 to research and explain secular stock market cycles. 
You can find a treasure trove of fabulous charts and articles on cycles and market returns at his 
www.CrestmontResearch.com website. I’m a big fan of Ed’s work and highly recommend both of 
his books, especially Unexpected Returns.

Before we jump in, let me quickly remind you that registration for the Strategic Investment 
Conference (May 13–16 in Dallas) closes Saturday night, March 16. As of now, we still have a 
few seats left, but they are going fast. We will start a waiting list when they are gone. Click here 
to register or add yourself to the waiting list.

I have finally rounded out the list of speakers. In addition to those previously announced, we’ve 
added former Secretary of Energy Spencer Abraham, intrepid investor Kyle Bass, and Dr. 
Woody Brock. This rounds out the most exciting speaker lineup of the last 16 years. You really 
want to be in the room with me. The China panel will be nothing short of amazing. There will be 
a very powerful energy panel. We will be focusing on how the world responds to ever-growing 
debt and government obligations, both real and unfunded. We’ll discuss geopolitics, political 
and social change, great investments and the future of the markets. I have asked some experts, 
some you know of and some you don’t, to join us. And as always, we’ll have special sessions 
focused on a particularly powerful investment theme. The SIC will get your mind looking at the 
world from different perspectives.

This is going to be the biggest and best Strategic Investment Conference we have ever done. 
Besides being incredibly packed with powerful ideas, it’s also going to be really fun. Be there. 
Now on to today’s letter.

No Free Lunch: Return Is Determined by Valuation
By John Mauldin and Ed Easterling

A famous Greek myth involves Orion and Scorpius, whose struggle became eternal after Zeus 
banished them to opposite fields of the night sky. During winter, Orion hunts in the evening. Yet 
when summer returns, Scorpius owns the heavens.

The stock market has its own perpetual mythologies. Every investor and financial advisor 
understands that “past performance is not indicative of future results.” Yet for passive stock 
portfolios, many embrace century-long averages of stock market performance as a reasonable 
assumption for future returns.
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In reality, the market has periods when Orion finds a bounty of returns, and volatile, low-return 
periods when Scorpius rules. Investors must know whether the stock market’s season is 
summer or winter in order to select the best securities and strategies.

Theories and Realities
In 1952, the Journal of Finance published a paper written by Dr. Harry Markowitz titled “Portfolio 
Selection.” He wrote it while still a graduate student, and it introduced the concepts known today 
as Modern Portfolio Theory (MPT).

Markowitz likely knew that MPT posed great risk to investors should his magnum opus fall into 
the wrong hands. He carefully included a warning label in the first paragraph: 

The process of selecting a portfolio may be divided into two stages. The first stage starts 
with observation and experience and ends with beliefs about the future performances 
of available securities. The second stage starts with the relevant beliefs about future 
performances and ends with the choice of portfolio. This paper is concerned with the 
second stage.

Unfortunately, the warning has been largely ignored. Maybe he should have been clearer: 

“Do not use MPT without relevant beliefs for future performance!”

The rest of Markowitz’s paper details how risk drives return. He describes how to construct 
diversified portfolios that optimize returns for a desired level of risk. The level of return, however, 
is whatever the market delivers. That’s why the precursor stage to MPT is so important. MPT 
and related models have been used for many decades to build portfolios for individual and 
institutional investors.

Dr. Eugene Fama later amplified this idea with a paper explaining the Efficient Market 
Hypothesis. In summary, Fama said markets are extremely efficient at pricing stocks. As a 
result, after you make numerous assumptions (which basically assume away the real world), 
investment analysis and selection adds no further value.

Within a few years (1973), professor and economist Burton Malkiel published his literary classic: 
A Random Walk Down Wall Street. Across its 456 pages, Dr. Malkiel reinforces the message 
that the stock market follows a random path. As a result, investors are helpless and shouldn’t try 
to beat it.

Once those three messages went mainstream, the essential ingredients for investor 
helplessness were in place. Risk drives return. Markets are efficient. Returns are random. Why 
try? Investors should simply buy and hold. The three professors just needed a bull market to 
indelibly reinforce the message.
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By the time the Great Secular Bull of the 1980s and 1990s ended, index mutual funds had 
become a highly popular form of stock ownership. Technology then made possible an even 
more efficient successor: the exchange traded fund (ETF).

Over these decades, millions of investors embraced passive buy-and-hold investing, believing 
they could simply ride the market and achieve long-term success. Investors and investment 
professionals became intoxicated rather than alarmed when actual performance greatly 
exceeded the assumed 10% long-term average return. Surveys in the early 2000s showed 
investors expecting 15% annual returns for years to come.

That was easy to believe at the time because conditions were perfect. The initially low and 
progressively rising valuation level of the stock market provided a fertile environment for buy-
and-hold. But now we know what happened.

Large segments of the financial industry still believe valuation doesn’t matter. For example, 
mistaken notions of randomness and consistent long-term returns lead investors to expect the 
same long-term return from peaks like 2000 and 2007 as they expect from troughs like 2002 
and 2009. Clearly, these are instances when theory and reality diverge.

Valuation Matters
Markowitz advised us to use relevant assumptions. To assess relevance and reasonableness, 
let’s consider a period long enough to smooth short-term fluctuations, yet not so long that 
an investor loses the opportunity to adjust expectations, lifestyle, savings rate, etc. For most 
investors, that period is a decade or two. If you are age 55 or over, 20 years starts to sound like 
the long run.

As previously mentioned, the stock market’s nominal long-term annualized total return has been 
around 10%. Total return includes capital gains as well as dividends. The century-long 10% 
average is also close to the average annualized return across all 110 decade-long periods since 
1900 (i.e., 1900–1909, 1901–1910, etc.). Yet none of those decades delivered exactly 10%.

To assess the reasonableness of using 10% as an assumption for future annualized returns, 
a range is more relevant than a single value. If a high percentage of the decades fall near the 
average, then it would be reasonable to assume that average is relevant and has a reasonable 
likelihood of occurring. However, if near-average is rare, then such an assumption would be 
foolish.

To be generous to the analysis, let’s say 8% to 12% represent a near-average range. Although 
8% and 12% deliver quite different long-term return results, our purpose here is just to assess 
credibility.
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As shown below, only 21% of the decade-long periods since 1900 delivered annualized total 
return from the S&P 500 Index between 8% and 12%, and strikingly few were close to the 10% 
average. Only about one-third of the periods showed a compounded rate over 12%. Almost half 
of the periods showed less than 8% annual returns!

With almost 80% of the decade-long periods not near-average, using 10% as a relevant 
assumption for the next decade or two is a long-shot bet. For investors patient enough to 
evaluate twenty-year periods, the incidence of near-average values between 8% and 12% 
increases to 35%. Thus, the odds-on bet—at least two-thirds of the time—is to assume nowhere 
close to 10%.

Taking the analysis of decade-long periods a step further, let’s explore the effect of relative 
valuation on returns. Stock market valuation is most often measured with the price/earnings 
ratio (P/E).

Across the 110 decade-long periods, total return for the S&P 500 Index ranged from an 
annualized loss of almost -2% to an annualized gain of just under 20%. Even a ten-year period 
wasn’t enough to ensure a gain. Four of the decade-long periods delivered losses, and even 
more when inflation is taken into account.
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The next chart divides the series into five quintiles, each with twenty-two of the decades. The 
first quintile includes the twenty-two periods with the lowest starting value for P/E. The second 
quintile has the next lowest set and the fifth quintile includes the decades starting with the 
highest P/E values.

The graph and table present the average value for P/E in each of the quintiles as well as the 
corresponding average annualized total return. As the market’s valuation level rises, the level of 
return realized from the stock market declines.

For example, the average P/E for the lowest twenty-two decades is 8.5 and the average 
compounded annualized return is 13.5%. The average P/E across the highest twenty-two 
periods is 26.9, with return averaging 4.8%. As beginning P/E rises, the subsequent return 
slides.
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There is some variation and occasional outliers within these quintiles. For example, some 
periods start with high valuation and end with even higher valuation (e.g., 1995). In other 
instances (e.g., 1974), relatively low valuation was even lower ten years later. Bull market 
and bear market cycles run for various lengths. But when assessed in the aggregate, the 
relationship of valuation and subsequent return is strong. A higher valuation is strongly 
associated with diminished returns over the next 10¬–20 years.

This is intriguing because the results are counterintuitive. It raises a question about whether 
either or both of the extremes might be predictable. Is there a way to know at the start of the 
ten-year period whether it’s likely to deliver above-average or below-average returns? 

The quintiles provide a hint to the underlying cause, but don’t provide all of the answers. It 
also doesn’t address whether the relationship of valuation and return is simple correlation or is 
causal. These answers and insights could significantly impact an investor’s decision about the 
most appropriate investment approach. It would even provide buy-and-hold investors with a 
better expectation for their likely outcome.

Why Average Rarely Happens
Malkiel was right about the stock market being random, but only in the short term. The day-to-
day fluctuations are responses to new information and changing investor psychology. These 
daily adjustments are part of the process that Fama described in his theory about market 
efficiency.

Both men, however, were mistaken about timing. Malkiel asserted that even long-term returns 
walk randomly. He seems to have thought that something random in the short run must be even 
harder to predict over the long run.

Ironically, the short term is burdened with noise that the longer term filters out. Benjamin 
Graham, the father of value investing, described this dynamic with the metaphor: “In the short 
run, the market is a voting machine. But in the long run, it is a weighing machine.”

Likewise, Fama assumed that market efficiency worked at the speed of a trade. In reality, there’s 
a lot of information and different views about the same information to process into market prices. 
Market efficiency is an extended process; it’s not an immediate event. Individual stock analysis 
and selection are part of this efficiency process.

Stock market return is more than a single number tucked in front of a percent sign. Three 
components underly stock market return: earnings growth rate, dividend yield, and the change 
in valuation level over the period (i.e., P/E).
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Earnings growth pairs with valuation change to drive capital gains or losses. If the market’s P/E 
remains constant, the index will rise or fall equal to changes in aggregate earnings. Likewise, if 
earnings don’t change, the index will increase or decrease with changes in P/E. Dividend yield 
is the proverbial icing on the cake that completes total return.

Above, we made a compelling case for the relationship between P/E and return. The primary 
determinant of whether a decade ends in the pink or green bar is the change in P/E over the 
respective period. P/E tends to fluctuate in a bounded range generally between 10 and 25, yet 
rarely below 8 or above 30.

As basic as it may sound, returns tend to be higher when P/E starts low. Likewise, losses are 
more likely when P/E starts high. Therefore, almost all of the periods in the below-average 
pink bar started with P/E above the historical average. Similarly, almost all of the periods in the 
above-average green bar started with a relatively low P/E.

Most importantly, changes in P/E over longer-term periods are not random. Although in the short 
run, investor psychology and current events push P/E above or below its fair value, the change 
in valuation level over the long term is driven by financial principles.

Valuation rises and falls to adjust the general level of return from stocks, which fluctuates in 
response to changes in the inflation rate. For example, when inflation rises, financial securities 
respond with lower valuation to compensate for the costly effects of inflation.

Most financial assets, especially stocks, rise toward their highest relative value (and lowest 
expected return) when the inflation rate is low and stable. Bond prices rise as yields fall in 
response to declining inflation. Stocks, as perpetual securities, react positively to low inflation. 
Therefore, the P/E cycle is primarily a response to the inflation cycle. Over the long run, P/E is 
driven by fundamentals, not by randomness.

*  *  *  *  *  *  *
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John here to close: P/E is even more powerful than its multiplier effect on earnings. But we’ll 
need to save that discussion until next week. It will lead us into a talk about market valuation 
(fairly priced or overvalued), implications for predicting returns (yes, it is possible), and a few 
thoughts on investment approach. You won’t want to miss it. I’ll have more surprising and 
insightful charts from Ed and Crestmont Research.

New York, Cleveland, Austin, and Dallas
Shane and I are in Cleveland as I finish this letter. We’ll fly to New York for the weekend to see a 
Broadway show and meet with friends, then a business meeting on Monday morning and back 
to Cleveland.

Dr. Rockwood removed the cataract from my left eye on Wednesday, liked what he saw the next 
day, and scheduled surgery for my right eye next Wednesday. I will be in Austin and Dallas the 
first week of April for investor meetings that I am told are already full. Then we will fly back to 
Puerto Rico until the end of the month, where Chicago seems to be appearing on my calendar.

We mentioned Harry Markowitz and Burt Malkiel. I have met both separately and together on 
more than a few occasions, primarily at Robb Arnott’s invitation. They are delightful people and 
deserve the accolades they have had. Harry is 91 and although moving slower, his mind is as 
wicked sharp as ever. It still fills me with awe to remember him lecturing me as I challenged 
a particular point of MPT at a conference in Florida at least 15 years ago. He drew quadratic 
equations in the air (I swear this is true) to explain my obvious lack of understanding. I am 
not sure what he said because I was simply awestruck as he was drawing those quadratic 
equations in reverse so that I could see them. I was so overwhelmed with even the concept 
of doing that, I completely lost track of what he was saying. My life has been blessed to get to 
meet so many people like Harry. I have learned a lot from our walks and quiet conversations 
overlooking pleasant venues.

Back in the real world, I have been told to avoid strenuous activity while my new eyes get 
settled. Which means more reading and walking. Have a great week and spend some time with 
friends.

Your thinking returns will be below-average in the next 10 years analyst,

 
John Mauldin 
subscribers@mauldineconomics.com
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