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Last week’s Behind the Markets podcast featured a blockbuster discussion with Nobel Prize-winning economist and Yale
professor Robert Shiller, Wharton Finance Professor Jeremy Siegel and Meb Faber, founder of Cambria Investments,
talking about valuations across global markets and what they mean for forward-looking returns.

Shiller has written extensively on a metric referred to as the CAPE ratio, the cyclically adjusted price-to-earnings ratio
that smooths earnings for business cycles by taking a 10-year inflation-adjusted average measure of earnings to value the
market.

Shiller is famous for his book Irrational Exuberance, and he discussed how the late 1990s was described as being a
“speculative orgy.” While that makes it sound “crazy,” in his view, it really wasn’t. Judgments on valuations, when faced
with an ambiguous situation for predicting the future earnings of companies, are quite hard. 

Shiller created a new study on the “excess CAPE yield” that compares the CAPE’s earnings yield to inflation-adjusted
bond yields, and due to historically low bond yields (that are priced for negative after-inflation returns), his new equity
premium CAPE model does not show the same level of “over-valued” estimates as the standard CAPE model (which
looks at stock valuations alone). 

Shiller’s current excess CAPE model for the U.S. market suggests a 4% estimate for the equity premium over the coming
decade, with 3% real returns for stocks and -1% real returns for bonds. Siegel’s contrasting view is for 5% real returns over
the long run. 

Shiller interprets his CAPE model implications with a degree of humility and uncertainty, as past readings for high CAPE
ratios meant poor forward-looking returns, though it is not a guarantee. He sees a new world emerging, enabled by
shifting technologies. 

Time for Value?

Shiller is unsure, based on innovation trends. He is currently researching the highly delicate equilibrium for companies to
be creative, and Shiller sees this driven by leaders who may seem crazy but have genius in their approach. Perhaps
surprisingly, some of Shiller’s sector CAPE models currently favor technology stocks as “value sectors” when his indexes
compare valuations of tech stocks to their historical averages looking back 20 years. 

Meb Faber has done a lot of research on the CAPE ratio and sees the current 34 reading on the CAPE as the second-
highest level (with only the internet bubble surpassing it) going back over a century. The average CAPE over the full
period was 17, and Faber sees the current low yield and inflation zone justifying a CAPE of approximately 22.

Faber is much more favorable on valuations outside the U.S. While most Americans put 80% of their stock allocations in
the U.S., a 50% allocation to foreign would be more “neutral” split without the home-country bias. 

International developed markets have a CAPE ratio in the low 20s, which is particularly fine in Faber’s view, and the
emerging markets have a CAPE in the low teens, while producing 60% of the world’s GDP. The market cap weight of
emerging markets is now around 13%, while most Americans only allocate around 3% to emerging markets. 

Faber is a “romping, stomping” bull on emerging markets given these under-allocations and two-third discount to the
U.S. markets from a valuation standpoint. 

Faber closed with how everyone wants to be Nostradamus and predict the next big crash, while they should be more like
Rip Van Winkle—develop a plan, fall asleep and stick to the plan, ignoring market fluctuations in the short term.

This was a great final Behind the Markets episode of 2020! We’re looking forward to a post-pandemic 2021, and we wish
you the best for the new year. You can listen to our full conversation below.
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Behind the Markets on Wharton Business Radio · Behind the Markets Podcast: Robert Shiller & Meb Faber

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Valuation  : Refers to metrics that relate financial statistics for equities to their price levels to determine if certain
attributes, such as earnings or dividends, are cheap or expensive.

Cyclically Adjusted Price to Earnings (CAPE) Ratio  : a valuation measure of the S&P 500 Index that is adjusted for
inflation and takes into account cyclical fluctuations in market earnings relative to longer term averages.

Inflation  : Characterized by rising price levels.

Value  : Characterized by lower price levels relative to fundamentals, such as earnings or dividends. Prices are lower
because investors are less certain of the performance of these fundamentals in the future. This term is also related to the
Value Factor, which associates these stock characteristics with excess returns vs the market over tim.

Yield  : The income return on an investment. Refers to the interest or dividends received from a security that is typically
expressed annually as a percentage of the market or face value.

Gross domestic product (GDP)  : The sum total of all goods and services produced across an economy.

Market capitalization-weighting  : Market cap = share prices x number of shares outstanding. Firms with the highest
values receive the highest weights in approaches designed to weight firms by market cap.
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