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Consider two hypothetical portfolios. Both deliver the same compounded annual return of 8% over time, but Portfolio A 
earns exactly 8% every single year while Portfolio B earns returns ranging from 20% to -10% each year1. Which do you 
choose (assuming you can’t change your mind along the way)? Logic clearly supports Portfolio A since it offers the same 
return as Portfolio B with zero volatility.  

Even if such a straight-line portfolio existed in real life, the challenge is that many investors inevitably react to market 
action and change course because they can change their mind. They may start with the zero-volatility straight path but 
become tempted to switch to Portfolio B after it outperforms for a few years. Naturally, the tendency will be to switch 
back to Portfolio A after a losing year, ultimately earning much less than the 8% average over the entire investment 
period. The moral is that even the perfect portfolio can be impractical. Why is that? 

Human decisions are driven by a tug-of-war between two internal voices: reason and emotion. These two inputs are 
produced by entirely different sources. Reason is guided by more stable, longer-term focused analysis while emotion is 
persuaded by the wildly swinging pendulum between fear and greed. When markets are down, the emotional focus 
centers on protecting capital and minimizing losses. When markets are soaring, the emphasis inescapably jumps to the 
fear of missing out. 

The purpose of this Evoke | ARIS Insights is twofold:  

1) Remind readers of these two competing forces to help balance the decision-making process to not be overly 
influenced by emotion (which may be excessively optimistic after the recent historic bull market); and 

2) Share some simple data to help explain why following one’s emotions may be hazardous to one’s portfolio at 
market extremes. 

Emotion: The Swinging Pendulum 

There exists a strong emotional draw to both participate in rising markets and also avoid losses. We simply want it all! 
These emotions are primarily driven by recent trends, which are backward looking and based on the latest experience. 
The greater the magnitude and the longer the duration of high returns (and therefore, the more distant the pain of losing), 
the more powerful the emotional force to jump in. On the other hand, severe losses instill concern and emotionally wrench 
us towards scaling back as the need to “take action” to help overcome the pain being inflicted becomes unbearable.  

The fear of missing out is typically most pronounced at the end of a bull market after a long run of strong returns. 
Conversely, the fear of loss is most pressing at the end of a bear market when the pain of loss is most severe. These 
emotions, often unchecked, can lead investors to repeatedly buy just before the next bear market and sell immediately 
preceding a roaring bull market. Since the cycles occur over many years, most investors miss the pattern and make this 
obvious mistake time and again.  

Reason: Market Cyclicality 

Market returns are naturally cyclical as bull markets follow bear markets and vice versa. Valuation largely explains the 
rotation: cheap markets sow the seeds for a bull market and expensive for a bear. This fundamental truth has existed for 

 
1 Portfolio A and Portfolio B are hypothetical portfolios created for illustrative purposes only.  The returns for each portfolio are also hypothetical and do not reflect 
the actual returns of any Evoke | ARIS client portfolio. 
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as long as markets have been around. A purely objective, unemotional (and patient) investor would generally add when 
markets are cheaper and sell when markets are more expensive. In fact, the data clearly suggests that the best returns 
come after bear markets and the worst returns after bull markets, just when the pendulum of emotion is likely driving an 
investor to take the exact opposite course of action.  

Table 1 shows the average 10-year forward returns of US large cap stocks since 1921, measured according to different 
starting valuation levels. The valuation metric used is the Shiller PE2, which measures the 10-year inflation-adjusted 
earnings (to smooth out year-by-year variations). The data is compelling: a lower starting PE has resulted in higher 
forward returns over nearly 100 years. Inversely, when PEs are high, prospective returns have been much lower. Based 
on this big picture analysis the current Shiller PE of 32 (as of 3/31/18), which was only eclipsed during the dot com 
bubble, sets quite a gloomy forward-looking perspective.  

Table 1 

Since 1921  

Starting Shiller PE 

5 – 10 10 – 15 15 – 20 20 – 25 25+ 

U.S. Large Cap Stocks 
Average Return Next 10 Yrs. (Annualized) 

15.3% 14.2% 9.7% 5.4% 3.9% 

Source: Robert Shiller, data through 3/31/18 

High PEs generally occur at the tail end of major bull markets as rising prices combined with extrapolated upside 
expectations propel valuations. The opposite also holds true as extended poor performance accompanied by negative 
outlooks result in sinking valuations and discounted bad news far into the future. Chart 1 illustrates the PE ratio cycles 
through time. Notice the long-term swings from lows to highs and back to lows again. The chart also highlights the long 
bull market that preceded the PE peak (referencing the average annual return over the number of bull market years) and 
the average returns over the next 10 years, which have predictably been far below average.  

Chart 1 

 
Source: Robert Shiller and Bloomberg, data through 3/31/18. 

The emotion signal tends to be highly correlated to the PE cycle illustrated in Chart 1. As the bull market gains strength 
and high returns persist, unsurprisingly, so does the fear of missing out. Both approach the inflection point when PEs near 
the peak and commence on a painful reversion back towards the mean. When the market finally hits its lows and the 
buying opportunity of a lifetime presents itself, the emotional voice may be terrified of buying because of the horrific 
backward-looking returns. It is at this precise moment when this internal voice couldn’t be more wrong.  

 

Balancing Reason and Emotion  

 
2 While there are many different valuation measurements (all of which have flaws), they all roughly show the same picture as described here. We used the Shiller PE 
because of its long history and longer-term measurement period. 
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Since key decisions, particularly at major inflections points, drive long-term portfolio returns, it is essential that investors 
identify the emotional impulses that may cloud their judgement. Think of these two expressions as one’s internal voices. 
The key is to be able to distinguish which voice one is hearing so one can properly weigh the input.  

Reason consistently wins over the long run as shown by the data, although the precise turning points are difficult to 
predict. Since emotion is based on a backward-looking assessment of what has worked well recently, as the bull market 
ages the signal gets stronger. As we know, the more mature the bull market the lower the future expected returns. Thus, 
as a general rule of thumb, as the emotional signal gets stronger one should consider becoming more cautious and 
aware of the hazards of following one’s instincts.  

It may be helpful to separate the mental inputs into two distinct categories:  

1. Emotion: how strong is the pressure to jump in? In general, the stronger the signal the more one should 
consider fading the push to add or sell since we know the natural tendency to buy as the bull market 
progresses and sell as the bear market nears a turning point.  

2. Reason: in what direction does the data point? Generally, add when markets are cheaper and vice versa. 
Patience is critical as the timing is very difficult to predict with precision.  

Putting the two together, our observation is that emotion is the primary driver of many investor decisions. Today, as the 
markets reach extreme valuations and the fear of missing out may be persuasive, investors would be prudent to focus on 
objective valuation measures when making important investment decisions. In terms of U.S. equities, which are more 
specifically addressed in this Insights piece, taking an underweight position relative to one’s long-term targets may be 
most prudent given expensive valuations.  
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IMPORTANT INFORMATION 

Past performance is not an indication of future results. 

Advanced Research Investment Solutions, LLC (“ARIS”) and Evoke Wealth, LLC (“Evoke Wealth”) (collectively referred 
to hereinafter as “Evoke Advisors”) are SEC-registered investment advisers that provide investment advisory services and 
investment consulting services to a select set of clients and pooled investment vehicles. None of Evoke Advisors’ services 
are intended to represent a complete investment program.  

This publication is for educational, illustrative and informational purposes only and does not represent investment advice 
or a recommendation of or as an offer or solicitation with respect to the purchase or sale of any particular security, 
strategy or investment product, or any Evoke Advisors investment product mentioned herein. Past performance is not 
indicative of future results.  

Different types of investments involve varying degrees of risk, including possible loss of the principal amount invested. 
Therefore, it should not be assumed that future performance of any specific investment or investment strategy (including 
the investments and/or investment strategies recommended and/or undertaken by Evoke Advisors), or any non-
investment related content, will be profitable, equal any corresponding indicated historical performance level(s), be 
suitable for a client’s portfolio or individual situation, or prove successful. Nothing contained herein is intended to predict 
the performance of any investment. There can be no assurance that actual outcomes will match the assumptions or that 
actual returns will match any expected returns.  

This publication does not constitute, and should not be construed to constitute, an offer to sell, or a solicitation of any 
offer to buy, interests in any Evoke Advisors-sponsored fund, which can only be made by means of an offering 
memorandum and other governing documents for the respective fund. 

This publication does not take into account your particular investment objectives, financial situation or needs, should not 
be construed as legal, tax, financial or other advice, and is not to be relied upon in making an investment or other 
decision.  

Certain information contained herein constitutes forward-looking statements (including projections, targets, 
hypotheticals, ratios, estimates, returns, performance, opinions, activity and other events contained or referenced 
herein), which can be identified by the use of terms such as “may,” “will,” “should,” “expect,” “anticipate,” “project,” 
“estimate,” “intend,” “continue” or “believe” or other variations (or the negatives thereof) thereof. Due to various risks, 
assumptions, uncertainties and actual events, including those discussed herein and in the respective analyses, actual 
results, returns or performance may differ materially from those reflected or contemplated in such forward-looking 
statements. As a result, you should not rely on such forward-looking statements in making any investment decisions. 

Certain information contained herein has been obtained or derived from unaffiliated third-party sources and, while 
Evoke Advisors believes this information to be reliable, neither Evoke Advisors nor any of its affiliates make any 
representation or warranty, express or implied, as to the accuracy, timeliness, sequence, adequacy or completeness of 
the information.  

The information contained herein and the opinions expressed herein are those of Evoke Advisors as of the date of writing, 
are subject to change due to market conditions and without notice, and have not been approved or verified by the United 
States Securities and Exchange Commission (the “SEC”), the Financial Industry Regulatory Authority (“FINRA”), or by 
any state securities authority.  

This publication is not intended for redistribution or public use without Evoke Advisors’ express written consent. 


