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The returns that you generate in the equity market is a function of probability. It is difficult to predict what returns you 

would generate, as the returns are a function of multiple possible outcomes that could play out during your 

investment period. But we can still use historical evidence to estimate whether the odds are in your favour or not. 

What do the following examples of 3-year and 5-year returns tell you about the stock market? 

i. If you had invested in Jan 2008 (when the market valuations were at a historical peak), your 3-year prospective 

returns (CAGR) would have been negative 2.1% and 5-year prospective returns (CAGR) would have been a negative 

0.9%.  
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ii. If you had invested in Oct 2008 (when the market valuations were at a historical low), your 3-year prospective 

returns (CAGR) would have been 27.3% and 5-year prospective returns (CAGR) would have been 19.3%.  

 

We have been very selective in quoting the above examples. In fact, in example # 1, we have calculated prospective 

returns when the valuations were above +2 SD (based on normalised valuations).  
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But you get the point, right?  

These examples show the importance of entry points in the market. Valuations matter in determining medium to 
long term returns. Higher starting values mean future expected returns are lower, and vice versa.  
 
Let’s us understand this with the example of Nifty’s valuations and prospective returns of 3 years and 5 years when 
the normalised valuations reach + 1 SD.  

 
Nifty’s Normalised Valuations Reached Above + 1 SD 

 

 
                                                                                   Source: Multi-Act 
 

From the above chart,  
 
Whenever the normalised PE of Nifty goes above +1 SD, prospective return for 3 year and 5-year period shows a low 
single-digit return (even negative returns).  
 
In the extreme case (Jan 2008 market peak), when the normalised PE went above + 2 SD, the prospective returns for 
the next 3-year and 5-year were negative. 
 
Now let’s look at the table on the right of the chart.  
 
The table shows the average 3 year and 5-year CAGR from any given point within each standard deviation band. 
 
If you would have invested at any point above +1 SD, the average return would have been around 3.5%. Conversely, 
if you would have invested at a point when the Nifty valuation was below -1SD, the average return would have been 
more than 20% from a 3 and 5-years perspective.  
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Thus, if we look at it from a perspective of probability, the probability of making high returns diminish as valuations 
become expensive.  
 
Clearly, the more you pay for an asset relative to its underlying fundamental returns as a business, the less return 
you should expect to receive going forward as a shareholder.  
 
Apart from poor returns, an investor suffers from the drawdown risk. The below table shows the worst loss that the 

investor had to face over the next 3-5 year holding period during those 4 historical points shown on the chart.  

 

Higher the Valuations, Steeper the Drawdown  

Time period Valuation Band Drawdown 

Jul-07 Above +1 SD -45% 

Jan-08 Above +2 SD -60% 

Nov-10 Above +1 SD -28% 

Mar-15 Above +1 SD -23% 

Source: Multi-Act 
 
Thus, not only did the investor end up with poor returns, but he had to go through gut-wrenching mark-to-market 
loss in the interim.  
 
As we know, when one experiences a 20% drawdown, to get back to the original level, one needs a 25% gain. Or take 
a 50% loss. Now, to come back to the original level, one needs a 100% gain. 
 
The steeper the drawdown, the more daunting it is to get back to the starting point. 

Not all investors have the ability to withstand such losses. More importantly, few have the discipline to hold on 
through the pain and may sell at the wrong time to minimise losses just as the odds in favour of the investor are 
improving.  
 
The disciplined few, who may hold on, would be rewarded with only a low single-digit return at the end of 3-5 years.  
 
Thus, at the end of 3-5 years, the investor would wonder if it was really worth it. 
 

Against the Odds 

Through this analysis, we are not suggesting a market crash is imminent. For someone who decides to invest today, 

might still end up making decent returns after 3-5 years if current high valuations go higher or remain the same.  

However, one needs to consider the base rate. The base rate is a technical term for describing odds in terms of prior 
probabilities. For example, the base rate of having a drunken-driving accident is higher than those of having 
accidents in a sober state.  
  
Similarly, investing when the valuations above +1 SD suggest a higher probability of mediocre returns in the coming 
3- and 5-year period.  Clearly, the odds are stacked against an investor today.  

Considering the current market valuations, it is better to prepare for low returns and invest accordingly rather 
than expect high returns and be disappointed. 
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Statutory Details: 

Multi-Act Equity Consultancy Private Limited (SEBI Registered Portfolio Manager – Registration No. INP000002965) 

 

Disclaimer and Disclosure: 

The views expressed in this article are for educational and reading purpose only. Multi-Act Equity Consultancy Private Limited (MAECL) does 

not solicit any course of action based on these views and the reader is advised to exercise independent judgment and act upon the same based 

on its/his/her sole discretion, their own investigations and risk-reward preferences. This article and the information do not constitute a 

distribution, an endorsement, an investment advice, an offer to buy or sell or the solicitation of an offer to buy or sell any securities mentioned 

in this Document or an attempt to influence the opinion or behaviour of the Investors/Recipients. The article is prepared based on publicly 

available information, internally developed data and from sources believed to be reliable. Due care has been taken to ensure that the facts are 

accurate, and the views are fair. 

 

MAECL, its associates or any of their respective directors, employees, affiliates or representatives do not assume any responsibility for, or 

warrant the accuracy, completeness, adequacy and reliability of such views and consequently are not liable for any direct, indirect, special, 

incidental, consequential, punitive or exemplary damages, including lost profits arising in any way for decisions taken based on the said article. 

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, the associates, employees, affiliates of MAECL 

may have interests in securities referred to in the information. The contents herein – information or views – do not amount to distribution, 

guidelines, an offer or solicitation of any offer to buy or sell any securities or financial instruments, directly or indirectly, in the United States of 

America (US), in Canada, in jurisdictions where such distribution or offer is not authorized and in FATF non-compliant jurisdiction and are 

particularly not for US persons (being persons resident in the US, corporations, partnerships or other entities created or organized in or under 

the laws of the US or any person falling within the definition of the term “US person” under Regulation S promulgated under the US Securities 

Act of 1933, as amended) and persons of Canada. 

 

General risk factors 

• Securities investments are subject to market risks and there is no assurance or guarantee that the objective of the investments will be 

achieved. 

• Past performance of the Portfolio Manager or its affiliates does not indicate its future performance. 

• As with any investment in securities, the value of investments can go up or down depending on the factors and forces affecting the capital 

market. MAECL is not responsible / liable for any losses resulting from such factors. 

• Securities investments are subject to external risks such as war, natural calamities, and policy changes of local / international markets which 

affect stock markets. 

• MAECL has renewed its SEBI PMS registration effective December 04, 2020 and has commenced its portfolio management activities with 

effect from January 2011. 

 


