
WHY INVESTORS IGNORE ONE OF 
THE MOST POWERFUL INVESTING 
FORCES 

The coronavirus pandemic has had an extreme impact 
on economies and markets. Yet there is an even stronger 
force that few are comfortable acknowledging: mean 
reversion.

It has helped to mitigate the effect of COVID-19 and 
it needs no causal explanation (despite our human 
tendency to look for explanatory stories), which makes 
mean reversion a deeply uncomfortable concept.

Yet mean reversion is a pervasive force in the world any 
time when luck is involved in the outcome. 

Correlations are the flip side to mean reversion – 
whenever the correlation between two measures is less 
than one (perfectly predicts the outcome) and more 
than zero (no predictive relationship) reversion to the 
mean will likely occur.

It explains the way extreme prices, profits, valuations, 

economic growth, inflation – and multiple other 
measures of interest to investors – tend to return to 
their long-term mean. It even explains why an Olympic 
higher jumper who has a bad first round jump is more 
likely to have a better second attempt. 

Yet business and sports commentators are far more 
likely to look for causal explanations after the event. 
Mean reversion has an explanation but not a cause, 
which makes it difficult to accept.

EVIDENCE ABOUNDS IN THE WORLD OF 
INVESTING
Sometimes mean reversion can take many years, even 
decades, but usually cycles are much shorter in nature.

The Nobel Laureate Robert Shiller has produced an 
extensive database of investment data1 that shows long-
term mean reversion at work.

For example, the graph below shows S&P 500 earnings 
on a logarithmic scale (as they compound over time) – 
the extreme outliers clearly revert to the mean.
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1 Online Data - Robert Shiller. (2018, September 28). Retrieved from http://www.econ.yale.edu/~shiller/data.htm 
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S&P 500 REAL EARNINGS
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The price investors are willing to pay for equities also 
tends to revert to the mean. The following graph shows 

the price investors were willing to pay for the local share 
market based on aggregate prior sales.

We can also combine price and earnings to form 
a cyclically adjusted price-to-earnings (CAPE) ratio 
which also accounts for the impact of share buy-backs:  
TR CAPE.

The US TR CAPE ratio has been an excellent predictor of 
subsequent 10-year returns (i.e., high ratios led to poor 
returns). Mean reversion is at work here too – though it 
can take more than a decade to occur.

S&P 500 TOTAL RETURN (TR) CYCLICALLY ADJUSTED PRICE-TO-EARNINGS RATIO

0

18
80

19
0

0

19
20

19
4

0

19
60

19
80

20
0

0

20
20

1.00

0.50

2.50

3.50

3.50
TR CAPE RATIO

3.00

3.00

2.00

1.50

1901

1929

1966

1981

2000

1921

AVERAGE AVERAGE DURING ‘GREAT MODERATION’

Source: Robert Shiller online data. http://www.econ.yale.edu/~shiller/data.htm 

Source: Bloomberg, Innova calculations

Source: http://www.econ.yale.edu/~shiller/data.htm
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Important Information
This document has been prepared by Innova Asset Management Pty Ltd, ABN 99 141 597 
104, which is a Corporate Authorised Representative of Innova Investment Management, 
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The information contained in this document is commentary only. It is not intended to 
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by law, no liability is accepted for any loss or damage as a result of any reliance on 
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Many have argued that since interest rates have been 
in long-term decline – the Great Moderation – that the 
long-term average of this ratio isn’t relevant anymore. 
They say equities should now trade at a higher multiple . 

If we plot the higher TR CAPE ratio from 1981 (which 
averages 26 instead of the long-term 20), we see mean 
reversion still at play. In fact, it has been even more 
pronounced, with more extreme highs and lows cycling 
back to the mean at a faster pace.

DIFFICULT LESSONS FOR INVESTORS

While mean reversion is clearly one of the most powerful 
drivers of investment returns, it is almost never spoken 
about, apart from within institutional and academic 
circles. 

We all want a reason to explain events, but many 
outcomes are the result of uncorrelated factors – luck 
plays a significant role. This doesn’t mean investor skill 
is non-existent and causal events have no impact on 
outcomes. 

Yet most (skilled) investors still assume they can control 
outcomes by using this skill far beyond its ability to 
influence the outcome. This is a dangerous position. 

At Innova, we accept mean reversion and incorporate 
this powerful force into our processes. 

It is a key driver of our risk management strategy and 
return forecasting process – we like to buy things below 
their mean price and valuation, or above their mean 
yield spread, and collect the profits as they revert. 

There were many examples of this when the coronavirus 
pandemic struck, which created a highly unpredictable 
environment where we could expect mean reversion to 
occur. 

For example, we bought silver, knowing it has historically 
reverted to a gold-to-silver ratio of around 70. It typically 
trades somewhere between 50 and 100. 

When it hit an all-time high of 125, we bought and 
waited for the mean reversion to occur. 

Luckily for our clients it coincided with a rise in the gold 
price as well, leading to even greater gains – but this was 
a very short-term example of how we allocate based on 
valuations. The mean reversion occurred far quicker 
than we expected, but it did occur.

The mean reversion force affects all facets of markets, 
including gold-to-oil price ratios, raw material input 
costs and spot prices, company earnings and of course 
valuations. 

Acknowledging and using this force – alongside 
intelligent diversification – remains a crucial way to 
generate long-term performance that helps investors 
achieve their goals, even if most people ignore it.

2 We’re not sure we agree with this, as it will only be with the benefit of hindsight in many decades that it can be confirmed – there’s reasons why inflation may stay 
permanently lower but just as many reasons it could be structurally higher again going forward.


