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Long-Term Perspective: Understanding How Valuations Impact Portfolio Returns

, ; 1 The S&P 500 has rallied +50% since the start of 2023 and more

!.J than +150% from the COVID pandemic low in March 2020. The

L rally has produced a long list of all-time highs and boosted
investment portfolios, but it has made broad market indices
more expensive. The S&P 500 currently trades at over 21 times
its next 12-month earnings estimate, a level not seen outside of
periods like the late-1990s tech boom and the recent post-COVID
Derrek Metz, CRPC* recovery, when interest rates were near zero. Why do high
Managing Partner valuations matter? History shows that while valuations have a
Director of Investments .. . . .
Financi limited impact on short-term returns, they play a critical role in
inancial Planner

determining long-term performance.

1CRPC Conferred by the College or
Financial Planning Figure 1 (on following page) shows the relationship between the
S&P 500’s starting valuation and future returns. The horizontal
axis represents holding periods in years, and the vertical axis
shows the R-squared (R2) between the S&P 500’s starting
valuation and its forward return. R2 is a statistical measure that

shows the predictiveness between two variables.

For example, an R2 of 0.40 indicates that 40% of the changes in one variable can be attributed
to changes in the other variable, while the remaining 60% is due to other factors or random
variation. The left side of the chart tracks short holding periods of only a few years, revealing a
low R2 between valuations and forward returns. The takeaway is that the S&P 500’s starting
valuation doesn’t explain a significant portion of its short-term return. However, the R2
increases as you move across the chart, showing that valuation explains a larger portion of
longer-term returns. For a 10-year holding period, the S&P 500’s starting valuation explains
~80% of the variability in returns, highlighting valuation’s importance for long-term investors.

Figure 2 (on following page) expands on the importance of valuations by plotting the S&P 500’s
starting valuation against its next 10-year annualized return. The starting valuation represents
the S&P 500’s normalized price-to-earnings (P/E) multiple, which is calculated as the current
price divided by the average inflation-adjusted earnings over the past ten years. The line slopes
from the top left to the bottom right, indicating that as the starting valuation increases, forward
returns decrease. The current normalized P/E ratio of 37 times is marked on the chart,
suggesting the S&P 500 could produce a low single-digit annualized return over the next ten
years.



The previous statement carries significant weight, but it’s important to put context around
historical analysis like this. While past performance offers valuable insights, it doesn’t guarantee
future outcomes, and timing the market is difficult. Figure 1 shows that valuations aren’t
reliable indicators of short-term market returns, and markets can remain expensive longer than
expected. However, given the rarity of today’s starting valuation, it’s important to acknowledge
the potential impact on forward returns when setting expectations for the years ahead.

FIGURE 1 - Historical Relationship Between Valuation & Holding Period FIGURE 2 — S&P 500 P/E vs Forward 10-Year Annualized Return
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Source: Past performance does not guarantee future results. Data is based on Shiller Source: Past performance does not guarantee future results. Data is based on Shiller
Economic Library using monthly data from January 1, 1985 to December 31, 2024. Price Economic Library using monthly data from January 1, 1985 to December 31, 2024
to Earnings data is represented by the Cyclically Adjusted Price-Earnings (CAPE) ratio Price to Earnings data is represented by the Cyclically Adjusted Price-Earnings (CAPE)
CAPE is a valuation metric that measures the price of a stock relative to its average ratio. CAPE is a valuation metric that measures the price of a stock relative to its
inflation-adjusted earnings over a 10-year period average inflation-adjusted earnings over a 10-year period

Important Disclosures

The opinions voiced in this material are for general information only and are not intended to provide specific advice or
recommendations for any individual. Investing includes risks, including fluctuating prices and loss of principal. No strategy
ensures success or protects against loss.

This commentary reflects the personal opinions, viewpoints, and analyses of the MONECO Advisors employees providing such
comments and should not be regarded as a description of advisory services by MONECO Advisors or performance returns of any
MONECO Advisors client. The views reflected in the commentary are subject to change at any time without notice.

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio.
Diversification does not protect against market risk.

The information and opinions provided herein are provided as general market commentary only and are subject to change at
any time without notice. This commentary may contain forward-looking statements that are subject to various risks and
uncertainties. None of the events or outcomes mentioned here may come to pass, and actual results may differ materially from
those expressed or implied in these statements. No mention of a particular security, index, or other instrument in this report
constitutes a recommendation to buy, sell, or hold that or any other security, nor does it constitute an opinion on the suitability
of any security or index. The report is strictly an informational publication and has been prepared without regard to the
particular investments and circumstances of the recipient.

Past performance does not guarantee or indicate future results. Any index performance mentioned is for illustrative purposes
only and does not reflect any management fees, transaction costs, or expenses. Indexes are unmanaged, and one cannot invest
directly in an index. Index performance does not represent the actual performance that would be achieved by investing in a
fund.



