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Raise your hand if you’ve heard someone say that the S&P 500’s price-to-earnings
(P/E) multiple is currently above its historical average—and so you should expect
below-average returns going forward. | know I've heard this refrain quite a bit,
especially recently.

There’s a simple logic to it, built around the idea of mean-reversion. But I've not seen
much actual data to support the claim, so | decided to take a look at the historical
relationship between the market’s earnings multiple and future returns.

The P/E’s Predictive Record

To begin, here’s a scatter plot that pairs the S&P 500’s trailing P/E multiple with forward
one-year returns since the start of 1954.

One quick glance at the chart is all it takes to see that the market’s current P/E has little
predictive value for what returns investors are likely to realize in the subsequent 12
months. In fact, of the 61 instances where the P/E multiple was above 25x (that is, the
top 7.4%), the market actually had a positive return 59% of the time. Those are not the
type of returns you'd expect based on the idea that a high current multiple sets the
stage for low future returns.
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But we all know that the market is prone to bouts of irrationality, so what if we instead
look at the returns over the following three and five years?
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S&P 500 Five-Year Returns
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When we lengthen our time horizon, things start to look a little better, but there is still
very little predictive power due to the wide range of outcomes for a given starting P/E.

For example, one standard deviation above and below the mean (which encompasses
68% of observed data) for an above-average P/E of 20x-25x corresponded with a
forward three-year return compound annual growth rate (CAGR) of 16% and 3%,
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respectively, with the former being more than double the CAGR of the market from the
start of 1954 through November 2022. In fact, almost 60% of the time a starting P/E in this
range was followed by a three-year return that was greater than the long-term average.

Within the five-year return time frame, a starting P/E in the middle-of-the-road range
of 15x-20x was associated with both seven out of the ten best and seven out of the ten
worst five-year returns.

What About a10-Year Time Frame?

Perhaps unsurprisingly, the P/E multiple had the most predictive power when looking
at subsequent 10-year returns. However, the range of returns for any given P/E is still
quite large, and research has shown that, with an R-squared of just 0.3], there are
better predictors of future 10-year returns (though these too are far from perfect).
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Now these results might be surprising to you, especially if you look at a chart that
plots the market’s P/E and inverse returns (see top of the next page), since a high P/E
is supposed to equate with lower future returns. If these two metrics appear to largely
mirror one another, then why is it that the P/E has been such a poor predictor of future
returns?
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Why Is the P/E a Poor
Prognostication Tool?

The first and most obvious issue here is that in order for the P/E multiple to have
predictive power for a given time frame, there needs to be consistency. If we want to
be able to predict future market returns using this data point, we need to know what
the current measurement is relative to not where it has been in the past, but where it
will be one, threg, five, or ten years from now. However, finance is not a hard science.
There is no fundamental law stating that the average P/E ratio of the past is the true
average around which all future measurements must fluctuate. We've seen exactly that,
with the 10-year average P/E steadily drifting higher over these past several decades.
(There’s also no law that says this multiple expansion must continue at the same rate
going forward.)

A perfect example of the dangers of assuming that historical relationships will continue
to hold in the future is to rewind time back to the month that ultimately had the highest
forward 10-year returns, August 1990. At this point, we only had forward 10-year returns
up through August 1980, and so the first chart below shows the relationship between
P/E and forward 10-year returns up till then.
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As you can see, the ratio appeared to be quite good at predicting future returns
(much better than today); you can understand why one might have been tempted to
rely on this relationship when making investment decisions. The second chart shows
the P/E ratio as well as the average (solid dark blue line) and trendline (dotted line)
over this time frame. Neither had any clue about the life-changing returns investors
were going to witness in the following decade, so if you had relied only on where the
current multiple was relative to these two metrics, you would have concluded that
future returns would likely be disappointing.

S&P 500 Ten-Year Returns Through August 1980
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Beware the Illusion of Causality

We hope this paper serves as another reminder to be skeptical of overly simplistic
explanations for the market’s behavior. Although we are fans of Occam’s razor and
trying to distill financial topics down to their core components, there are simply too
many factors that play a role in determining the market’s returns over any stretch of
time—and so the risk of the illusion of causality between returns and a single variable is
very, very high.

Let me explain with an example from the 1980s bull market. At 229%, the great bull
market of 1982-1987 currently stands as the fourth-highest-returning bull market
since 1928. And while it is true that the market was starting from a level of extreme
pessimism, with a P/E of less than 10x, things were far from perfect.

Similar to today, inflation was of great concern for investors. Earlier calls for victory
over inflation turned out to be premature, and it reaccelerated in the late 1970s.
Though inflation was down from a high of 14.8% in 1980 to 5.9% in August of 1982, it was
still well above the average of the preceding three decades and would actually finish
only 0.1 below this average when the bull market ended in 1987. Even more surprising is
what happened with earnings—often seen as the primary driver of stock returns over
the long run. After adjusting for inflation, earnings for the S&P 500 actually decreased
over this five-year stretch. Let that sink in. One of the strongest bull markets in the
history of the S&P 500 occurred in a period of shrinking earnings.

The Lesson of the P/E’s Predictive
Limitations

This is another textbook case of the maxim “correlation doesn’t imply causation”—and
without causation, you can’t confidently make forecasts.

Of course, we do believe that starting valuations matter for future returns—they most
certainly do. But because it’s impossible to know where valuations will end up three,
five, or ten years from now, it’'s impossible to tell exactly how they will impact returns.
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Disclosures:

Certain funds and investment products/services managed by 1623 Capital LLC (“1623") or any of its
affiliates may hold shares of an S&P-tracking ETF. The mention of any specific securities or indexes does
not constitute any intent to buy or sell such company or index nor any inference of a recommendation
thereto. Rather, the discussion of these companies is solely intended to illustrate the trailing performance
of various stocks, sectors, and indexes, and/or highlight current news with regards to these companies.

This discussion is intended for informational purposes only, and should not be deemed as investment
advice or a recommendation to purchase or sell any specific security. This information reflects the
opinions, estimates and projections of 1623 as of the date of publication, which are subject to change
without notice. We do not represent that any opinion, estimate or projection will be realized. While
we believe this information to be reliable, no representation or warranty is made concerning its
accuracy. Should you need personal financial advice, we encourage you to speak with a qualified
professional regarding all personal finance issues.

Note that past performance and trends do not guarantee future results. Additionally, forward-looking
statements—statements that speculate future outcomes based on current and/or past data—involve risks
and uncertainties and do no guarantee any particular results. Actual results may materially differ from any
expectations, projections, market outlooks, estimates, or predictions (“Predictions”) made or implicated in
such forward-looking statements. Predictions are not, nor should they be construed as, indicative of the
actual results that will occur.

THIS WHITE PAPER DOES NOT CONSTITUTE AN OFFER TO SELL OR THE SOLICITATION OF AN OFFER
TO BUY ANY INTERESTS IN ANY FUNDS MANAGED BY 1623. All references to the funds we manage are
subject to and qualified in their entirety by reference to information appearing in their respective Offering
Memoranda, and offers are made exclusively on the terms contained in the Offering Memoranda. All
securities are offered by TMF Investments LLC (“TMFI”), a registered broker-dealer, member FINRA and
SIPC, located at 2000 Duke Street, Alexandria, Virginia 22314. TMFI is an affiliate of 1623 Capital.

IMPORTANT RISK INFORMATION. The investments and strategies offered by 1623 Capital may not be
suitable for all investors. The funds we manage are speculative and may use leverage and as a result its
returns may be volatile. The investment strategy may involve short selling which may result in substantial
loss if securities that are sold short appreciate in value. There is no assurance that the funds’ objectives
will be achieved or that any investment in the funds will be successful. The specific risks and conflicts of
interest are explained in the funds’ respective Offering Memoranda, which you should carefully read. The
deduction of a management and performance fees and expenses reduce an investor’s return.

1623, an affiliate of The Motley Fool (“TMF”), is an investment adviser registered with the U.S. Securities

and Exchange Commission. 1623 is a separate entity, and all investment advisory services are provided

independently by the asset managers at 1623. No TMF analysts are involved in the investment decision-
making or daily operations of 1623.
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