KOVITZ INSIGHTS

One Factor Does Not Tell the Whole Story

MAY 2023 There’s a certain ease of use that comes with the quotation of a Price-to-Earnings ratio (P/E).
On television, in print or with friends at the country club, the P/E ratio is frequently used as the
sole data point to justify whether an investment is cheap or expensive, and thereby inferred to
be predictive of upcoming price movements in the stock market. The beauty of the P/E ratio is
e the figure is easy to calculate and it makes intuitive sense. In the numerator is the price of the
stock market index or one share of stock today. In the denominator, the amount of earnings per
( ‘;' share the combined market or company is expected to generate in the future or generated in
. ' the past (usually a 12-month look-ahead or look-behind window). Comparisons are easy, too. If
Ché’éhﬁgﬁeégg'gg,l?’cﬁm one could buy $1 of earnings for $10 (a P/E ratio of 10) in Company A, why would one buy shares
ANALYST of Company B for $16 with the same $1 of earnings (a P/E ratio of 16)?

Already, a potential spot for disagreement is apparent. A trailing P/E ratio has a high level of
certainty embedded in the metric because the ‘E’ is sourced from financial reports with concrete
numbers. But stock prices are a reflection of future expectations, meaning a trailing 12-month
P/E ratio can have limited value when it comes to predictive power. Enter the forward P/E ratio.
Using individual, expert or consensus estimates to predict future earnings per share results,
the denominator is improved by matching the forward-looking price with a forward-looking
earnings figure. Of course, there is a tradeoff. Estimates seek to predict the future, introducing
an element of uncertainty not found in the trailing version of the metric.

LONGER-TERM MEASURES

In Security Analysis, a now-famous book written in 1934 by fathers of Value investing Benjamin
Graham and David Dodd, the duo argued in favor of an average calculation for ratio analysis
because it “shifts the original point of departure, or basis of computation, from the current
earnings to the average earnings, which should cover a period of not less than five years,
preferably seven or ten years.”

More than five decades later, Ivy League professors Dr. John Y. Campbell and Dr. Robert J.
Shiller built upon Graham and Dodd’s work. Their analysis was published in the Journal of
Finance, and extended the average earnings window to 30 years, concluding, “Our results
indicate that a long moving average of real earnings helps to forecast future real dividends. The
ratio of this earnings variable to the current stock price is a powerful predictor of the return on
stock, particularly when the return is measured over several years. We have shown that these
facts make stock prices and returns much too volatile to accord with a simple present-value
model...We think that it can be argued that a long moving average of earnings is a very natural
variable to use to represent fundamental value, and that there are not many competitors for
this role”

Dr. Shiller built upon his earlier work and popularized the CAPE ratio—or Shiller P/E—-in Irrational
Exuberance, a book published near the peak of the Dot-Com Bubble in 2000. Because near-
term gyrations can cause P/E ratios to fluctuate wildly, Dr. Shiller’s calculation takes into account
a ten-year average of earnings per share and pairs that with the current price. The academic
analysis associated high CAPE ratios (when the market is purportedly expensive) with relatively
poor future returns, while low CAPE ratios (when the market is purportedly inexpensive) were
associated with higher future returns.
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THE SHILLER P/E RATIO SINCE 1926

The latest CAPE ratio reading is 28.9, which Figure 1 shows is above average. An elevated CAPE might be a cause for worry,
just as we suspect a CAPE ratio above 20 would have caused a lot of concern in the early 1990’s given the average ratio had
been a paltry 14.7 in the 60-plus years preceding Black Monday. In the years since, the average has been 25.8, which also feels
elevated compared to the historical record, but we must warn there is no fundamental requirement for the CAPE to retreat.
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CAPE RATIOS & SUBSEQUENT PERFORMANCE

Slicing and dicing CAPE ratios into buckets with equal membership since 1926, we find lower CAPE ratios (smaller bucket
numbers) tend to correspond with better subsequent five-year returns periods than when CAPE ratios are higher (larger
bucket numbers). Because rolling five-year windows exhibit significant overlap and the CAPE ratio tends to move slowly (by
design), the conclusion that low CAPEs predict better returns than high CAPEs is less robust than it might appear.
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CAPE RATIOS & SUBSEQUENT PERFORMANCE (CONTINUED)

A compelling exhibit supporting the CAPE ratio’s predictive power is presented in Figure 3. Terrific five-year returns followed
periods with low CAPE ratios, while subsequent performance has been dreadful when the CAPE is above 35. The details

matter. There are 131 periods represented by the bar with CAPE ratios between § and 10. Just 44 rolling periods make up the
rightmost bars with high CAPE ratios and all of them were from 1998 and 2000, a period followed by a steep market plunge.
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S&P 500 DIFFERENCES

The preceding text offers evidence the time period plays animportant roleinindicating the stock market s relative expensiveness.
Index calculation methods matter, too. In Figure 4, we chart P/E ratio differences between the value-weight (market cap) S&P
500 index and its equal-weight sibling. The spread is usually not vast, but it can be meaningful if the metric is used as dividing
line. On April 30, the P/E for the cap-weighted index was 19.9x, while it was 17.5x for the equal-weight version.
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REVIEWING DATA FOR S&P 500 MEMBERS

Index provider data is useful, but we also like to crunch our own numbers using the large datasets available to us. Figure 5
shows weighted average trailing P/E ratios for S&P 500 index members, calculated by sector. There are two points we find
interesting: 1) there is large variability in the P/E ratio depending on the sector and 2) P/E ratios tend to stay within tolerance
bands for each sector, with the exception of a large rise in P/E ratios for Info Tech companies.
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LONG-TERM INVESTING IS THE KEY

Dr. Shiller’s CAPE ratio is frequently cited as a reason to take near-term action, usually shifting allocations between stocks
and other assets. We consider this a dangerous use of CAPE ratio, especially as Dr. Shiller’s work concludes the ratio has
predictive power using a “long moving average [of earnings]” and subsequent returns “measured over several years.” While
some CAPE ranges might be more attractive, Figure 6 shows positive returns have been the default as the time horizon widens.

Figure 6: ) . Patience is Virtuous: S&P 500 Index
Longer Time Horizons

Have Led to Better Returns
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1 Year 11.5% -98.5% 121.3% 893 262 77.3%

2 Years 23.1% -135.9% 118.6% 973 170 85.1%

3 Years 34.3% -139.9% 130.2% 991 140 87.6%

5 Years 56.3% -66.7% 188.3% 1026 81 92.7%

7 Years 80.1% -19.2% 177.8% 1076 7 99.4%

10 Years 115.5% -22.6% 204.5% 1038 9 99.1%

15 Years 172.9% 72.8% 291.4% 987 0 100.0%

20 Years 235.2% 116.2% 366.3% 927 0 100.0%

30 Years 362.5% 294.2% 496.3% 807 0 100.0%
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LOOK AHEAD, FAR AHEAD

Unfortunately, evidence like we have presented above does little to dissuade those hellbent on using a single factor to make
grand proclamations, especially to justify short-term trading activity. So it was no surprise when we saw the following headline
in The Wall Street Journal on April 6, “Stocks Haven't Looked This Unattractive Since 2007.” After a discussion about the
equity risk premium (the gap between expected returns for stocks and bonds), the article said, “Stocks look pricey again today,
and markets are facing a new host of challenges... That is based on the S&P 500's price level relative to inflation-adjusted
corporate earnings over the past 10 years, or the CAPE ratio. Although well off prior peaks seen in the late 199os and 2021, the
U.S. stock benchmark trades at a multiple around 29, pricier than it has been more than 9o% of the time since 1881

We can appreciate the simplicity of a single data point, but there’s little evidence the CAPE ratio works to inform trading
strategies. If anything, Figure 6 shows that stocks historically rise over longer periods of time, meaning a gain five or ten years
down the road was the most probable outcome anyway, irrespective of the ratio’s latest reading. True, the percentage of
positive periods doesn’t climb to 100% until the investment window reaches 12 years, but we think the odds of success remain
heavily stacked in the favor of longer-term investors (even for shorter windows).

Stocks are always climbing a Wall of Worry and renewed concern regarding the stability of U.S. banks in early May has
folks wondering about the potential impact of recent developments to their portfolios. While we remain optimistic for the
prospects of assets under our care, factors specific to your financial situation can-and do-change. Market gyrations often
serve as reminders of the value offered by a robust framework, which we believe is a critical part of the toolkit needed to
achieve sustainable wealth generation and financial success. We encourage our clients to reach out to their Wealth Advisor
with questions. For those not yet in the Kovitz fold, our experienced team of Kovitz Wealth Advisors would love to help you
achieve your goals.
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We offer a wide array of thoughts on the Insights page of our website.

For more information on working with our financial professionals,
contact us at wealth@kovitz.com or 312.334.7300.

DISCLOSURES

Opinions expressed are only our current opinions or our opinions on the posting date. Any graphs, data, or information in this publication are considered reliably sourced, but no representation is made that it is accurate or
complete, and should not be relied upon as such. This information is subject to change without notice at any time, based on market and other conditions. The description of products, services, and performance results contained
herein is not an offering or a solicitation of any kind, always consult with your tax advisor.

The description of products, services, and performance results contained herein is not an offering or a solicitation of any kind. Past performance is not an indication of future results. Securities investments are subject to risk and
may lose value.

All returns are geometric average unless otherwise stated. The geometric average is calculated using the mean of a set of products that takes into account the effects of compounding.
The federal funds rate is the rate banks charge on loans to each other.

The quoted forward yield for the S&P 500 uses the iShares S&P 500 ETF (ticker: SPY) as a proxy. The quoted forward yield for the S&P Core Value uses iShares Core S&P U.S. Value ETF (ticker: IUSV) as a proxy. The quoted forward
yield for the S&P Core Growth uses iShares Core S&P U.S. Growth ETF (ticker: [USG) as a proxy.

The factor-based (book value-to-price) portfolio data is from Eugene F. Fama and Kenneth R. French. The dataset is broken into four groups: large value, large growth, small value and small growth. The aggregate Value and Growth
portfolios are monthly averages of the two returns.

The Standard & Poors 500 index (S&P 500) is a broad stock market index based on the market capitalizations of the largest 500 companies listed in the U.S. Small company stocks, via Ibbotson Associates, are the bottom twenty
percent of the New York Stock Exchange. Large company stocks, via Ibbotson Associates, are represented by the S&P 500 index. The S&P 500 Growth Index is a market capitalization weighted index. All the stocks in the underlying
parent index are allocated into value or growth. Stocks that do not have pure value or pure growth characteristics have their market caps distributed between the value & growth indices. Prior to 12/19/2005 this index represented
the S&P 500/Barra Growth Index. The S&P 500 Value Index is a market capitalization weighted index. All the stocks in the underlying parent index are allocated into value or growth. Stocks that do not have pure value or pure
growth characteristics have their market caps distributed between the value & growth indices. Prior to 12/19/2005 this index represented the S&P 500/Barra Value Index.

Growth stocks = 50% Fama-French small growth and 50% Fama-French large growth returns rebalanced monthly. Value stocks = 50% Fama-French small value and 50% Fama-French large value returns rebalanced monthly. The
portfolios are formed on Book Equity/Market Equity at the end of each June using NYSE breakpoints via Eugene F. Fama and Kenneth R. French. Dividend payers = 30% top of Fama-French dividend payers, 40% of middle Fama-
French dividend payers, and 30% bottom of Fama-French dividend payers rebalanced monthly. Non-dividend payers = Fama-French stocks that do not pay a dividend. Long term corporate bonds represented by the Ibbotson As-
sociates SBBI US LT Corp Total Return index. Long term government bonds represented by the Ibbotson Associates SBBI US LT Govt Total Return index. Intermediate term government bonds represented by the Ibbotson Associates
SBBI US IT Govt Total Return index. Treasury bills represented by the Ibbotson Associates SBBI US 30 Day TBill Total Return index. Inflation represented by the Ibbotson Associates SBBI US Inflation index.

The Russell 3000 Index is composed of 3000 large U.S. companies, as determined by market capitalization. This portfolio of Securities represents approximately 98% of the investable U.S. equity market. The Russell 3000 Index
is comprised of stocks within the Russell 1000 and the Russell 2000 Indices. Russell 3000 Growth Index measures the performance of those Russell 3000 Index companies with higher price-to-book ratios and higher forecasted
growth values. Russell 3000 Value Index measures the performance of those Russell 3000 Index companies with lower price-to-book ratios and lower forecasted growth values.

The MSCI ACWI Index is a free-float weighted equity index. It was developed with a base value of 100 as of December 31 1987. It includes both emerging and developed world markets. The Bloomberg Barclays Global Aggregate
Index is a flagship measure of global investment grade debt from twenty-four local currency markets. This multi-currency benchmark includes treasury, government-related, corporate and securitized fixed-rate bonds from both
developed and emerging markets issuers. The DJ US Real Estate Index represents REITs & other companies that invest directly or indirectly in real estate through development, management or ownership, including property
agencies. The index s a subset of the Dow Jones U.S. Index, which covers 95% of U.S. securities based on float-adjusted market capitalization. The S&P GSCI Total Return Index in USD is widely recognized as the leading measure of
general commodity price movements and inflation in the world economy. Index is calculated primarily on a world production weighted basis, comprised of the principal physical commodities futures contracts.

From 1927 to present, we utilized the dividend-weighted portfolio data from Eugene F. Fama and Kenneth R. French. The dataset is broken into five groups: non-dividend paying, top 30% of dividend payers, middle 40% of dividend
payers, bottom 30% of dividend payers and all dividend payers (weighted 30% of top dividend payers, 40% of middle dividend payers and 30% of low dividend payers).

Kovitz Investment Group Partners, LLC (“Kovitz”) is an investment adviser registered with the Securities and Exchange Commiission. The information and opinions expressed in this publication are not intended to constitute a
recommendation to buy or sell any security or to offer advisory services by Kovitz. The material has been prepared or is distributed solely for information purposes and is not a solicitation or an offer to participate in any trading
strategy, and should not be relied on for accounting, tax or legal advice. This report should only be considered as a tool in any investment decision matrix and should not be used by itself to make investment decisions.
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