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Returns Have Been Driven More by Fundamentals Than by Valuation Expansion

A useful way to pressure-test the “bubble” label is to look at what is doing the work, earnings and cash flows, or valuation multiples.

Over the past six years, the S&P 500 is up 132%, and only 26% of that gain came from multiple expansion. The rest came from sales

growth, margin growth, and dividends. 

That matters because bubble-like environments typically lean heavily on valuation re-rating. When multiples are the primary engine,

markets become more vulnerable to disappointment, since any earnings wobble can produce a double hit (lower earnings and

lower multiples). A market that is being pulled forward largely by sales and margin improvement tends to have a sturdier foundation,

even if valuations are not cheap.

This Bull Market Has Better Support Than the Narrative

Investors have heard two familiar storylines repeatedly over the last year:

1.The market is being held up by a handful of mega-cap tech stocks.

2.Valuations are stretched, so this must be a bubble.

Both points contain a kernel of truth, but they miss what has actually been happening under the surface. The S&P 500 finished

2025 up 17.88%, marking the third consecutive year of gains. 

The more important takeaway for 2026 is not just that the market was higher, it is how we got there.

The evidence points to a bull market supported by fundamentals and broadening participation. That does not eliminate risk, but it

does shift the discussion from “this is all hype” to “this is a cycle that still requires disciplined risk management.”
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Broader Participation Has Been a Feature, Not a Surprise Development

The “Magnificent 7 only” narrative has been powerful because it was directionally true at points in 2023 and 2024. But in 2025,

participation broadened. The other 493 stocks contributed more to index gains (10.4%) than the Magnificent 7 did (7.5%), the first

time that has happened in three years. Even more notable, the “493” contribution has been consistent across multiple years, adding

10.0%, 11.7%, and 10.4% over the last three years.  That kind of consistency is not what “seven-stock market” headlines imply.

Why do we care about this from a market structure perspective?

Breadth reduces fragility. When market leadership is extremely narrow, the index is more vulnerable to a small set of names

derailing performance. When participation broadens, leadership can rotate without breaking the broader uptrend.

Breadth often aligns with healthier earnings breadth. More companies contributing usually means the market is not relying on

one theme to justify the overall price level.

Source: Carson Investment Research as of December 31, 2025
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Source: Creative Planning as of December 31, 2025

Leadership Has Been More Nuanced Than Headlines Suggest

Another statistic helps clarify what “broadening” has looked like in practice. In 2025, only two Magnificent 7 stocks outperformed

the S&P 500, Google and Nvidia. This does not argue that mega-caps are irrelevant. It argues that leadership has become more

balanced:

Some mega-cap winners remained winners.

Several became market performers, even while remaining high-quality businesses.

Meanwhile, a wider group of companies did enough to collectively support index performance.

That is what broadening looks like in real time. It is rarely a clean handoff from one sector to another. It usually shows up as

dispersion, rotation, and less concentration in index leadership.

Valuations are Elevated, but Elevated Does Not Automatically Equal Bubble

Valuation is a legitimate concern, and it should shape risk management. The S&P 500’s forward P/E is elevated by historical

standards, around 21.8. At the same time, valuations, by themselves, are not a reliable timing tool. On September 1, 2020, the

forward P/E was even higher at 23.2, and the S&P 500 has been up 94% since then, despite a bear market in 2022. 

The correct takeaway is twofold:

Valuation can compress long-term expected returns, especially if the next recession hits while multiples are elevated.

Valuation alone rarely tells you when to exit, particularly when fundamentals and breadth are supportive.

This is one reason “bubble” is often an unhelpful label. It turns a risk input (valuation) into a timing decision, which history shows is a

difficult way to navigate markets consistently.

Continued on next page
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Source: Yardeni Research as of December 31, 2025

Leadership Has Been More Nuanced Than Headlines Suggest

Another statistic helps clarify what “broadening” has looked like in practice. In 2025, only two Magnificent 7 stocks outperformed

the S&P 500, Google and Nvidia. This does not argue that mega-caps are irrelevant. It argues that leadership has become more

balanced:

Some mega-cap winners remained winners.

Several became market performers, even while remaining high-quality businesses.

Meanwhile, a wider group of companies did enough to collectively support index performance.

That is what broadening looks like in real time. It is rarely a clean handoff from one sector to another. It usually shows up as

dispersion, rotation, and less concentration in index leadership.

The Long-Term Base Rate Still Matters

It is easy to forget, in the middle of noisy headlines and periodic drawdowns, that equity markets have historically had an upward

bias over time. Out of the last 98 years, the S&P 500 has been positive in 72 of them, meaning it has been up 73% of the time. That

is not a forecast, and it does not eliminate the reality of drawdowns. But it is a reminder that uncertainty and volatility are the normal

cost of admission, and that the market’s long-term pattern has been positive more often than not.
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Source: Yardeni Research as of December 31, 2025

What This Means For 2026

This is not an argument that risk is low, or that valuations do not matter. It is an argument that the market’s underlying support looks

better than the simplistic narrative suggests.

The “bubble” label is harder to defend if only a minority of multi-year gains came from multiple expansion and the majority came

from sales growth, margin growth, and dividends. 

The “seven-stock market” label is harder to defend when the other 493 have been durable contributors and the Magnificent 7

were not uniformly dominant at the stock level. 

The “valuation risk” label remains valid, but it is best used as a risk management input, not a timing trigger. 

Valuations can inform expectations, but they are not a reliable timing tool by themselves. Rather than guessing at tops, we believe

in a rules-based approach that stays exposed when conditions are supportive and can move defensively, sometimes all the way,

when evidence breaks down.
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Disclaimer:

Investing involves risk, including loss of principal. Past performance does not guarantee future results. There is no guarantee any investment strategy will

generate a profit or prevent a loss.

This is for informational purposes only and is not a recommendation nor solicitation to buy, sell or invest in any security, investment product or strategy. Investors

should conduct their own research and consult with a qualified financial professional before making any investment decisions.

Our materials may contain information deemed to be correct and appropriate at a given time but may not reflect our current views or opinions due to changing

market conditions. No information provided should be viewed as or used as a substitute for individualized investment advice. An investor should consider the

investment objectives, risks, charges, and expenses of the investment and the strategy carefully before investing.

Xtollo Investment Partners, LLC (“Xtollo”) relies on third party sources for some of its information that we believe is reliable. However, we make no

representation, warranty, endorse or affirm as to its accuracy or completeness. The information provided is current as of the date of publication and may be

subject to change. We are not responsible for updating this information to reflect any subsequent developments or events.  

Certain information contained herein constitutes “forward-looking statements,” which can be identified using forward-looking terminology such as “may,” “will,”

“should,” “expect,” “anticipate,” “project,” “estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or other variations thereon or comparable

terminology. Due to various risks and uncertainties, actual events, results, or actual performance may differ materially from those reflected or contemplated in

such forward-looking statements. Nothing contained herein may be relied upon as a guarantee, promise, assurance, or a representation as to the future.
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