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Key Takeaways

• Shift from the mid- to late cycle? The global 

economy is moving from a period of rapid 

acceleration to one of a moderating and 

slowing pace of growth, a period in which 

high-quality stocks tend to add value.

• Markets may be overly ambitious on 

expectations of rate hikes. Market-based 

expectations of rate hikes moved significantly 

higher over the past six months and pushed 

down valuations for high-quality names. 

• High quality remains high quality. An  

updated look at key quality metrics vs. 

benchmark indexes highlights that the 

companies owned in Fidelity ETFs run 

very profitable and stable businesses.

High-quality stocks have lagged their respective broad 

equity benchmarks over the past six months, as is to be 

expected in a phase of economic growth acceleration 

(the early cycle). This is a period that has historically favoured 

value stocks, which are generally more cyclical in nature, 

and have a greater volatility in their earnings. But there 

are beginning to be signs of a transition from the mid- to late 

cycle as leading economic activity indicators begin to slow, 

and central banks of most developed economies have 

begun tightening financial conditions via interest rate hikes. 

It is conceivable that the performance of high-quality stocks 

could take a turn for the better in the coming 12 months.

Could we see a shift from the 
mid- to late cycle?
The COVID-19 pandemic forced governments and central 

banks into an extremely accommodative stance. Central 

banks eased financial conditions by lowering benchmark 

lending rates, all the while providing ample liquidity via asset 

purchases. Governments ran historically large deficits (in the 

U.S., the federal budget deficit hit a high of -18.6% of total 

EXHIBIT 1

Entity Name
Inception 

Date 1M 3M 6M YTD 1Y 3Y
Since 

inception

Fidelity Canadian High Quality Index ETF Jan 18, 2019 0.12 -3.09 -1.45 -4.50 3.27 7.82 8.38 

S&P/TSX Composite Index 0.06 -1.15 1.74 -1.28 7.91 12.23 12.76 

delta 0.06 -1.95 -3.20 -3.22 -4.64 -4.41 -4.38

Fidelity U.S. High Quality Index ETF Jan 18, 2019 0.67 -3.82 -8.77 -13.58 8.06 15.58 16.11 

S&P 500 Index -1.36 -5.36 -9.75 -12.76 4.48 13.89 14.16 

delta 2.03 1.53 0.98 -0.82 3.59 1.69 1.95 

Fidelity International High Quality Index ETF Jan 18, 2019 -3.13 -8.21 -17.38 -19.06 -14.65 5.19 7.22 

MSCI EAFE Index -0.80 -5.36 -7.72 -11.35 -6.08 4.10 

delta -2.33 -2.85 -9.66 -7.71 -8.56 1.09 

Russell 1000 Index Dec 29, 1978 -1.69 -6.18 -11.11 -13.73 1.96 13.49 

*Annualized returns.
Source: Fidelity Investments Canada ULC, as at May 31, 2022. Returns displayed in Canadian dollars, net of fees. 
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GDP in March of 20211) in support of the economy and labour 

markets. This created an environment that was extremely 

positive for earnings growth as consumer demand rallied into 

the gradual reopening of economies. Globally, margins are 

the highest they have been since 2008, with the TTM EBITDA 

margin for the MSCI ACWI Index at 19.48%, as at the end 

of the first quarter of 20222. The question is, how sustainable 

is this? What impact will inflation have? Have we hit a peak 

in the growth/acceleration story? 

EXHIBIT 2: ISM new orders vs. prices index
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Source: Bloomberg, as at May 31, 2022.

The chart below showcases that “the cure for high prices 

is high prices”: it shows that advancing ISM prices paid 

18 months forward (inverted in the chart) generally provides 

a great indication of expected changes in new orders. 

When producer prices rises, much of that is pushed to the 

end consumers, who in turn see their prices increase (CPI). 

Eventually, they hold back on spending, and push large 

purchases, such as cars, appliances and furniture, further out. 

This is why we tend to see new orders slow as prices rise, but 

it takes a while to materialize. If history is any indicator, we are 

headed for a more severe slowdown in new orders. In fact, 

it has already started, because they peaked at 66.9 in the ISM 

Index in March 20213, and have trended lower since, but they 

still have not fully reflected the increase in costs. This would 

also mean that inflation could slow as we round out the year.

But why is this relevant for high-quality stocks? From a  

historical perspective, high-quality stocks tend to do well 

when economic growth slows: investors are willing to 

pay a premium for companies with high ROIC and better 

earnings growth altogether. But more directly, if producer 

prices rise, and demand for goods and services and new 

orders slow, this should lead to an eventual compression 

of margins for companies. They produced a good at a high 

cost, but are met with softer demand, which pushes down 

prices and eventually squeezes margins. That’s simple 

supply-demand economics.

But is there proof that higher producer prices leads to lower 

margins in the future? As shown below, there seems to be 

quite a strong correlation between the PPI YoY changes 

12 months forward and TTM EBITDA margin YoY for the 

S&P 500 Index. This would suggest that there is a strong 

1 Source: Bloomberg
2 Source: Bloomberg, as at March 31, 2022.
3 Source: Bloomberg
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probability we are in for margin compression in 2022, and 

margin expansion seems to have already started to peak 

as of the end of February.

EXHIBIT 3: U.S. PPI finished goods YoY vs. S&P 500 TTM EBITDA margin YoY
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Source: Bloomberg, as at May 31, 2022. Monthly data.

We tested whether Fidelity U.S. high-quality ETFs generally 

add value during periods when margins are compressing, 

and the results are quite interesting: there does seem to be 

a relationship between the TTM excess return of the Fidelity 

U.S. High Quality Index (Gross Returns) vs. the Russell 1000 

and the TTM EBITDA margin change. When margins are 

expanding, quality tends to underperform (see 2016, 2009, 

2021), and on the flip side, quality outperforms when margins 

are compressing, as in 2020, 2008 and 2015. The years 

in which quality did well were also either in a late cycle 

or a pre-recessionary period – food for thought!

EXHIBIT 4: TTM excess return FCUQ – Russell 1000 vs. TTM EBITDA margin % Change (S&P 500) 
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Markets may be overly ambitious 
on expectations of rate hikes. 
The debate on whether inflation will be persistent 

or transitory has been ongoing for more than a year now. 

In large part, however, central banks such as the Federal 

Reserve (the Fed), the Bank of Canada and the Bank of 

England have all removed the word “transitory” from their 

statements. This led markets to dramatically change their 

expectations for rate hikes. The worry is now that central 

banks will be too late in adjusting their policy to fight 

inflation, but may instead further slow the economy and 

shock aggregate demand by restricting financial conditions 

and substantially increasing the cost of borrowing.

What would be positive indeed for high-quality stocks would 

be for central banks to move less than is expected. Looking 

back to the end of August 2021, markets, as illustrated by 

the implied rate change on overnight index swaps, were 

pricing in a 0.05% change to the Fed funds target rate 

(0.19 hikes) and a 0.26% change (1.04 hikes) for the overnight 

rate in Canada by July 2022. (Source: Bloomberg World 

Interest Rate Probability). As of March 31, those same 

instruments were pricing in 8.2 0.25% hikes in the U.S. and 

8.1 hikes in Canada by December 2022. This has flattened 

the yield curve dramatically. As of the end of April we have 

already seen 0.50% hikes by both the Bank of Canada 

and the Fed.

These shifts in rate hike expectations have pushed valuations 

for high-quality stocks down significantly. As shown in the 

table below, U.S. high-quality stocks have gone from very 

expensive on a relative basis to looking extremely attractive. 

Based on the TTM P/E, U.S. high- quality stocks have only 

been cheaper 8.2% of the time since December 1995. They 

are currently trading at 0.92x the Russell 1000, and the 

historical average is 0.98x. 

EXHIBIT 5: TTM P/E historical valuation percentiles
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Source: FMR Co. Data as at May 31, 2022. Factor valuations based on Russell 1000 composite equal-weight top quintiles vs. equal-weight universe. Metrics used 
to define each factor are 60-month standard deviation for low vol, ROE for quality, (12-1) month return for momentum, LTM dividend yield for dividend yield, 
LTM P/B & NTM P/E for value and market cap for size. 
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High quality remains high quality.
One of the key reasons there has been value in owning 

high-quality stocks over the long term is the strength of the 

fundamentals of the companies that are selected, as well 

as managers’ ability to limit exposure to unprofitable names 

in the investment universe.

There is a misconception that due to short-term 

underperformance, the quality of the companies held in 

Fidelity ETFs has deteriorated, or that the ETFs now hold 

unprofitable growth names. The reality is that the Fidelity 

factor methodology forces us to react constantly to changing 

fundamentals, and to ensure that investors are getting the 

best high-quality stocks and sectors exposures at all times.

For example, the Fidelity Canadian High Quality ETF now 

has a larger-than-benchmark allocation to energy, something 

last seen back in 2003–2007. This is due to the significant 

uptick in  ROIC and free cash-flow generation in the 

Canadian oil and gas industry. So long as these companies 

operate with high margins, they will be considered for 

inclusion in a high-quality framework. While the performance 

of a given factor may vary throughout a cycle, its investment 

thesis does not.

EXHIBIT 6 

 FCF margin
Operating 

margin
Profit 

margin ROIC ROE ROA
% 

unprofitable 

Fidelity Canadian High Quality Index ETF (FCCQ) 29.46% 34.65% 32.34% 17.80% 26.70% 9.50% 1.79%

S&P/TSX Composite Index 21.49% 27.97% 20.51% 11.35% 15.33% 4.83% 15.06%

delta 7.97% 6.68% 11.83% 6.45% 11.37% 4.67% -13.28%

 
FCF margin

Operating 
margin

Profit 
margin ROIC ROE ROA

%  
unprofitable

Fidelity U.S. High Quality Index ETF (FCUQ) 23.24% 31.67% 23.22% 36.77% 50.72% 17.34% 1.06%

Russell 1000 Index 18.74% 24.50% 18.69% 21.99% 31.99% 11.19% 16.24%

delta 4.50% 7.17% 4.53% 14.78% 18.73% 6.15% -15.18%

 
FCF margin

Operating 
margin

Profit 
margin ROIC ROE ROA

%  
unprofitable

Fidelity International High Quality Index ETF (FCIQ) 27.12% 30.61% 24.39% 24.61% 27.62% 12.65% 0.00%

MSCI EAFE Index 14.42% 18.75% 15.33% 14.12% 17.31% 6.57% 6.61%

delta 12.69% 11.86% 9.05% 10.50% 10.31% 6.08% -6.61%

Source: FMR Co. and FactSet, as at May 31, 2022.

Conclusion
Value did extremely well from a relative performance 

standpoint as we experienced an early-cycle recovery and 

then a transition to the mid-cycle. But we think it is important 

to start considering high quality as a candidate for strong 

excess returns in the next twelve months as we begin the 

transition into the late cycle. This late cycle may come slightly 

sooner than expected if central banks remain fairly hawkish 

and the economy naturally slows its pace of growth.
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