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Key takeaways
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With trade tensions intensifying at the same

Ten years into an epic bull run for the U.S. stock market
and economy, investors have lately been experiencing
increasing uncertainty. Trade tensions between the U.S.

time the U.S. economy has joined the rest

and China seem to be going from bad to worse, while at

of the world in a slowdown, the onus is now

the same time the U.S. economy has apparently joined

on the Federal Reserve to save the day.

the rest of the world in slowing down. While the U.S. and
global economies remain in expansion mode, the Institute

A lower price-earnings (P/E) ratio is the price

for Supply Management® Manufacturing Index has fallen

of policy uncertainty, with the post‑referendum

from a cyclical high of about 61 last August to 52 as

Brexit experience in the UK providing a

of May 2019, indicating the U.S. has joined most other

possible roadmap for the United States.

regions in a slowdown that, for them, started much earlier.
The most recent employment report showed a clear

Investors seem to be solving for cash flow

deceleration as well.

rather than P/E, which, if it continues, could

As a result, the market has been clamoring for the U.S.

extend the current odd-couple leadership

Federal Reserve to cut rates—and soon. Until recently,

of growth stocks and bond proxies.

it was enough for the markets that the Fed had pivoted

Only a bad recession is likely to derail the
current free cash flow engine, especially
given peak margins.

from signaling more rate hikes to no more hikes, but
now the market has upped the ante from no rate hikes
to several rate cuts. The Fed has been resisting these

signals for a while, but as of this writing, the market is

I am a big believer in the discounted cash flow (DCF)

placing high odds of a July cut and near-perfect odds

model, and right now both the numerator (earnings

of a September cut.

growth) and the denominator (the cost of capital) are in

In stark contrast to an S&P 500® index trading near

a state of flux. What’s left in the lurch is valuation and

its all-time highs, the U.S. bond market is now more

therefore price (since mathematically the total return is

or less priced for recession, with the 10-year Treasury

equal to earnings growth plus dividends plus changes

yield recently falling to a mere 2.05%, and the yield on

in the P/E ratio). When both sides of the DCF are up in

two-year notes falling to 1.76%. Against a federal funds

the air, the market is left with a choppy price-discovery

target range of 2.25% to 2.5%, that’s an inverted yield

process, and that often means volatility and lower P/E

curve, which as we all know has been a reliable indicator

multiples. For me, that about sums things up these days.

of recessions in the past. Indeed, the one question I

If the drawn-out Brexit saga has taught us anything, it’s

can always count on these days is: “When is the next

that the price of a prolonged period of uncertainty is a

recession?” For many, it’s not a question of if, but when.

lower P/E multiple. Since the Brexit referendum in June

But I still have my doubts as to the signaling power of

2016, the stock market and economy in the UK have done

today’s inverted curve, given that the Fed’s policy rate is

OK; earnings are up a solid 30%, but the forward P/E ratio

barely at the so-called natural rate—the notional rate of

on the MSCI United Kingdom Index has fallen from 16x

interest that keeps the economy growing, employment

to 12x. For the U.S. stock market, the forward P/E multiple

high, and inflation stable. In the past, the fed funds rate

peaked at 19.5x in January of 2018, right around the time

would need to be two to three percentage points above

that trade tensions with China started to develop. By

the natural rate to signal a recession. Nevertheless, given

last December, the forward P/E had fallen to 13.7x and

its long and reliable history, the yield curve’s message

subsequently recovered to 17.1x. As of the end of May, it

certainly should not be dismissed.

stood at 16.5x, which is on the high side of normal but

To me, the yield curve is the market’s way of putting the

not at what I consider “nosebleed” levels. So, as I see it,

Federal Reserve on notice that it is too restrictive. If the

if trade tensions continue to rise, it’s quite plausible that

Fed ignores this message for too long, a recession may

valuation multiples in the U.S. could compress further; the

well ensue. But if the Fed responds quickly with several

question is: How much?

rate cuts (much like it did in 1995 and late 1998), then
a recession can potentially be averted. In fact, despite
the big decline in yields—from 3.23% last September to
2.05% more recently—the yield curve seems to support
the notion of rate-cut salvation, given that the slope is
positive from three years out. In other words, the bond

I doubt that U.S. multiples will fall as much as they did in
the UK, given that with a shareholder-friendly focus on
free cash flow (FCF) and share buybacks, U.S. company
fundamentals generally are more favorable. But these
fundamentals certainly could deteriorate if things really

market seems to be assuming that the Fed will deliver

drag on in terms of trade. This is especially true given that

multiple rate cuts in the coming two years and that these

U.S. companies have been the beneficiary of high profit

cuts will lead to an economic soft landing. I think that’s

margins, which last year reached 12%. I have no doubt

about right, but until the Fed actually delivers the rate

those margins have been boosted by a combination of

cuts and, in the process, “un-inverts” the yield curve, we

tax cuts and deregulation, but I also have little doubt that

are left hoping for the best and fearing the worst.

globalization has been a big part of the story as well.
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And if a U.S.–China trade war signals the peak of the era

their customers, then it could erode profit margins at a

of globalization, then perhaps it marks a peak for profit

time when the stock market has become highly attuned

margins too.

to globalization, valuations are on the high side of normal,

We can talk about who might be the winners and losers

and U.S. earnings growth has already slowed from 2018’s

in a trade war, but so far China clearly has taken the

22% rate to something closer to 5% so far in 2019.

brunt of the hits. As of May, the Shanghai Composite

All about the cash flow

Index was down 18% from its January 2018 peak, and the

Some may argue with my assertion that valuations are

yuan is teetering precariously close to the 7.0 yuan/dollar

only at high-neutral and not nosebleed levels and that

threshold. But I think, in all likelihood, all sides would lose

therefore they have much further to fall. This is an age-old

to some degree if tensions were to escalate further. If we

debate that is not likely to go away soon, since valuation is

view tariffs as a tax, then the question is whether that tax
gets passed on to consumers or eats into company profit

very much in the eye of the beholder.

margins. If it’s the consumer, maybe the real economy will

For example, proponents of the Shiller CAPE (10-year

keep doing OK given the backdrop of low unemployment,

cyclically adjusted P/E ratio) would argue that the market

robust wage growth, and low levels of household debt.

is extremely expensive at 27x (Exhibit 1). Indeed, as of the

But if companies are unable to pass these tariffs on to

end of May, the Shiller CAPE is at the 92nd percentile of

EXHIBIT 1: Different P/E lenses produce to different P/E pictures
Historical P/E Valuations by Percentile Ranking
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CAPE: Cyclically adjusted P/E ratio, which measures the price of the S&P 500 divided by the average of its past 10 years of earnings, adjusted for inflation. LTM: Last
12 months. Bond “P/E”: The inverse of the yield of the Bloomberg Barclays U.S. Aggregate Bond Index. Price-to-Cash Yield: The price of the S&P 500 divided by the sum
of its total dividends and total value of stock buybacks. Sources: Fidelity Investments, Bloomberg Finance L.P., FactSet, Haver Analytics; monthly data 1/1/00
through 5/31/19.
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the past 100+ years’ worth of history—nosebleed indeed.

still above average, but against the backdrop of stable

Only during the bubble days of 1929 and 1999–2000 has

earnings and low inflation it doesn’t seem too out of place.

the market been more expensive.

For me, arguing about the proper P/E measure misses

One problem with the Shiller CAPE, in my view, is that it

a broader point, which is that in today’s world of aging

includes the near-depression-level earnings from 2009.

demographics and low interest rates, investors seem to

It took most of 2009 for earnings to recover from the

be concerned more with yield and cash flow and less with

global financial crisis. Once those weak, 10-year-old

what price they have to pay for each dollar of earnings.

numbers roll off in the coming quarters, the CAPE should

Many things about this market don’t make sense to me

start to look a lot better. If for the sake of argument we

from a traditional valuation perspective (Exhibit 2). How

assume no price gains from here amid consensus-like

can “boring” sectors like consumer staples and utilities

growth in earnings per share, the Shiller CAPE could fall

challenge the P/E multiples of the general market—and

to 22x over the next two years, placing it closer to the

even the mighty tech sector? At the end of May, their

75th percentile of historical valuation. That’s by definition

forward P/E ratios were 17.9x (consumer staples), 17.7x

EXHIBIT 2: The utilities sector has been challenging tech for P/E dominance lately
Historical P/E Valutions and Yields for Certain Sectors and Indexes
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The S&P 500 LVHD (Low Volatility High Dividend) index measures the performance of the 50 least-volatile high dividend-yielding companies in the S&P 500 index.
S&P 500 utiliites sector includes companies primarily involved in water, electrical power, and natural gas distribution. Sources: EPFR Global, Bloomberg Finance L.P.,
Fidelity Investments; monthly data 1/1/95 through 5/31/19.
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(utilities), 14.9x (S&P 500)®, and 17.0x (technology).

This focus on shareholder value is unique to the United

Per the DCF, investors usually pay up for sustained strong

States: Companies in many other countries tend to be

earnings growth. That’s indeed the case for tech and

managed more toward the benefit of their employees.

consumer discretionary stocks, but it’s not what the more

We can argue the merits of that, but the fact is that the

bond-like sectors offer. It doesn’t make much sense until

focus on FCF and the resulting cash yield is an important

you view the market through the lens of cash flow.

factor in separating the U.S. from the rest of the world in

Yield and cash flows seem to be what today’s aging

terms of market performance, much like growth stocks

investors are solving for, especially given that most

have done relative to value stocks. They are different sides

Treasury yields are at or below 2% and close to $11 trillion

of the same divide.

worth of global bonds are trading at negative yields.

We can debate whether traditional valuation metrics still

Boring “bond proxy” stocks may seem expensive by

matter or whether “things really are different this time.”

traditional measures, but less so when they are seen as

I certainly never want to be the one who says that, but my

yield vehicles. For instance, the S&P 500 Low Volatility

point is that for now it doesn’t seem to matter. Regardless

High Dividend (LVHD) index delivers a dividend yield

of the merits, if investors are solving for cash flow above

of 4.86%, more than twice as much as the broader

else, then all of sudden many of the things about this

market and more than 200 basis points higher than the

market move from the illogical toward the logical.

Bloomberg Barclays U.S. Aggregate Bond Index. My
sense is that perhaps investors are valuing these stocks
against bonds instead of against the stock market—and
equities seem cheap compared with bonds no matter how
you look at it.
A similar contextual framework can be applied to the big
secular growth stocks that have dominated the market
landscape in recent years. Those companies pay either no
dividends or low dividends; instead, they buy back a lot of
shares with all the free cash flow they generate. If we add
the buyback yield (total buybacks divided by total market
capitalization) to the dividend yield, we get a total cash
yield of more than 5% for the S&P 500. All of a sudden,
through the lens of yield, the market’s valuation starts
to make sense, especially in contrast to those capitalintensive and highly cyclical sectors that tend to be found

The next question is: What can derail the current market
leadership? We know that the demographic tide that has
been unfolding around the world will continue for years to
come, and presumably the need for yield will persist as a
result. That suggests to me that the focus on cash flow will
continue and with it the current market leadership. What
about a recession?
I believe a recession could well disrupt the FCF machine
that is behind both the growth/value and U.S./non-U.S.
equity divide. If a trade war takes an already slowing
economy over the edge into earnings-led recession—at
a time when margins also are peaking—then the FCF
could dry up, taking the share buybacks with it. Perhaps
this is why everyone seems so focused on the recession
question: The stakes are very high indeed.

on the value side of the spectrum. When looking at its

As for the bond proxies, a recession would presumably

valuation through the lens of total cash yield instead of

only make them more popular given their low volatility

price-to-earnings, all of a sudden the S&P 500 sits at only

and relatively high yields. In that sense, having both very

the 28th percentile of historical valuation versus the Shiller

“growthy” and more bond-like stocks in the same portfolio

CAPE’s 92nd percentile.

makes a certain amount of sense.
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This is original content from Fidelity Investments in the U.S.
The source of all factual information and data on markets, unless otherwise indicated, is Fidelity Investments.
Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund investments. Please read the prospectus, which contains
detailed investment information, before investing. Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated.
Certain Statements in this commentary may contain forward-looking statements (“FLS”) that are predictive in nature and may include words such as “expects”,
“anticipates”, “intends”, “plans”, “believes”, “estimates” and similar forward-looking expressions or negative versions thereof. FLS are based on current expectations
and projections about future general economic, political and relevant market factors, such as interest and assuming no changes to applicable tax or other laws or
government regulation. Expectations and projections about future events are inherently subject to, among other things, risks and uncertainties, some of which may
be unforeseeable and, accordingly, may prove to be incorrect at a future date. FLS are not guarantees of future performance, and actual events could differ materially
from those expressed or implied in any FLS. A number of important factors can contribute to these digressions, including, but not limited to, general economic, political
and market factors in North America and internationally, interest and foreign exchange rates, global equity and capital markets, business competition and catastrophic
events. You should avoid placing any undue reliance on FLS. Further, there is no specific intention of updating any FLS whether as a result of new information, future
events or otherwise.
From time to time a manager, analyst or other Fidelity employee may express views regarding a particular company, security, and industry or market sector. The views
expressed by any such person are the views of only that individual as of the time expressed and do not necessarily represent the views of Fidelity or any other person
in the Fidelity organization. Any such views are subject to change at any time, based upon markets and other conditions, and Fidelity disclaims any responsibility to
update such views. These views may not be relied on as investment advice and, because investment decisions for a Fidelity Fund are based on numerous factors, may
not be relied on as an indication of trading intent on behalf of any Fidelity Fund.
Stock markets are volatile and can fluctuate significantly in response to company, industry, political, regulatory, market, or economic developments. Foreign markets
can be more volatile than U.S. markets due to increased risks of adverse issuer, political, market, or economic developments, all of which are magnified in emerging
markets. These risks are particularly significant for investments that focus on a single country or region.

Investing involves risk, including risk of loss.
Past performance and dividend rates are historical and do not guarantee future results.
Diversification and asset allocation do not ensure a profit or guarantee against loss.
All indices are unmanaged. You cannot invest directly in an index.
Standard & Poor’s 500 (S&P 500®) index is a market capitalization-weighted index of 500 common stocks chosen for market size, liquidity, and industry group
representation to represent U.S. equity performance. S&P 500® Utilities is a market capitalization-weighted index that consists of companies in the S&P 500 that
are primarily involved in water, electrical power, and natural gas distribution industries. S&P 500® Low Volatility High Dividend index is designed to measure
the performance of the 50 least-volatile high dividend-yielding companies in the S&P 500. Although the Low Volatility High Yield index measures the performance
of high dividend-yielding companies, it is a price-return index and, therefore, the return on the Low Volatility High Dividend index will not include any dividends paid
on the securities that make up the Low Volatility High Dividend index. Russell 1000 Growth Index is a market capitalization-weighted index designed to measure
the performance of the large cap growth segment of the U.S. equity market. It includes those Russell 1000 Index companies with higher price-to-book ratios and
higher forecasted growth rates. MSCI United Kingdom Index is a free float-adjusted market capitalization-weighted index designed to measure the performance
of the large and mid cap segments of the UK market. Shanghai Stock Exchange Composite Index is a market capitalization-weighted index that tracks the daily
price performance of all A-shares and B-shares listed on the Shanghai Stock Exchange. Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based,
market value‑weighted benchmark that measures the performance of the investment-grade, U.S. dollar-denominated, fixed-rate taxable bond market. Sectors
in the index include Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS, and CMBS.
The Institute for Supply Management (ISM) Manufacturing Index, also called the Purchasing Managers’ Index (PMI), is a survey of U.S. purchasing managers
in a certain economic sector. A PMI value over 50 represents expansion of the sector compared with the previous month, while a reading under 50 represents
a contraction; a reading of 50 indicates no change.
Cyclically Adjusted Price-to-Earnings (CAPE) ratio was developed in the late 1990s by Yale professor Robert Shiller and Harvard professor John Campbell. CAPE
measures the price of the S&P 500 stock index, divided by the average of its past 10 years of earnings, adjusted for inflation.
Third-party marks are the property of their respective owners; all other marks are the property of Fidelity Investments Canada ULC.
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