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As Good as It Gets
With growth drivers maturing, it’s time to view the investment
landscape through a more critical lens.
Jurrien Timmer l Director of Global Macro l @TimmerFidelity

Key Takeaways
• Global equities have enjoyed extremely
favorable conditions for quite some time, with
earnings growth and easing liquidity conditions
benefiting stock valuations and prices.
• However, if earnings growth moderates to
long-term trend levels and the Federal Reserve
(Fed) maintains its relatively hawkish stance,
these tailwinds could blow less strongly.
• Despite this potential moderation, it’s doubtful
a correction is imminent and fears of a bubble
are likely overblown.
• The big question in coming years remains how
the end of the global easing cycle will affect the
risk-free rate and, therefore, the valuation of all
financial assets.

Rather than writing a deep-dive on a single topic as I
usually do, this month I thought I would briefly address
the various market-related questions that are on people’s
minds these days.

On earnings
The earnings picture both in the U.S. and globally
continues to look good. There is some deceleration
evident in the growth numbers, however, as would be
expected six quarters after a cycle bottom.
By definition, the rate of change typically progresses from
steeply negative to steeply positive to less positive to
trend growth as we approach, move through, and then
move past a cyclical inflection point. The long-term trend
growth rate for S&P 500 earnings is around 6% to 7%,
so that’s where the numbers could settle in the coming
quarters.1
For the current cycle, quarterly earnings bottomed at -14%
(year over year) in the first quarter of 2016, accelerated
to +14% in Q1 2017, and have moderated since then.2
Now, with Q3 earnings season upon us, the consensus
expected growth rate has fallen from +9% six months ago

to +3.6% as of last week. If the normal earnings-season
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bounce occurs, the final Q3 growth rate should rise to
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around 6% to 7%, right in line with the long-term trend

Globally, the picture shows more investor optimism, with

growth rate.

flows into global equity funds and ETFs (including the

At this point, the Q4 consensus estimate remains quite

U.S.) totaling $188 billion. But even that’s a drop in the

high at +11.9%. Chances are this will come down (on

bucket compared with a global equity market cap of

average by 800 bps), like it typically does as we approach

$44 trillion.

Q4 earnings season in mid-January. The 2017 calendar-

One can also look at various surveys of investor

year consensus estimate remains pretty steady at +10.7%.
Globally, earnings are up 11% from a year ago, with
emerging markets in the lead at +17%, Europe at +15%,
the U.S. at +9%, and developed international markets
(ex-U.S.) at +14%. These numbers clearly exhibit a global
earnings recovery.

On the (lack of) bears
An increasing topic of conversation has been whether or
not investor sentiment has become one-sidedly bullish,

sentiment. For the week ending October 11, the American
Association of Individual Investors (AAII) Investor
Sentiment Survey shows 39.8% bulls (its historical average
is 38.3%) versus 26.9% bears.5 That’s hardly excessive.
Elsewhere, the bullish sentiment for both MarketVane
and Consensus, Inc., are at 71%, which show moderate
optimism but nothing extreme.6 So does all this represent
a frothy and overly optimistic sentiment? Is this a bubble?
I highly doubt it.

and whether the stock market is in a bubble. Indeed, it’s

What could derail this market?

not a stretch to call the 41% gain in the S&P 500 since

Other than a sudden exogenous shock (geopolitical or

the February 2016 low “one-sidedly bullish,” especially
considering the historically low volatility that has
accompanied it. In fact, the rally since February 2016 has
produced the second-highest Sharpe ratio3 (risk-adjusted
return) since 1970 (the highest being the 1995 to 1996
period).
But has sentiment really reached bubble levels? I don’t
think so. People still don’t seem to trust this market and
wonder when the next shoe will drop. That’s pretty much
been the story since the bull market started in March
2009 (when the S&P 500 was at 666).
The clearest case against calling investor sentiment
“excessive” is to simply look at fund flows. After all,
investors vote with their wallets. The fact is, since the
February 2016 low, U.S. equity funds and ETFs have
taken in a net total of only $11 billion,4 which is peanuts
compared with the U.S. stock market’s $28 trillion market
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otherwise), which are notoriously difficult to quantify, here
are the main risks as I see them.
A hard landing in China resulting from tighter policy in
response to the massive credit impulse in early 2016 could
cause the global earnings picture to sour. This in turn
could put pressure on equity valuations and, therefore,
stock prices.
If the Fed (and other central banks) tighten interest rates
more than the markets are currently pricing in, that could
also put downward pressure on valuations. This would
likely only happen if inflation forces the Fed’s hand, but so
far core inflation remains well below the central bank’s 2%
target.
But if it did happen, it could lead to a rise in the term
premium,7 which since 2009 has remained well-below its
normal range (currently, the term premium on the 10-year
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Treasury is negative). A more-normal term premium

that’s no big deal. However, as I’ve highlighted in recent

(100 to 150 bps) would mean a higher risk-free rate,

commentaries, there remains a disconnect between what
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and that would affect the valuation of all financial

the market is pricing in for the next two years (2.5 hikes)

assets, including stocks. In my view, the below-normal

and what the Fed is implying via its dot plot (7 hikes).

term premium (suppressed by global QE) has been the

This disconnect is illustrated in Exhibit 1. Currently, the

transmission mechanism that’s driven the valuation of all

Fed’s policy rate (the interest rate banks charge each

markets higher.

other for overnight loans) is 1.25%. The fed funds curve,

What to watch/brace for

which reflects the markets’ expectation for the future

I am closely watching China as a proxy for the global
earnings cycle and the Fed as the catalyst for the bond
market. I think the Chinese economy is going to be okay
over the intermediate term, so that really puts the Fed on
my radar as an important factor for the coming months.
A December rate hike is now very much in the cards
(markets are pricing in a 77% probability). Taken by itself,

direction and pace of Fed hikes, reveals a modestly higher
trend. However, the Fed’s long-term dot—its longer-term
federal funds forecast—is decidedly higher than what the
market expects.
On top of this, the Fed is now going to be shrinking its
balance sheet. While the numbers seem small at first, the
expected reduction in the balance sheet over the next

EXHIBIT 1: The market anticipates fewer rate hikes than what is indicated by the Fed’s dot plot.
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The System Open Market Account (SOMA) is managed by the Federal Reserve and contains assets acquired through operations in the open market. The assets in the
SOMA serve as a management tool for the Federal Reserve’s assets, a store of liquidity to be used in an emergency event where the need for liquidity arises and as
collateral for the liabilities on the Federal Reserve’s balance sheet, such as U.S. dollars in circulation. Source: Bloomberg Finance L.P., as of Oct. 16, 2017.
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three years is $1.25 trillion. That would be a 25% decline

This begs the question of what might happen to the stock

in the balance sheet. For now, it’s unclear how this degree

market’s supply/demand dynamic if and when the global

of balance sheet reduction will affect financial conditions,

easing regime transitions to one of global tightening. If

but chances are good that it will have some impact. For

bond yields were to eventually reset higher as central

example, the elevated position of financial conditions and

banks stop buying government bonds, will that close the

earnings growth is likely not sustainable as the Fed raises

debt-for-equity arbitrage (an exchange of bonds for stock)

rates and shrinks its balance sheet.

that companies have been deploying since the global

Remember, the market has had the best of both worlds

financial crisis? If this leads to fewer stock buybacks, what

since early 2016, with earnings growth rising and financial
conditions easing despite a Fed that is in tightening

will happen to the supply/demand dynamics underpinning
the stock market? That’s one of the big unknowns I’ll be

mode. This has been a rare gift for investors, but one that

watching closely in the months and year ahead.

is unlikely to be repeated much longer. Fed tightening is

As good as it’s going to get?

called tightening for a reason, because usually it leads to
a tightening—not an easing—of financial conditions. If
financial conditions start to tighten from here, it doesn’t
have to mean the end of the bull market by any means,
but it would suggest a return of a more two-sided riskreturn environment.

Who’ll buy stock if companies stop buying
their own?

The trajectory of financial conditions has been and will
likely continue to be of critical importance to the fate of
the stock market. What’s unclear is to what extent rising
interest rates and the Fed’s balance sheet reduction will
cause financial conditions to tighten down the road.
With both liquidity conditions and earnings growth well
above their means, it seems reasonable to suspect that
these two market drivers are running out of gas. If so,

The S&P 500 is up fourfold since March 2009, despite the

conditions could become less favorable than what we

fact that U.S. equity funds and ETFs have seen $265 billion

have seen since Q1 of 2016. In this type of environment, a

worth of redemptions during that time frame. How is that

diversified portfolio that’s appropriately allocated to both

possible? It could be because U.S. public companies have

U.S. and international stock and bond markets could serve

bought back $3.6 trillion worth of their own shares since

investors well.

the 2008 financial crisis. That’s more than 10 times the
outflows from stock funds and ETFs.
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Endnotes
1
Source: FactSet, as of Oct. 16, 2017
2

Source for all earnings data in this report is Bloomberg Finance L.P., as of Oct. 16, 2017.

Risk-adjusted measure calculated using standard deviation and excess return to determine reward per unit of risk. The higher the Sharpe ratio, the better an
investment’s historical risk-adjusted performance.
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Source: EPFR Global weekly database, as of Oct. 13, 2017.
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Source: AAII Investor Sentiment Survey, week ending Oct. 18, 2017. http://www.aaii.com/p/sentimentsurvey
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Source: Barron’s, Investor Sentiment Readings, as of Oct. 16, 2017. http://www.barrons.com/public/page/9_0210-investorsentimentreadings.html
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The amount by which the yield-to-maturity of a long-term bond exceeds that of a short-term bond.
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The theoretical rate of return of an investment with no risk of financial loss.
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