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Purgatory Lies at the Intersection of "E" & “r”

As frustrating as it may be to see the market go nowhere after a
massive runup, the inescapable math of discounted cash flows (DCF)
indicates this is exactly what the market should be doing.

Jurrien Timmer | Director of Global Macro | @TimmerFidelity

Key takeaways

* The S&P 500® has made little headway since

year-end, despite soaring earnings growth.

* Blame the rising cost of capital in the
denominator (r) of the DCF model, which
is fully offsetting earnings growth (E) in its

numerator.

* How and when will this impasse be resolved?
My guess: not until 2019, when we'll have
more clarity on earnings growth and where the

Federal Reserve will end its rate-hike cycle.

* Meanwhile, valuations continue to improve,
with the forward price/earnings ratio briefly

dipping below 16 during the recent sell-off.

Recently, the market found itself squarely in the
crosshairs of a standoff between the numerator and the
denominator of the discounted cash-flow equation. In
its basic form, DCF modeling projects a series of future
cash flows (based on earnings and earnings growth),
then discounts those future flows back to today (based
on the time value of money) using some cost of capital.
The sum of all future discounted flows is a company’s
or market's present value. In its general form, I've been
looking at discounted cash flows using the U.S. equity
market’s 5-year expected growth in EPS (earnings per
share) divided by the sum of the 10-year Treasury yield
and the equity risk premium.

The numerator (E, or earnings growth in this case) has,
of course, been booming all year, running at a year-over-
year growth rate of 24%. But earnings growth seems

to be peaking now, based on consensus estimates for
Q3 and Q4, albeit off of a very high level. The latest

estimate for Q3 2018 is 19%, and with earnings season
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just underway, we've already seen a few high-profile
earnings misses. Rising labor costs, economic slowing in
China, higher oil prices, and a strengthening U.S. dollar

are being blamed.

At the same time, the cost of capital in the denominator
(r, a proxy for the overall liquidity environment) has been
rising as liquidity conditions have been growing more
restrictive. In fact, rates have risen sharply in recent
weeks as the U.S. Federal Reserve has been guiding

the bond market to a steeper and perhaps longer path

of rate hikes, aiming to reach the 3.0%-3.5% zone for
the federal funds target rate by late 2020. The 10-year
Treasury yield has risen 45 basis points since late August,
and the forward yield curve is pricing in an additional
one-and-a-half rate hikes to a total of three-and-a-half
increases. The simple market math of the DCF model is
that when earnings are growing and liquidity conditions
are accommodative, valuations go up. Similarly, when the
market’s price/earnings (P/E) ratio expands along with

earnings, then the P in this equation must go up more

EXHIBIT 1: The S&P 500 engages in a (re)balancing act as earnings growth slows

Stocks retrace some of their recent gains as P/E ratios adjust and financial conditions tighten in 2018.
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than its E (by definition). That's your roaring bull market
"Goldilocks” mid-cycle scenario. The worst-case scenario
is that the E goes down and liquidity conditions are tight,
driving the P/E down. A falling P/E plus a falling E means
that P goes down a lot.

In the middle is where we find ourselves at this point in
2018: Earnings growth is booming—but peaking—and
liquidity conditions are tightening as the Fed normalizes
U.S. monetary policy by raising interest rates and

shrinking its balance sheet.

PURGATORY IS AT THE INTERSECTION OF “E” & “r”

Against a backdrop where other major central banks
(namely, the European Central Bank and the Bank of
Japan) are still in easing mode, this creates a policy
divergence that is driving the dollar higher and financial
conditions tighter. Add some trade tensions and, voila,
you have a recipe for lower valuations (Exhibit 1). But
because the E in P/E is still growing, the P/E pressure
hasn’t been enough to cause a bear market, merely a
stalling-out of the bull market. This is exactly what we

have seen happen this year.

EXHIBIT 2: Technical analysis suggests U.S. equities may be “oversold”

A bevy of 52-week stock-price lows indicates significant capitulation across U.S. exchanges, but the S&P’s 200-day moving average

offered support.
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So what was the recent equity turmoil all about? In my
view, it was in recognition that the market is not out of
the woods yet. We have future Fed rate hikes to contend
with and a slowing of earnings growth. That means that
the P/E headwinds could continue to blow, which in turn

means that the P will have to rise less than the E.

With the second derivative of the DCF numerator's

E now slowing—meaning that the earnings-growth
slowdown is gathering momentum—that strongly
suggests to me that the stock market is going to remain
stuck in the range that it has been in all year. So, after a
10% gain in just three months, it was time to reject the
old highs (around 2900) and travel back down into the
trading range (Exhibit 2). Probably not all the way down

to the range’s low (2550) but somewhere in the middle.

In my view, the recent sharp decline has left the market
quite oversold technically (at least over the near term),
so my guess is that we stabilize here. For one thing, the
S&P 500 fell 230 points from its recent high of 2940 to a
low of 2710 on October 11, leaving it smack in the middle
of the 2018 range (2535-2940). That constitutes a 50%
retracement of the move from low to high, which is fairly
standard from a technical-analysis standpoint. Also, at
the October 11 low, according to Bloomberg, there were
1,584 new 52-week lows across all U.S. stock exchanges,
indicating significant capitulation. In fact, the number

of new lows was well in excess of the reading observed
following the highly volatile 11.8% decline experienced
in early February. Finally, the S&P 500 yet again found
support at the 200-day moving average, and bounced
from there (so far at least). All this suggests to me that

the market has regained its footing.

As scary as market volatility has been of late—and as
frustrating as it is to see the market go “nowhere” for
a year or longer after a massive runup—I believe this is
exactly what the market should be doing based on the
inescapable math of the DCF model. We are indeed at

the intersection of E & r, until further notice.

Call it market purgatory.
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Endnotes
Technical analysis uses patterns in market data to identify trends and make predictions. The 52-week high and low for a stock represents the highest and lowest
closing price at which that stock has traded during the 52-week period prior to a particular date.

To the extent any investment information in this material constitutes a recommendation, it is not meant to be impartial investment advice or advice in a fiduciary
capacity, is not intended to be used as a primary basis for your investment decisions, is based on facts and circumstances at the point in time it is made, and will not
be updated if facts or circumstances change unless you contact Fidelity and ask for a new recommendation. Fidelity and its representatives have a financial interest
in any investment alternatives or transactions described in this material. Fidelity receives compensation from Fidelity funds and products, certain third-party funds and
products, and certain investment services. The compensation that is received, either directly or indirectly, by Fidelity may vary based on such funds, products, and
services, which can create a conflict of interest for Fidelity and its representatives.

Information presented herein is for discussion and illustrative purposes only and is not a recommendation or an offer or solicitation to buy or sell any

securities. Views expressed are as of the date indicated, based on the information available at that time, and may change based on market and other conditions.
Unless otherwise noted, the opinions provided are those of the authors and not necessarily those of Fidelity Investments or its affiliates. Fidelity does not assume
any duty to update any of the information.

Investment decisions should be based on an individual’s own goals, time horizon, and tolerance for risk. Nothing in this content should be considered to be legal or
tax advice, and you are encouraged to consult your own lawyer, accountant, or other advisor before making any financial decision.

Stock markets are volatile and can fluctuate significantly in response to company, industry, political, regulatory, market, or economic developments.

Please note that there is no uniformity of time among business cycle phases, nor is there always a chronological progression in this order. For example, business
cycles have varied between 1 and 10 years in the U.S., and there have been examples when the economy has skipped a phase or retraced an earlier one.

Investing involves risk, including risk of loss.

Past performance is no guarantee of 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.

Index definitions
S&P 500 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.

Goldman Sachs Financial Conditions Index tracks changes in interest rates, credit spreads, equity prices, and the value of the U.S. dollar; a decrease in the index
indicates an easing of financial conditions, while an increase indicates tightening.

The 200-day moving average, a technical indicator used to analyze price trends, represents the average closing price of a security, index, or other asset over the
past 200 days.

Third-party marks are the property of their respective owners; all other marks are the property of FMR LLC.

If receiving this piece through your relationship with Fidelity Institutional Asset Management® (FIAM), this publication may be provided by Fidelity Investments
Institutional Services Company, Inc., Fidelity Institutional Asset Management Trust Company, or FIAM LLC, depending on your relationship.

If receiving this piece through your relationship with Fidelity Personal & Workplace Investing (PWI) or Fidelity Family Office Services (FFOS), this publication is
provided through Fidelity Brokerage Services LLC, Member NYSE, SIPC.

If receiving this piece through your relationship with Fidelity Clearing and Custody Solutions® or Fidelity Capital Markets, this publication is for institutional investor or
investment professional use only. Clearing, custody, or other brokerage services are provided through National Financial Services LLC or Fidelity Brokerage Services
LLC, Member NYSE, SIPC.

© 2018 FMR LLC. All rights reserved.

862426.1.0



