
Chart 1. U.S. Equity Risk Premium Remains High Even amid Stock Rally
Annual data for 1964-2019 (six months through June 30)
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U.S. Equity Risk Premium
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Here, we attempt to sort out the current investment environment—and whether select asset 
classes still present attractive opportunities.

Source: Damodaran Online and Lord Abbett. Data as of 06/30/2019. Equity risk premium (ERP) is the excess return that an individual stock or the overall stock market provides over a risk-free rate.
The historical data are for illustrative purposes only, do not represent the performance of any specific portfolio managed by Lord Abbett or any particular investment, and are not intended to predict or depict future results. 
Investors may experience different results. Statements concerning financial market trends are based on current market conditions, which will fluctuate. There is no guarantee that markets will perform in a similar manner 
under similar conditions in the future.
Past performance is not a reliable indicator or guarantee of future results.

Tim Paulson 
Investment Strategist

Our Answers to Six 
Key Valuation Questions



Today’s market environment features a number of cross-currents that may have investors puzzled—or 
alarmed—about valuations of select asset classes. But are these concerns merited? Here, we address 
some key questions that may be top of mind right now.

1. If the market is doing well, why are some investors pessimistic?
On the surface, the fact that major U.S. equity indexes are near record levels (the S&P 500® Index 
crossed the 3,000 mark for the first time on July 10) would seem to indicate positive tidings for the U.S. 
and global economies, central bank policy, etc. But investors have had to contend with a barrage of 
dramatic headlines in the past few months, mainly trade tensions with China, an inverted U.S. yield 
curve, and prospects for monetary easing by the U.S. Federal Reserve (Fed). The first two topics have 
fueled concerns that the U.S. economy could be close to tipping into recession, while the third has 
sparked a debate about how accommodative the Fed might become at upcoming policy meetings. Add 
to that a pattern of sharp downward revisions to global earnings expectations, based on Bloomberg 
data, and investors appear to have become pessimistic about the future, as evidenced by expectations 
for stock prices 12 months hence:

Chart 2. Glum and Glummer: Investors Expect Lower Stock Prices a Year from Now
Expectations for year-ahead equity prices from the Conference Board’s June 2019 consumer confidence  
survey, January 1, 2017–June 30, 2019 

Source: Bloomberg. Data as of June 30, 2019.
The historical data are for illustrative purposes only, do not represent the performance of any specific portfolio managed by Lord Abbett or any particular  
investment, and are not intended to predict or depict future results. Investors may experience different results.
Past performance is not a reliable indicator or guarantee of future results.
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In Brief

n  Trade-related fears and an inverted U.S. Treasury yield curve have caused 
investors to become overly pessimistic, in our view.

n  By examining measures such as forward P/E ratios and the equity risk 
premium, we think that stocks still offer upside potential.

n  Meanwhile, our view of U.S. high yield spreads and market fundamentals 
suggests that the asset class retains its appeal for investors.

n  While risk asset valuations are no longer as attractive as they were at the 
beginning of 2019, we believe investors should strongly consider stocks and 
credit in the current economic environment.

https://www.lordabbett.com/en/perspectives/economicinsights/waiting-for-recession.html?ite=1851&ito=1613&itq=1f001fa7-eda2-4394-959f-12e956aff1e9&itx%5Bidio%5D=1528169
https://www.lordabbett.com/en/perspectives/economicinsights/waiting-for-recession.html?ite=1851&ito=1613&itq=1f001fa7-eda2-4394-959f-12e956aff1e9&itx%5Bidio%5D=1528169
https://www.lordabbett.com/en/perspectives/economicinsights/waiting-for-recession.html?ite=1851&ito=1613&itq=1f001fa7-eda2-4394-959f-12e956aff1e9&itx%5Bidio%5D=1528169


2. What are U.S. and global P/E ratios telling us?
Leaving aside the matter of whether investor sentiment measures are actually good predictors of 
market performance (they aren’t), let’s take a closer look at current equity valuations. Chart 3 shows 
forward price-to-earnings (P/E) ratios for U.S. and global stocks. We think it’s more important to look 
at forward P/E ratios, which capture expectations of future earnings, than it is to get the “rear-view 
mirror” perspective of current P/Es (that is, comparisons based on the trailing 12 months).

Chart 3. Equity Valuations Remain Near Long-Term Averages
Data for the period June 30, 1994–June 30, 2019

Source: Bloomberg. Data as of June 30, 2019.
The historical data are for illustrative purposes only, do not represent the performance of any specific portfolio managed by Lord Abbett or any particular  
investment, and are not intended to predict or depict future results. Investors may experience different results.
Past performance is not a reliable indicator or guarantee of future results.
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The left panel shows that U.S. equity valuations, even after a recent rally, are a little above the long-
term average, and well below their peak of 18.5 times reached in early 2018; based on the display on 
the right, global forward P/E ratios are hovering near their average. In meetings with investors, we are 
often asked why, with all of those negative potential factors out there, equity valuations remain near 
average levels, and haven’t headed lower. 

The answer, in our view, is twofold. For one thing, not all the economic news is bad. Some of it is quite 
good. Even as manufacturing and business sentiment data have softened in the United States, the 
labor market remains strong, consumer spending remains robust, and the housing sector continues 
to improve. And while the recent inversion of the yield curve may have presented a recessionary signal 
to some market observers, there are a number of other indicators, including a measure of U.S. finan-
cial conditions1 and a widely followed basket of economic data releases,2 that point to a continuation 
of the record-long U.S. economic expansion. We believe much of the recessionary focus distracts from 
the key point regarding the yield curve—that this low rate environment makes valuations in other 
asset classes look even more compelling. 
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3. What are negative real yields, and why are they bad?
The second part of the answer has to do with the Fed. We’re hearing a lot about expected rate cuts. 
While looser policy typically has a stimulative effect on economic activity, it also has a very real impact 
on investment yields. In the past, we’ve discussed the term premium, the incremental compensation 
for taking term risk received by investors. As we can see in Chart 4, that compensation has been non-
existent to negative for years, as ultra-low interest rates and quantitative easing policies from the Fed 
have taken their toll. Combine a negative term premium with negative real interest rates—basically, 
Treasury yields minus the rate of inflation—and the picture becomes quite grim for investors seeking 
attractive returns from “risk-free” investments.

Chart 4.  Low Term Premium, Negative Real Yields Make for an Unappetizing Combo
Expectations for year-ahead equity prices from the Conference Board’s June 2019 consumer confidence  
survey, January 1, 2017–June 30, 2019 

Source: Federal Reserve Bank of New York and Bloomberg. Data as of 06/30/2019. Real 10-year yield represents the 10-year U.S. Treasury yield less the  
Consumer Price Index (year-over-year).
The historical data are for illustrative purposes only, do not represent the performance of any specific portfolio managed by Lord Abbett or any particular  
investment, and are not intended to predict or depict future results. Investors may experience different results.
Past performance is not a reliable indicator or guarantee of future results.
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This is a rather interesting—and quite uncommon—phenomenon. If investors are not getting compen-
sated for term risk, and inflation-adjusted rates are actually negative, what are the practical implica-
tions for portfolios? U.S. Treasury bonds are much riskier than usual given low real yields and a 
negative term premium. 

While we haven’t spent a huge amount of historical time in a world of negative real yields, we do know 
that (a) they make things unpleasant for investors in ultra-safe government debt, given the higher 
levels of interest-rate and inflation risk, and (b) they spur investment in risk assets. Investors, quite 
rationally, seek to do other things with their money.
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https://www.lordabbett.com/en/perspectives/economicinsights/federal-reserve-how-fed-rate-cut-plan-might-play-out.html


4. What might low interest rates mean for equity returns?
While Treasury investors may not be happy with the current state of affairs, today’s ultra-low rates 
have made valuations in two other asset classes—equities and U.S. high yield—quite compelling, in 
our view.  In the case of equities, we think the tailwind of low rates is quite evident when considering 
the so-called equity risk premium, which is the excess return that equities provide over “risk free” U.S. 
Treasuries. Based on Chart 1 (front page), that premium is well above the long-term average, and not 
too far from multi-decade highs.

We are ultimately faced with reconciling two distinct views of equity valuations. The forward P/E 
measure we examined earlier suggests current valuations are fairly average. But when you take the 
incredibly low level of current interest rates into account, equities look about as cheap as they’ve been 
in a very, very long time, in our view. 

5. Where does high yield fit into all this?
We think there’s another category of risk assets that may be worth a fresh look in the current low-rate 
environment: high yield, where spread levels tell a similar valuation story to equities.

Chart 5 shows that spreads are a little tighter than average. However, they are still well above lows 
reached in earlier years. We think there are a number of factors that favor the asset class: low default 
rates, as measured by J.P. Morgan; companies’ ability to easily refinance speculative-grade debt in 
today’s low-rate environment; and the current rating composition of the benchmark high yield index 
(the ICE BofAML U.S. High Yield Constrained Index). We believe high yield may be overlooked by many 
equity-focused investors, but it can provide similar returns, along with the opportunity for portfolio 
diversification. Combined with what we consider attractive valuations for the asset class, we think 
high yield still presents a compelling opportunity.

Chart 5.  U.S. High Yield Spreads Have Tightened, but Remain Above Historic Lows
Spread versus U.S. Treasuries, January 1, 1994–June 30, 2019

Source: ICE Data Indices. Data as of June 30, 2019. OAS=option-adjusted spread.
The information shown is for illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or any particular investment.   
Statements concerning financial market trends are based on current market conditions, which will fluctuate. There is no guarantee that markets will perform in  
a similar manner under similar conditions in the future.
Past performance is not a reliable indicator or guarantee of future results.
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6. What are the key takeaways here?
We believe that investors may have become overly pessimistic about recent developments like U.S.-
China trade frictions and the recent inversion of the three month/10-year U.S. Treasury curve. To be 
sure, at first glance, key measures of equities and high yield suggest that both asset classes are fairly 
valued. But given the current health of the U.S. economy, the prospect of a lengthy period of low 
interest rates accompanied by low inflation (enabled by an accommodative Fed), and solid market 
fundamentals, you could still make a very compelling case that equities and high yield present oppor-
tunities for solid returns in the future, in our opinion. Also, given the excessively negative tilt of analysts’ 
earnings forecasts, equity valuations may have additional room to reprice as those forecasts improve, 
in our view.

While risk asset valuations are no longer as attractive as they were at the beginning of 2019, we think 
both equities and U.S. high yield merit a closer look from investors.

1The Chicago Fed National Financial Conditions Index is a gauge of U.S. financial conditions compiled by the U.S. Federal Reserve Bank of Chicago.  
The index tracks measures of financial stress and tightness of credit markets.
2The U.S. Index of Leading Indicators is used to predict the direction of U.S. economic movements in future months. The monthly index, compiled by 
the Conference Board, is composed of 10 economic components whose changes tend to precede changes in the overall economy. 
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Investors should carefully consider the investment objectives, risks, charges, and expenses of the Lord Abbett funds. This and other important information is 
contained in each fund’s summary prospectus and/or prospectus. To obtain a prospectus or summary prospectus on any Lord Abbett mutual fund, contact your 
investment professional or Lord Abbett Distributor LLC at 888-522-2388, or visit us at lordabbett.com. Read the prospectus carefully before you invest.

Copyright © 2019 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.

Lord, Abbett & Co. LLC | 90 Hudson Street | Jersey City, NJ 07302-3973 | T 1.888.522.2388 | lordabbett.com

A Note about Risk: The value of investments in fixed-income securities will change as interest 
rates fluctuate and in response to market movements. Generally, when interest rates rise, the 
prices of debt securities fall, and when interest rates fall, prices generally rise. Fixed-income 
investments are subject to various other risks including changes in credit quality, market valua-
tions, liquidity, prepayments, early redemption, corporate events, tax ramifications and other 
factors. Lower-rated securities are subject to greater credit risk, default risk, and liquidity risk. 
Treasuries are debt securities issued by the U.S. government and secured by its full faith and 
credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. govern-
ment securities are guaranteed as to payments of interest and principal, their market prices are not 
guaranteed and will fluctuate in response to market movements. The value of investments in 
equity securities will fluctuate in response to general economic conditions and to changes in the 
prospects of particular companies and/or sectors in the economy. There is no guarantee that these 
investment strategies will work under all market conditions or are suitable for all investors and 
each investor should evaluate their ability to invest long-term, especially during periods of 
downturn in the market.

Neither diversification nor asset allocation can guarantee a profit or protect against loss in declin-
ing markets.

Forecasts and projections are based on current market conditions and are subject to change 
without notice. Projections should not be considered a guarantee.

This Market View may contain assumptions that are “forward-looking statements,” which are 
based on certain assumptions of future events. Actual events are difficult to predict and may differ 
from those assumed. There can be no assurance that forward-looking statements will materialize 
or that actual returns or results will not be materially different from those described above.

Glossary

The Consumer Price Index (CPI) is a measure of the average change over time in the prices paid 
by U.S. urban consumers for a market basket of consumer goods and services. It is calculated by 
the U.S. Bureau of Labor Statistics.

Forward Price-to-Earnings Ratio: Stock analysts calculate a forward price-to-earnings (P/E) 
ratio by dividing a stock’s current price by estimated future earnings per share. Some forward P/Es 
are calculated based on estimated earnings for the next four quarters, while others use actual 
earnings from the past two quarters with estimated earnings for the next two. A forward P/E may 
help you evaluate the current price of a stock in relation to what you can reasonably expect to 
happen in the near future. In contrast, a trailing P/E is based exclusively on past performance.

Spread is the percentage difference in current yields of various classes of fixed-income securities 
versus Treasury bonds or another benchmark bond measure. A bond spread is often expressed as a 
difference in percentage points or basis points (which equal one-one hundredth of a percentage 
point). The option-adjusted spread (OAS) is the measurement of the spread of a fixed-income 
security rate and the risk-free rate of return (typically that of U.S. Treasury securities), which is 
adjusted to take into account an embedded option. The spread is added to the fixed-income 
security price to make the risk-free bond price the same as the bond.

Term premium is a gauge of the level of risk inherent in holding a longer-term bond versus a 
series of shorter-term securities. It represents the estimated risk embedded in a longer-maturity 
bond that is determined by the difference between the actual yield and the “risk neutral” yield 
(represented by rolling a series of shorter-term securities extending to the same maturity at 
current rate expectations).

Yield curve is a line that plots the interest rates, at a set point in time, of bonds having equal 
credit quality, but differing maturity dates. One such comparison involves the two-year and 10-year 
U.S. Treasury debt. This yield curve is used as a benchmark for other debt in the market, such as 
mortgage rates or bank lending rates. The curve is also used to predict changes in economic output 
and growth.

The ICE BofAML U.S. High Yield Constrained Index is a capitalization-weighted index of all 
US dollar denominated below investment grade corporate debt publicly issued in the U.S. 
domestic market.

Source:  ICE Data Indices, LLC (“ICE”), used with permission. ICE PERMITS USE OF THE ICE BofAML 
INDICES AND RELATED DATA ON AN “AS IS” BASIS, MAKES NO WARRANTIES REGARDING SAME, 
DOES NOT GUARANTEE THE SUITABILITY, QUALITY, ACCURACY, TIMELINESS, AND/OR COMPLETE-
NESS OF THE ICE BofAML INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THERE-
FROM, ASSUMES NO LIABILITY IN CONNECTION WITH THE USE OF THE FOREGOING, AND DOES NOT 
SPONSOR, ENDORSE, OR RECOMMEND LORD, ABBETT & CO. LLC., OR ANY OF ITS PRODUCTS OR 
SERVICES.

The S&P 500® Index is widely regarded as the standard for measuring large cap U.S. stock market 
performance and includes a representative sample of leading companies in leading industries.

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for 
direct investment.

The information provided herein is not directed at any investor or category of investors and is 
provided solely as general information about our products and services and to otherwise provide 
general investment education. No information contained herein should be regarded as a suggestion 
to engage in or refrain from any investment-related course of action as Lord, Abbett & Co LLC (and 
its affiliates, “Lord Abbett”) is not undertaking to provide impartial investment advice, act as an 
impartial adviser, or give advice in a fiduciary capacity with respect to the materials presented 
herein.  If you are an individual retirement investor, contact your financial advisor or other non-Lord 
Abbett fiduciary about whether any given investment idea, strategy, product, or service described 
herein may be appropriate for your circumstances.

The opinions in Market View are as of the date of publication, are subject to change based on subse-
quent developments, and may not reflect the views of the firm as a whole. The material is not intended to 
be relied upon as a forecast, research, or investment advice, is not a recommendation or offer to buy or 
sell any securities or to adopt any investment strategy, and is not intended to predict or depict the perfor-
mance of any investment. Readers should not assume that investments in companies, securities, sectors, 
and/or markets described were or will be profitable. Investing involves risk, including possible loss of 
principal. This document is prepared based on the information Lord Abbett deems reliable; however,  
Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult 
with a financial advisor prior to making an investment decision.


