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At first glance, there are plenty of reasons to be cautious on the US equity market. 
Headlines warn of tighter financial regulation, weak employment growth and a 
possible double-dip recession. With the economic outlook uncertain, the market is 
volatile and range-bound. For investors though, what really matters is not short- 
term economic news, but the long-term earnings potential of American  
companies. 

In this paper, we focus on the fundamentals. We examine what valuation metrics 
are telling us, and why we believe the prospects for future earnings growth and 
profitability present an attractive case for US equities.
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The value of stocks

The short term versus the long term

If there’s one thing we’ve learned from our collective experience as investors, it is  
that in the long term, equity prices are determined by their fundamentals. 
Whenever we notice a dislocation in the equity markets, we need to ask whether 
the fundamentals have changed. If the answer is yes, we should re-evaluate our 
assumptions and our investment thesis. But if the answer is no, then what we 
have is short-term volatility, which is often driven by uncertainty.

Today’s environment contains no shortage of uncertainty. The important thing to 
recognise, however, is that eventually the uncertainty will pass, outcomes will be 
priced into markets and the focus will once again return to the fundamentals.

Valuation fundamentals

When looking at valuing a market, we generally focus on price-to-forward earnings 
ratios. While other metrics are also useful, it appears that in the long run, market 
performance is closely correlated to forward earnings estimates, with an  
R-squared* of 0.76 between forward-looking earnings estimates and the total 
return index for the S&P 500 over the last 17 years (source: Standard & Poor’s, 
Factset, J.P. Morgan Asset management). 

In other words, 76% of the variance in total market returns over this period can be 
explained by variance in the earnings estimates, and that expected earnings are 
in fact a reasonable predictor of stock market returns.
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* R-squared measures how much of the S&P 500’s performance can be explained by the variance in 

forward earnings estimates. 
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Projected earnings and forward P/E ratios

Exhibit 1 shows the forward price/earnings ratio (P/E) for 
the S&P 500 over the past 18 years.

Source: Standard & Poor’s, Factset, J.P. Morgan Asset Management

Exhibit 1 – S&P 500 Index, Forward P/E ratio

Although forward P/E ratios have limited historical data, 
equity markets appear undervalued based on an 18-year 
average. The reason for the current low P/E is that the 
market correction has depressed the numerator (“P”), 
while earnings projections in the denominator (“E”)  
continue to move higher. The last time we saw a multiple 
of 12.1x forward earnings in the S&P 500 was in late 
March 2009, just before the equity markets began a 70% 
rally over the following 12 months.

Other valuation metrics

Some argue that earnings can be manipulated by  
companies and, therefore, that analysts should study other 
metrics in determining the market’s value. One example 
would be cashflow, which is much harder to manipulate in 
the long run. 

Exhibit 2 shows how the S&P 500 is trading relative to 
earnings as well as cashflow, book value, sales and  
dividends. What’s really interesting to see is that by almost 
any metric, and by any historical average shown, equities 
appear undervalued.

Source: Standard & Poor’s, FactSet, J.P. Morgan Asset Management 

Exhibit 2 – Valuation matters

Historical awareness

Valuation 
measure Description Latest 1-year ago

3-year 
average

5-year 
average

10-year 
average

15-year 
average

P/E Price to earnings 12.1x 14.3x 13.3X 13.9x 16.0x 17.2x

P/B Price to book 2.1 1.9 2.3 2.5 2.8 3.2

P/CF Price to cash flow 8.0 8.4 8.7 9.4 10.9 11.2

P/S Price to sales 1.1 1.1 1.1 1.2 1.4 N/A

Div. yield Dividend income 2.2% 2.3% 2.3% 2.2% 1.9% 1.9%

Average +/- one standard deviation
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Source: Eurostat, J.P. Morgan.

Exhibit 3 – Corporate profitabilityRevenues, margins and prospects for earnings growth

We often hear the argument that recent earnings growth 
has been entirely driven by margin improvement as  
companies have aggressively cut costs. While it is true that 
operating margins have improved, it is also true that  
revenues have bounced back significantly as economic 
growth has recovered. 

In addition, US companies function in a global  
marketplace, with S&P 500 companies deriving over 40% 
of their revenues from business outside the United States. 
Thus, even if the domestic economy grows at a very low 
rate, any positive nominal GDP growth should still translate 
into revenue growth, with international exposure providing 
an additional boost.

As companies have improved their operating margins over 
this past economic cycle, each incremental dollar of sales 
today should translate into stronger earnings compared 
with the fourth quarter of 2008, when S&P 500 operating 
earnings hit an all-time low. Although the recovery in 
margins should slow as companies continue to hire, we 
believe there is still room for improvement, as we are well 
off the high of 2007.

Checking the quality of earnings

To get a better sense of the quality of earnings, it helps to 
take a look at profitability ratios and compare them over 
time. One of the most commonly used profitability ratios is 
return on equity (ROE), which is calculated as net income 
divided by the value of shareholders’ funds (equity). As the 
name suggests, ROE attempts to quantify the investment 
return on shareholders’ equity. Exhibit 3 illustrates 
annualised ROE for the S&P 500 back to 1993. The cycles 
of profitability are apparent throughout economic  
expansions and contractions, and it appears that ROE is 
improving in the current recovery.

We also show cash as a percentage of current assets in 
the same chart. Emerging from a deep recession , 
companies are holding on to excess cash in a manner that 
we’ve never seen before. The interesting part is that ROE 
is continuing to rise even though companies haven’t begun 
to deploy their cash. This excess cash, beyond what’s  
needed to fund a company’s operations, is essentially fuel 
sitting in the reserve tank waiting to be spent, and can 
ultimately further stimulate growth and profitability.

S&P 500 return on equity and cash as % of current assets

Earnings quality is currently improving

To get a sense of the current quality of earnings, we can 
use DuPont* analysis to break down ROE into three  
components:

1. Net income/sales

Also known as the company’s net profit margin, 
measures bottom-line profitability: for each dollar of 
sales, how effective is the company at 
translating sales into earnings? 

2. Sales/assets

Also known as the asset turnover ratio, measures the 
company’s efficiency: how effective is the company in 
generating sales given the size of its balance  
sheet?

3. Assets/equity

Also known as financial leverage, measures the  
leverage on a company’s balance sheet: given the size 
of assets, what portion of a company is  
capitalised with debt rather than equity?

* DuPont analysis is a method of performance measurement first used by 

the DuPont Corporation in the 1920s. The analysis breaks ROE into three 

distinct factors in order to see more clearly how a business is performing
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Margins have improved

Coming out of this economic cycle, we notice a clear trend 
in the quality of earnings. The breakdown of ROE over the 
last two business cycles shows that companies have cut 
costs to improve margins and, as a result, net profit 
margins have risen substantially, ultimately driving the 
recent pickup in profitability (Exhibit 4).

Source: Standard and Poor’s Compustat, FactSet, J.P. Morgan Asset 

Management

Exhibit 4 – Net profit margin

S&P 500 net income/sales
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Companies have improved their efficiency

Over the same period, companies managed to maintain, if 
not improve, their asset turnover ratio, by increasing overall 
efficiency. One can also argue that if dividend payments 
pick up, the asset turnover ratio will increase (less cash on 
balance sheet = smaller denominator) thereby further lifting 
ROE (Exhibit 5).

Deleveraging continues

While financial leverage always has and will continue to 
play a powerful role in profitability, the bounce-back in ROE 
throughout this recovery hasn’t been dependent on  
leverage. In fact, like the household sector, companies  
appear to be actively deleveraging. Presumably, this will 
eventually come to an end and, once companies begin to 
use leverage, we should see a corresponding increase in 
overall ROE (Exhibit 6).

Source: Standard and Poor’s Compustat, FactSet, J.P. Morgan Asset 

Management

Exhibit 5 – Asset turnover ratio

S&P 500 sales/assets

Exhibit 6 – Financial leverage

S&P 500 assets/equity

Source: Standard and Poor’s Compustat, FactSet, J.P. Morgan Asset 

Management
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Given the uncertainty around the direction of the global economy, US equity 
markets are likely to remain unsettled for some time. However, we believe there 
are three key reasons why it’s worth looking through this volatility and focusing on 
the long-term fundamentals of the market. 

1. Valuations look attractive: Whether we look at earnings, cashflow or  
any other forward multiple, equities appear to be fundamentally undervalued. 

2. Profitability is improving: ROE has risen and appears to be nearing its 
long-term average. 

3. Companies are sitting on reserves and are waiting for the opportunity 
to spend, therefore we suspect that profitability will continue to improve in the 
years to come. 

As we think about these three forces coming together in combination with a low 
inflation, low interest rate environment (generally a positive business 
environment), we believe that US equities are well placed to deliver attractive 
long-term returns.  

Conclusion: The case for US equities
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