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With some assumptions around these two drivers, we constructed 
a matrix that calculates returns for the S&P 500 over the next 
year (Display 1). Importantly, this matrix is not our forecast—for 
such short time periods, we are not that prescient. But the matrix 
does provide various possible scenarios to help us understand 
what needs to happen for the market to move up or down from  
current levels.  

Right now, consensus expectations are for 15% EPS growth while 
the market is trading near 17x forward earnings. If earnings grow 
by 5% while valuations stay constant, the market should be up by 
a similar amount as earnings. If earnings rise 5% while multiples 
expand, returns would be up even more. 

The bottom left red portion of the matrix highlights steep market 
declines. To reach these declines, both earnings growth, and the 
price-to-earnings multiple need to move significantly lower from 
current expectations. For example, to be down 28% over the 

ANSWERS TO THE TOP FIVE QUESTIONS ON YOUR MIND 

The markets are never simple. There’s always a lot to consider, and today is no exception. Not only do investors need to 
understand the impact of industry or company-specific fundamentals, but they also need to make sense of a mosaic 
consisting of geopolitical tensions, local politics, changes to regulations, and many other seemingly unrelated influences. 
As we meet with our clients, we’ve been getting many questions related to these issues. Here we address five of the most 
pressing questions on your mind.

QUESTION 1: WHAT IMPACT WILL A TRADE WAR 
HAVE ON THE ECONOMY AND FINANCIAL MARKETS? 

It seems new tariffs are being threatened or imposed almost 
every week. Headlines continue to swirl, but the impact is a bit 
amorphous. On the one hand, we know trade wars hurt growth, 
but on the other hand, the impact is not felt equally by all. To some 
economies, a trade war can be quite detrimental, while others, 
like the US, are minimally directly affected. The US imported 
about $2.5 trillion worth of goods in 2017, which is 13% of its 
total $19.5T economy. The announced tariffs, as of mid-July,  
affect about 30% of all imported goods, which means less than 
4% of the overall economy is impacted by these tariffs. 

The limited size of the proposed tariffs signifies that the direct 
impact to the US economy would be small. But the indirect 
impact, particularly related to business confidence and 
uncertainty, could be more meaningful and decidedly negative. 
This detrimental mix would likely result in lower capital spending 
and decreased hiring, in turn, dampening growth.  Further, given 
the global nature of supply chains today, any interruption to the 
free flow of goods across borders would be a hindrance, and thus 
negative, for growth. It’s hard to pinpoint and measure the exact 
impact right now because the situation is fluid. Although we often 
say this, but it seems applicable now more than ever: the situation 
warrants continual monitoring.

QUESTION 2: IS THE STOCK MARKET POISED FOR A  
BIG DECLINE?  

Investors worry that these trade tensions, or a full-out trade 
war, will negatively impact the global equity markets. Coupled 
with other risks—political uncertainty due to mid-term elections 
in November, rising rates, inflationary pressures, and market 
volatility—some investors fear the markets are headed sharply 
lower. A big decline is possible, as it always is, but for the market 
to tumble an extreme amount (i.e., 20%+), you have to assume a 
lot of bad news, in our opinion. To help make our conclusion more 
tangible, we conducted an analysis that looked at earnings growth 
and changes in valuation as the most significant drivers of return.  

Display 1
S&P 500 RETURN CALCULATION ASSUMING VARIOUS 
INPUTS FOR EARNINGS GROWTH AND P/E

As of July 30, 2018  
Past performance and current analysis do not guarantee future results.   
There is no guarantee that any estimates or forecasts will be realized.  
Source: FactSet, S&P, and AB
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next 12 months, earnings would have to fall 15%, which means 
consensus would be wrong by 30% as analysts currently expect 
earnings to increase 15%, and valuations would have to contract 
by three turns, from 17x to 14x.  

It’s not inconceivable that such a negative scenario could happen, 
but history tells us it is not likely. Since 1990, earnings have only 
fallen more than 10% three times, each of which was around 
a recession. Similarly, apart from the global financial crisis and 
Eurozone crisis, valuations haven’t been below 14x since the  
mid-1990s.  

We’re hard pressed to prove either will occur over the next 12 
months particularly because expectations for EPS growth are 
strong and today’s valuation is roughly in line with the market’s 
historical average. We agree that there are rising concerns that 
could impact the market, but US fundamentals remain robust, and 
such a negative near-term change is unlikely given the current 
landscape, in our opinion.

QUESTION 3: WHAT DOES THE FLATTENING YIELD 
CURVE MEAN?

As discussed in Question 2, investors are concerned that the 
market is poised for a large pullback, in part because of increasing 
interest rates. Over the last few years, the Federal Reserve has 
been raising the Fed Funds target range, which normally causes 
all interest rates to rise. Interestingly, today, while short-term rates 
have risen, longer-term rates have not been moving up to the same 
degree. As we discussed in our May Capital Markets Outlook, 
the shape of the yield curve reflects the difference in interest 
rates along the maturity spectrum. Because short-term rates are 
rising faster than long-term rates, the yield curve has flattened. 
A flat curve means that shorter-term rates are very similar to  
longer-term rates. 

It’s natural for the curve to flatten during a Fed tightening cycle. 
But fears of the curve inverting, where short-term rates are higher 
than long-term rates, are becoming more widespread. That’s 
because inverted curves typically precede recessions. However, 
it is important to note that not all flat curves invert. In the 1990s, 
for example, the curve flattened and stayed flat for several years 
without inverting. That said, they do tend to be good predictors of 
an economic contraction, but unfortunately are not predictive of 
when a contraction will occur. The time between a curve inverting 
and a recession beginning is highly variable—from a few months 
to many quarters. Unfortunately, the historical range of empirical 
evidence is too wide for it to be a useful barometer.

Curves tend to invert when either short-term rates move too high 
and/or the market is worried about long-term growth. Today, 
though, may be different. US Treasury interest rates look relatively 

attractive compared with sovereign debt of other countries, 
primarily because the Bank of Japan and the European Central 
Bank are still engaged in quantitative easing, which has kept 
their yields low. The relative attractiveness of US debt is inducing 
international buyers to purchase US bonds, somewhat anchoring 
longer-term US interest rates. So, while rates have risen across the 
curve, they’ve risen less than they would have at the long end, due 
to this global QE dynamic. Fortunately, this influence is a supply/
demand issue and not a result of lower growth expectations. So, 
we do not view this type of flattening as an imminent sign of the 
end of the cycle or a recession. But given the historical association 
of inverted curves with recessions, it would be imprudent to 
completely ignore the signal. 

QUESTION 4: SHOULD I MOVE FROM BONDS TO CASH?

Arising from the discussion in Question 3, clients are considering 
how these higher rates will impact their bond holdings. When 
interest rates rise, historically the short-term return on municipal 
bonds faces headwinds while the return on cash increases. This 
dichotomous return picture is causing investors to wonder if 
moving from bonds to cash makes sense. As often is the case, the 
answer is, “It depends.”  

First, it’s always important to note that it is very difficult to time the 
market; moving in and out of muni bonds, or any investment for 
that matter, in an attempt to time the market rarely works. Second, 
when deciding between cash or intermediate duration municipal 
bonds, the investor’s time horizon matters most. If the time horizon 
is short, then cash tends to be the prudent investment given that 
it rarely loses its principal value. But if the time horizon is longer,  
investing in munis often makes sense. The reason is simple: Over 
multi-year periods, the return on municipal bonds should be higher 
than cash, even as rates rise. 

Despite the narrowing of returns, in a rising rate environment 
where rate hikes are generally well telegraphed by the Fed (as we 
see today), munis have historically performed well. Actually, there 
have been only two negative years in the last 30 years—1994 
and 1999—that coincided with periods of Fed tightening, and 
during the last tightening cycle, between 2004 and 2006, munis 
generated positive returns. Today, we believe, is no different 
despite the higher cash yields on offer. 

The final point to consider is that duration has its advantages; it 
usually allows bonds to provide positive returns when stocks fall. All 
told, we believe intermediate municipals make better investments 
than cash for longer-term investors. 
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QUESTION 5: WHAT RISK IS UNDERAPPRECIATED?

We previously mentioned trade tensions, the mid-term elections 
and interest rates as investment risks, but one risk that we believe 
is underappreciated today is the potential for rising correlations 
between stocks and bonds (Display 2).

Prudent asset allocation is predicated on the belief that, on 
average, there is a low or negative correlation between stocks 
and bonds. While that is often the case, there are times when 
the correlation moves positive, and meaningfully so. When the 
negative correlation breaks down, the diversification benefit from 
having both asset classes is significantly lower. The last notable 
time this occurred was during the Taper Tantrum in 2013.  At that 
time stocks and bonds both fell, negating the benefit bonds usually 
provide when stocks decline.   

Using history as a guide, a positive correlation is more likely 
when rates are above 5%, which is above today’s rate. But more 
important than the level of rates is understanding the factors that 
influence the correlation and could pull down both bonds and 
stocks.  Deficit concerns, a spike in inflation, or the continuation 
of unwinding quantitative easing in the US could, alone or in some 
combination, be the catalyst that drives both stocks and bonds 
lower simultaneously. 

So what’s an investor to do? The potential for rising correlations 
argues for greater asset class diversification, beyond just stocks 
and bonds. Real assets, such as commodities or real estate, and 

alternatives, such as hedge funds, private equity, or private credit, 
are generally lowly correlated with equity and bond markets. So, 
to reduce this risk, greater diversification, beyond just stocks and 
bonds, should be adopted.  

PUTTING IT TOGETHER

These are just five of the most common questions clients are 
asking. Of course, it’s important to note that the markets are always 
moving and changing and many variables can pull them in any 
direction. The complexity of the markets should never be taken for 
granted. That’s why we continuously monitor and consider these 
and other factors that could impact the markets, and position our 
portfolios accordingly.

Display 2
STOCK TO BOND CORRELATIONS*

As of June 30, 2018  
Historical analysis is not necessarily indicative of future results. There is no 
guarantee that any estimates or forecasts will be realized.  
*Each point represents the correlation between the S&P 500 and US 10-Year 
treasury bonds over rolling, 12-month periods from January 1, 1973 to 
June 30, 2018. 
Source: FactSet, S&P, and AB
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GLOBAL EQUITIES LEAD THE WAY

Past performance is not necessarily indicative of future results. 
There is no guarantee that any estimates or forecasts will be realized. 
US stocks are represented by the S&P 500 Index; international developed-
market stocks by the Morgan Stanley Capital International (MSCI) EAFE Index of 
developed markets in Europe, Australasia, and the Far East; emerging-market 
stocks by the MSCI Emerging Markets Index; municipal bonds by the Lipper 
Short/Intermediate Blended Municipal Fund Average; taxable bonds by the 
Bloomberg Barclays US Aggregate Bond Index; hedge funds by the Hedge Fund 
Research Inc.’s (HFRI) Fund of Funds Composite Index; commodities by the MSCI 
ACWI Commodity Producers Index; global real estate by the FTSE EPRA/NAREIT 
Developed Index. An investor cannot invest in an index. These figures do not 
reflect the deduction of management fees and other expenses an investor would 
incur when investing in a fund or separately managed portfolio. See “Information 
About MSCI” at the end of this report.
*As of June 30, 2018 
Source: Bloomberg Barclays, FTSE, HFRI, Lipper, MSCI, S&P, and AB
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Information About MSCI
MSCI makes no express or implied warranties or representations, and shall have no liability whatsoever, with respect to any MSCI data contained herein. The MSCI 
data may not be further redistributed or used as a basis for other indexes or any securities or financial products. This report has not been approved, reviewed, or 
produced by MSCI.

Note to All Readers
The information contained herein reflects, as of the date hereof, the views of AllianceBernstein L.P. (or its applicable affiliate providing this publication) 
(“AllianceBernstein”) and sources believed by AllianceBernstein to be reliable. No representation or warranty is made concerning the accuracy of any data compiled 
herein. In addition, there can be no guarantee that any projection, forecast, or opinion in these materials will be realized. Past performance is neither indicative 
of, nor a guarantee of, future results. The views expressed herein may change at any time subsequent to the date of issue hereof. This material is provided for 
informational purposes only, and under no circumstances may any information contained herein be construed as investment advice. AllianceBernstein does not 
provide tax, legal, or accounting advice. The information contained herein does not take into account your particular investment objectives, financial situation, 
or needs, and you should, in considering this material, discuss your individual circumstances with professionals in those areas before making any decisions. Any 
information contained herein may not be construed as any sales or marketing materials in respect of, or an offer or solicitation for the purchase or sale of, any 
financial instrument, product, or service sponsored or provided by AllianceBernstein L.P. or any affiliate or agent thereof. References to specific securities, if any, 
are presented solely in the context of industry analysis and are not to be considered recommendations by AllianceBernstein. AllianceBernstein and its affiliates 
may have positions in, and may effect transactions in, the markets, industry sectors, and companies described herein.

The [A/B] logo is a registered service mark of AllianceBernstein, and AllianceBernstein® is a registered service mark, used by permission of the owner, 
AllianceBernstein L.P.

This document is provided for informational purposes only, reflecting prevailing market conditions and our judgments as of the date indicated herein. Opinions and 
estimates may be changed without notice and involve a number of assumptions that may not prove valid. Neither this document nor any of its contents may be used 
for any purpose without the consent of AllianceBernstein.
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