
At a time when U.S. stocks have continued to outperform, clients and advisors sometimes ask us why we don’t have 
more in U.S. stocks. (Interestingly, we rarely get asked why we don’t have less.) The most important point we relay in 
those discussions is that a portfolio needs to maintain a balance because each asset in it has a defined role and no one 
knows how to time market tops or bottoms. 

Markets typically don’t stop rising when they reach fair value. History has shown they overshoot both when they go 
up and when they go down because of investors’ greed (or fear of missing out) or fear (of losses). To justify a higher 
weighting to U.S. stocks at present, we’d have to assume history is largely irrelevant. We will explain how we arrive at 
this conclusion. 

First, we want to touch upon the basic components that make up U.S. stock returns. By analyzing each component, 
we can assess potential returns and the likelihood of achieving them. We rely on history as a guide because we believe 
economies and markets move in broadly repeating cycles of different durations. But we also know history does not 
repeat exactly, so we pay close attention to forces that can lead to different scenarios or outcomes than observed his-
torically. 

Breaking Down Equity Returns  

There are only three drivers of equity returns:  

• Dividend Yield—the portion of earnings distributed to stockholders as a percentage of the stock price 

• Earnings Growth—determined by sales growth and by changes in profit margins  

• Valuations—how much investors are willing to pay for each $1 of earnings, or the price-to-earnings (P/E) multiple

The chart on the next page provides some context on how these different components have performed over time. 

The Situation Today

Dividend yields, currently around 2.2%, are stable and don’t lead to a lot of variance in return outcomes. But earnings 
growth and valuations do. So, let’s dig into these two components more. 

Earnings Growth

In this cycle, S&P 500 earnings have grown 8% per annum. They have been driven higher by annual sales growth of 
about 3% and net margins that currently stand near 10%. Sales tend to track nominal GDP over extended periods so rel-
atively poor sales growth in this cycle makes sense given economic growth in the United States has been relatively poor. 

The key point is growth remains a challenge for the real economy despite unprecedented monetary and fiscal stimulus 
unseen outside of war or recessions. 

The impressive performance of margins offsets the relatively poor sales growth in this cycle. We believe margins have 
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been lifted higher as several long-acting forces converged more strongly: globalization and free trade, and labor con-
tinuing to get a lower share of economic profits relative to corporations. To a lesser degree, lower interest rate costs and 
lower corporate taxes have helped prop up margins. To give some historical context, an investor in 2009 would give 10% 
margins a less than 3% chance of playing out. 

It is unlikely the factors that have led to unusually high profit margins are sustainable. Globalization and free trade seem 
to be reversing with protectionism, tariffs, etc., on the rise. And the emergence of populism, in part because quantita-
tive easing (QE) has accentuated the wealth divide between capital owners and labor, is forcing regulatory and political 
actions that ultimately may result in a regime less friendly toward corporations. For example, regulatory scrutiny and 
actions on U.S. tech companies are increasing both in the United States and outside where they operate. We are seeing 
regulatory actions in other sectors like private real estate—actions that have taken even the savviest real estate inves-
tors by surprise. Interest rates can go even lower from current levels but not by much. And the United States’ deteriorat-
ing fiscal situation argues for higher taxes down the road. As all these long-term forces turn negative instead of positive 
as they have been for so long, they will ultimately exert a downward force on margins—how strong and at what pace we 
can’t say with conviction.

The key point we want to make on margins is that the collective forces behind their rise have little room to provide further 
benefit and some key ones are in fact turning negative.

In our current base case for U.S. equities, we give credence to the optimistic view that corporate margin structures have 
permanently shifted up and assume margins of 8%, a lot higher than the historical average. With this assumption, we 
are essentially ignoring nearly 90% of historical outcomes (see the chart on the next page). 
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Sales growth is the second key assumption we need to make to arrive at an earnings-growth estimate. In our base case, 
we are assuming 6% annual sales growth over the next five years. Again, we can think of this 6% growth in terms of infla-
tion and real economic growth. Assuming the Fed will meet its 2% inflation target, it means we will need to assume the 
U.S. economy can grow around 4% in real terms (the consensus economic forecast for trend real GDP growth is roughly 
2%). This seems optimistic especially when all the monetary and fiscal stimulus we have seen in this cycle could only 
produce about half that growth.

You could say we are being generous. That’s our point. Even with these margin and sales-growth assumptions that seem 
optimistic relative to what history and current and future economic fundamentals suggest, our model yields just 3% annual 
earnings growth in our base case. 

We can add dividend yield and earnings growth: 2.2% + 3.0% = 5.2%. So far so good, although remember what margin 
and sales-growth assumptions we had to make to generate 3% earnings growth. Let’s move on to valuations.

Valuations

We consider a lot of factors when assessing what’s a reasonable valuation multiple to pay for a dollar of what we’d 
consider a normal level of earnings. We want to be compensated in absolute terms for the downside risk of owning eq-
uities. Post World War II, we have seen market declines on the order of 20% to 50%, and we expect a decline of similar 
magnitude in the next bear market. We seek at least a high single-digit five-year expected return to fully compensate 
us for equity risk. Said another way, we don’t consider stocks attractive based simply on whether they will do better than 
bonds (a much lower-risk asset), especially when bonds arguably are the most overvalued asset class in the world today. 
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We want to learn from history. We study different valuation regimes across time: the unique fundamentals, optimism, 
and fears that existed and underpinned valuations in those regimes. We factor risks that can’t be quantified or that we 
may not have observed historically. For example, back in 2014, we were concerned how the unwinding of unprecedent-
ed monetary policy (QE) would impact risk assets that it was meant to inflate (which it did). We got a taste of this risk in 
the fourth quarter of 2018 when the Fed was forced to make a U-turn in its monetary policy after the S&P 500 went down 
around 20% in a very short period.  

In today’s valuation regime, the key unique risk factors we believe we should factor in our analyses include the follow-
ing: 

• Higher regulation and political risk: Income and wealth inequality has widened in this cycle. As a result, histori-
cally high margins or profits are inviting greater regulatory and political scrutiny and actions on corporations and 
investors. 

• Protectionism risk: While trade tensions may resolve in the shorter term, we think there is a good chance we will 
be in an environment of trade frictions for a long time. This will not only weigh on business and investor sentiment 
but will also increase the cost of doing business for companies.

• Inflation risk: This risk may be higher for investors than in the past three decades. We believe we don’t even need 
to make the case for inflation because “stagnation” or “disinflation” appears to be fully priced into markets wher-
ever we look—stocks, bonds, real estate, etc. Ultimately, that’s what matters to an investor—what’s likely priced in 
and over what duration.

So, given these risks, instead of assuming an 18x–19x P/E multiple for earnings, the post-1980s average, our base-case 
assumption is 17x, which is higher than the post-1920s average of 16x and in line with the post-1950s average. As of 
June 30, 2019, investors were paying 22x earnings for the S&P 500. An investor in a U.S. stock market index fund or ETF 
is paying an even higher premium: the weighted P/E ratio for the S&P 500 is close to 30x, according to Fiduciary Man-
agement, Inc. 

Many investors assume incorrectly that low interest rates justify today’s higher valuations. It is true that permanently 
lower rates mean future cash flows are discounted at a lower rate as well. This should raise stock prices, all else equal, 
but all else is not equal. Interest rates are low because the Federal Reserve is concerned future growth will be low. If 
future cash flows grow at a slower rate, this offsets any lower discount rate, and higher valuations are therefore not 
justified. For current high valuation levels to be fair, rates must stay this low forever and growth cannot continue to 
disappoint as it has this cycle. 

Finally, it’s worth remembering low rates do not shield investors from an overvalued equity market. Case in point, the 
Fed was cutting interest rates significantly in the bear markets of 2000–2002 and 2008–2009 but could not prevent the 
nearly 50% declines in the stock market.

When we assume valuations revert from the current level to 17x P/E over a five-year period, it implies an annualized loss of 
–4.6% from contracting P/E multiples. 

To put the above discussion into perspective, because of relatively poor sales growth and high margins in this current 
cycle, the S&P 500 currently trades at the highest price-to-sales multiple in its history. 

In addition to U.S. stocks being priced at historically high valuations based on earnings that we believe are above nor-
mal and unsustainable, cyclically the news seems just as bad:

• The Bureau of Economic Analysis (BEA) recently revised down economy-wide profits going back to 2016 for U.S. 
companies, which includes both public and private companies and tracks S&P 500 profits over long periods, due to 
higher wage costs and weaker sales—the former is not a surprise given unemployment is at 50-year lows.

• According to Intl FCStone, U.S. companies have been the largest buyers of their own stock the past five years, more 
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than ETFs and mutual funds combined. This technical support or crutch (as we see it) has tended to vanish during 
downturns and when liquidity is poor.

What Our Analysis of U.S. Stock Market Return Components Tells Us

When we aggregate the three return components (dividend yield of 2.2%, earnings growth of 3%, valuation or P/E com-
pression of –4.6%), future five-year expected U.S. stock returns are less than one percent, annualized, and this is despite 
our relatively generous margin and sales-growth assumptions. If we were to stretch on valuation multiples and assume 
19x or 20x P/E, returns are a bit above 3%, which is still poor for a risky asset like stocks. In our bear-case scenario, where 
we give history more weight and assume 6% margins and 4% sales growth (the two determinants of earnings growth), 
then returns are quite negative over our five-year time horizon. 

On the other hand, there are scenarios where we can see U.S. stocks generating 8% to 10% annual returns over the next 
five years. For such an outcome, investors would have to assume profit margins stay at all-time highs, sales grow at 
more than twice the rate they have since 2008, and investors continue to accept the relatively high valuations of today, 
possibly paying even more during what remains an uninspiring real economic environment with heightened geopoliti-
cal and trade tensions. In our view, this outcome has little chance of playing out, at least not over an extended period. 
But it’s a possibility we don’t exclude from our thinking entirely, especially if the promise of technology (artificial intel-
ligence, robotics, etc.) allows companies to continue to lower their operational costs in the next cycle and beyond. We 
think it would be hard to achieve though, given the social and political pushback we are already seeing in America and 
other developed nations in this cycle.

Weighing the scenarios and their likelihood of playing out, we have continued to hold a reduced allocation to U.S. stocks 
across our portfolios in favor of more attractive asset classes: non-U.S. stocks, income investments, and alternative 
strategy investments.

Final Thoughts

We believe U.S. stocks are expensive and do not deserve a higher allocation in our portfolios at present. In the short 
term, U.S. stocks may continue to outperform as they have for several years. But this would only borrow returns from 
the future. We also know by stretching our horizon over 10 years and longer, U.S. equity returns should be decent. So, in 
our balanced portfolios we continue to have nearly a quarter of our portfolios allocated to U.S. stocks versus a bit over 
a third we’d have in normal times. 

Our dual investment mandate is to compound wealth while being mindful of the risks we take in achieving that goal. We 
don’t know exactly how the future will unfold. As a result, in our portfolio decisions we weigh various risks our portfolios 
may be exposed to. We gauge risk by analyzing a wide range of positive and negative economic and market scenarios, 
the impact they may have on a portfolio, and the likelihood of them occurring given current fundamentals and how we 
see them likely evolving.

The current U.S. equity bull market has done the compounding part of our job well. But we believe we are now at a point 
where risks have gone up significantly. We think it’s prudent to be a little defensive, to preserve some capital so we can 
deploy it when valuations in relation to long-term fundamentals are more normal. Today they look far from normal.

—Litman Gregory Investment Team

Note: These materials are intended for the use of investment professionals only and may contain information that is not 
suitable for all investors. This presentation is provided by Litman Gregory Asset Management, LLC (“Litman Gregory”) for 
informational purposes only and no statement is to be construed as a solicitation or offer to buy or sell a security, or the 
rendering of personalized investment advice. There is no agreement or understanding that Litman Gregory will provide in-
dividual advice to any investor or advisory client in receipt of this document. Certain information constitutes “forward-look-
ing statements” and due to various risks and uncertainties actual events or results may differ from those projected. Some 
information contained in this report may be derived from sources that we believe to be reliable; however, we do not guaran-
tee the accuracy or timeliness of such information. Past performance may not be indicative of future results and there can 
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be no assurance the views and opinions expressed herein will come to pass. Investing involves risk, including the potential 
loss of principal. Any reference to a market index is included for illustrative purposes only, as an index is not a security in 
which an investment can be made. Indexes are unmanaged vehicles that do not account for the deduction of fees and ex-
penses generally associated with investable products. A complete list of LGAM’s investment recommendations for the prior 
12 months is available upon written request. For additional information about Litman Gregory, please consult the Firm’s 
Form ADV disclosure documents, the most recent versions of which are available on the SEC’s Investment Adviser Public 
Disclosure website (adviserinfo.sec.gov) and may otherwise be made available upon written request.


