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Third Quarter Market 
Recap

Financial markets were choppy 
in the third quarter, buffeted by 
some familiar themes: on-again/
off-again U.S.-China trade war 
headlines, weak global growth, 
recession fears, and central bank 
monetary policy. 

On a month-by-month basis, larg-
er-cap U.S. stocks rose in July, fell 
in August, then rallied in Septem-
ber. The S&P 500 ended the quarter 
near an all-time high. Meanwhile, 
U.S. core investment-grade bonds 
were flat in July, rallied sharply 
in August, then dropped in Sep-
tember as interest rates rebound-
ed from historic lows. For the full 
quarter, both major asset classes 
produced solid gains: larger-cap 
U.S. stocks (Vanguard 500 Index) 
were up 1.7% and core bonds 
gained 2.4% (Vanguard Total Bond 
Market Index). 

Despite a rebound in September, 
foreign stocks posted negative 
returns for the quarter. Developed international stocks were down 0.9%, European stocks were down 1.8%, and 
emerging-market (EM) stocks lost 4.1% (the Vanguard FTSE Developed Markets ETF, the Vanguard FTSE Europe 
ETF, and the Vanguard FTSE Emerging Markets ETF, respectively). The U.S. dollar appreciated 2% to 4% versus oth-
er currencies during the quarter, which was an equivalent drag on foreign stock market returns for dollar-based 
investors.

In fixed-income markets, the benchmark 10-year Treasury yield dropped to below 1.5% in early September as trade war 
and recession fears crescendoed. It then sharply reversed, then dropped back, ending the quarter at 1.68%, down from 
a 2% yield at the end of the second quarter. Corporate bonds gained for the quarter, with floating-rate loans returning 
1.0% and high-yield bonds gaining 1.2% (the S&P/LSTA Leveraged Loan Index and ICE BofA Merrill Lynch U.S. High 
Yield Cash Pay Index, respectively). Core municipal bond funds were up a little over 1% (Vanguard Intermediate-Term 
Tax-Exempt).
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Because our balanced portfolios are diversified beyond U.S. stocks and core bonds, the overall market trends in the 
third quarter were a drag on our relative performance. However, performance was aided in September when interest 
rates moved higher, catalyzed by an apparent détente (at least for the time being) in the U.S.-China trade war. Rising in-
terest rates brought losses to core bonds, while our flexible fixed-income and floating-rate loan funds had gains. Better 
news on the trade front also boosted more cyclically sensitive international and EM stock markets as well as U.S. value 
stocks, all of which have lagged the S&P 500 market index the past several years.

A Brief Macro Update: Trade Policy vs. Monetary Policy Tug of War

Global economic growth remains weak and consensus expectations are for further slowing. For example, during the 
third quarter, both the Organisation for Economic Co-operation and Development and the International Monetary Fund 
cut their projections for 2019 and 2020 global gross domestic product (GDP) growth (again), citing the negative impact 
of the U.S.-China trade war on manufacturing, exports, and business investment spending.

On the other hand, while measures 
of global manufacturing activity 
remain in contractionary territo-
ry, services (non-manufacturing) 
activity, which represents upward 
of 70%-plus of the global economy 
(and more than 80% of U.S. GDP), 
still looks solid, as shown in the 
chart to the right. (Note: PMI above 
50 denotes expansion and below 
50 denotes contraction.) House-
hold balance sheets and consum-
er spending also remain healthy, 
supported by low unemployment 
and solid wage growth.

Of course, there are hundreds of economic data points that can be selectively marshalled to support almost any mac-
ro view. (That’s what keeps all those Wall Street economists employed!) Suffice it to say, the data is “mixed.” But one 
might not be far off the mark boiling things down to a tug of war between the contractionary effects from U.S. trade pol-
icy and accommodative/expansionary global mon-
etary policy. Expansionary fiscal policy may soon 
enter the picture in Europe and China, if not also the 
United States.

On the monetary policy front, global financial con-
ditions have eased significantly this year, largely 
due to the sharp decline in bond yields. As shown 
in the chart to the right from BCA Research, looser 
financial conditions are positive for global growth. 
This, along with BCA’s view that both China and U.S. 
president Donald Trump have an incentive to make 
a trade deal before the U.S. election, lead them to 
expect global growth to rebound in 2020 and, with 
it, strong performance from foreign and cyclical 
stocks. A weaker dollar would likely accompany a re-
bound in global growth, which would further loosen 
financial conditions, enabling a positive feedback 
loop between the financial markets and the econo-
my. A weaker dollar would also boost foreign stock 
market returns for U.S. dollar–based investors.
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In response to the weak global economic environment and the impact of trade policy on U.S. business sentiment and 
capital expenditure, the Fed followed its late July interest rate cut with another 25-basis-point (bp) cut in mid-Septem-
ber, bringing the federal funds rate down to a range of 1.75% to 2.00%. Also, earlier in the month, the European Central 
Bank (ECB) cut its policy rate 10 bps, to negative 0.5% and announced it would launch a new open-ended asset pur-
chase plan (i.e., quantitative easing) at a rate of €20 billion per month starting in November. Departing ECB President 
Mario Draghi also implored eurozone governments to undertake fiscal stimulus to boost the region’s growth, signaling 
monetary policy may be reaching its effective limit. 

What does the second Fed rate cut mean for the stock market in the near term (next 12 months)? Not surprisingly, the 
answer depends on whether the economy is heading into a recession. What we know for certain, though, is Fed rate cuts 
do not necessarily prevent a recession from happening. The last three recessions—in 1990, 2000, and 2008—all occurred 
despite the Fed cutting rates prior to the recessions’ start. Bear markets coincided with each of those recessions. 

The history of the last five Fed rate cutting cycles is shown in the chart below based on one from Guggenheim Invest-
ments. Based on their macroeconomic analysis, they opine that, “This time around… it is a close call as to whether the 
Fed has cut early enough to help extend this expansion.” 

Looking further at monetary policy, Ned Davis Research analyzed Fed rate cuts going back to 1921. They concluded that 
when the Fed cut rates twice and the U.S. economy avoided a recession over the next year, the stock market gained an av-
erage of 18% in that year. This has happened seven times in the past. However, in the three instances (1990, 2000, and 2008) 
when two Fed rate cuts were closely followed by a recession, the stock market dropped 11% on average over that year. 
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So, based on history we see two widely divergent, if not binary, market outcomes. This again highlights why we believe 
it is important to incorporate a wide range of scenarios in our portfolio management process. The most effective way 
to do this is through diversification across multiple asset classes and investment strategies that have different risk ex-
posures and different sources of return. Some investments will be zigging while others are zagging. Of course, this also 
means that not every position will perform well in every scenario or macroeconomic environment. That’s the definition 
of portfolio diversification and the essence of risk management under uncertainty. 

In addition to broad risk diversification, our portfolios are tilted toward asset classes that we believe currently offer at-
tractive risk-adjusted returns over our five- to 10-year tactical time horizon. And we are tilted away from areas offering 
a poor risk-return tradeoff. 

The remainder of this commentary will focus on one such poor risk-return area, U.S. stocks. 

U.S. Stocks Are Priced as if History Is Irrelevant

At a time when U.S. stocks have continued to outperform, clients sometimes ask 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) and 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 historically. 

Breaking Down Equity Return Components 

There are only three drivers of equity returns: 

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

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

3. Valuations—how much investors are willing to pay for each $1 of earnings (P/E ratio)

For some historical context, the chart on the next page shows how these return components break out across different 
periods or regimes.

The Situation Today

Dividend yields (currently around 2.2%) tend to be stable over time and don’t lead to a lot of variance in return out-
comes. But earnings growth and valuations do. So, let’s dig into these two components.

Earnings Growth

Since 2008, sales growth has been roughly 3%. This is in line with overall U.S. economic growth this cycle, but much slower 
than the 5% to 6% sales growth observed post-1980s. However, slow top-line growth has been more than offset by a sus-
tained rise in profit margins—from a historical average of 6% to 10% in this cycle. This is an outcome an investor in 2009 
would have given a less than 3% chance of occurring (see chart on page 6). But this is what transpired, thanks to the conflu-
ence of two main forces: globalization and free trade, and corporations gaining a larger share of the economic pie than labor. 
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However, these two forces now seem to be turning negative, and we believe there’s a good chance their impact will be 
long-lasting, depressing both margins and investor sentiment. The latter will also impact valuations—what investors 
are willing to pay for a dollar of earnings. 

As we analyze and model expected returns for U.S. stocks, in our central or base case we give credence to the optimistic 
view that corporate margin structures have permanently shifted up; we assume margins of 8%, much higher than the 
historical average. With this assumption, we are essentially ignoring nearly 90% of historical outcomes (see the chart 
on the next page). 

We also need to make an assumption about sales growth over our five-year estimation period. We assume 6% growth, 
almost twice the level achieved this cycle—and this is despite U.S. monetary and fiscal stimulus unseen outside wars 
and recessions.

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

Valuations

We consider a lot of factors when determining 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 equities. Since 
the end of World War II, we have seen market declines on the order of 20% to 50%, and we expect a decline of similar 
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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 
core bonds (a much lower-risk asset), especially when bonds arguably are the most overvalued asset class in the world 
today, offering extremely low yield and expected return. 

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 historically observed. For example, back in 2014, we were concerned how the unwinding of unprecedent-
ed monetary policy (QE) would impact the 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 dropped 
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 are the follow-
ing: 

•	 Higher regulation and political risk: Income and wealth inequality has widened this cycle to a point where 
historically high corporate profit margins are inviting greater regulatory and political scrutiny and actions 
against corporations and investors. 

•	 Protectionism risk: While trade tensions may resolve in the shorter term, we think there is a good chance we 
will remain in a heightened environment of global trade friction for an extended period. This will weigh on 
business and investor sentiment and increase the cost of doing business for companies.
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•	 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 mar-
kets wherever we look—stocks, bonds, commodities, real estate, etc. Ultimately that’s what matters to an in-
vestor—what’s likely priced in and over what duration.

So, given these risks, instead of assuming an 18x to 19x P/E multiple for earnings, the post-1985 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 Invest-
ment Management.

Many investors incorrectly assume 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 Fed 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 significantly cutting interest rates 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.  

Putting it Together: 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%, valuations or P/E com-
pression of negative 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, expected returns are a bit above 3%, which is still poor and well below what we require to be 
fully invested in U.S. 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), returns are quite negative over our five-year time horizon. 

So, to ask the question we get rarely: Why don’t we have even less in U.S. stocks? Because there are scenarios where we 
can see U.S. stocks generate 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 geopolitical and trade tensions. In our view, this outcome has 
little chance of playing out over an extended period. But it’s a possibility we can’t exclude from our thinking entirely, 
especially if the promise of technology (artificial intelligence, 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 po-
litical pushback we are already seeing in America and other developed nations in this cycle.) So, we have continued to 
hold a reduced allocation to U.S. stocks across our clients’ portfolios in favor of more attractive asset classes: non-U.S. 
stocks, income investments, and alternative strategy investments. 

European Stocks are Relatively Attractive

Within foreign stocks, we have a modest overweighting to European stocks. We believe the risk-reward tradeoff for Eu-
rope continues to justify this weighting. And it offers an interesting juxtaposition to our view of U.S. stocks. 

We first added to Europe in the spring of 2015, soon after the ECB followed the Fed in implementing a QE program to 
stimulate a eurozone economy struggling with debt. The ECB’s QE was thwarted by both external and internal factors. 
Due to these factors, Europe has been a value trap the past several years. 
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The external factors not in Europe’s control were Trump’s election in the United States and Brexit. The former ulti-
mately led to trade wars and in turn a slowdown in global growth. Europe is more exposed to global growth and so was 
impacted more by trade wars. The latter remains an uncertainty and a “known unknown.”

The internal factors were eurozone’s failure to recapitalize its banking system as quickly as the United States did, and 
the region’s pursuit of austerity at a time of intense deleveraging because Germany insisted on maintaining fiscal disci-
pline and rules. We now have perfect hindsight so it’s easy to point to these factors. 

The internal factors were not entirely controllable however. Politically speaking, the euro construct places significant 
constraints on the region in that it’s not easy to allow fiscal transfers in the right quantities to countries that need it, 
such as those laden with high sovereign debt. We knew this was a risk and factored this in by demanding a slightly high-
er valuation discount than we otherwise would have before adding the Europe equities position. We are now giving this 
risk more weighting in our modeling. 

While some of these risks are still present, we are seeing country-level reforms and company-level restructuring that we 
think are significant positives. This is a normal adjustment to a crisis. A few notable reforms and adjustments have been

•	 labor reforms in Spain and France, allowing greater flexibility for companies to manage their costs;

•	 austerity, which while painful has helped right-size to a degree the real wage and productivity imbalance in 
some countries that contributed to Europe’s debt crisis;

•	 and the many compelling examples of companies restructuring that we are hearing about from our managers.

We believe these steps plant the seeds for future growth and profitability for Europe. The region has not entirely wasted 
a good crisis, as they say.

Weighing the risks and the positives above, we decided to haircut Europe’s normalized earnings power by a total of 30% 
from what would have been the “old-normal” earnings level. We think the old normal can still be achieved, but it’s now 
decidedly optimistic in our minds. We also lowered the trend growth rate of these earnings by about 10% (this becomes 
significant after compounding over many years). Finally, if we believe Europe’s growth is going to be lower than it was 
before, its stocks should now deserve a lower valuation multiple. As such, we are increasing European stocks’ valuation 
discount versus U.S. stocks from around 25% (which was the historical average) to 40%. 

When we run the numbers, we find Europe remains attractive relative to the United States to a degree that—outside of 
this cycle so far—has paid off handsomely in the past. If global growth returns to healthy levels, as it started to in 2017 
before trade war tensions contributed to a growth slowdown, we think European stocks are poised to do very well. 
Europe’s limited policy options, however, also may mean their downside in a global recession is worse than U.S. stocks. 

Weighing the risk-reward in different scenarios and their possible impact on the overall portfolio, we think our current 
modest overweight to Europe is appropriate.

The key point when thinking about U.S. stocks vs. European stocks is: Our return expectations are very low for U.S. stocks, 
even after assuming very generous assumptions, relative to history at least. Whereas in Europe, we are acknowledging 
their unique set of problems but not giving them the benefit of the improvements that we see being made at both the econ-
omy and corporate level. And yet we still get very attractive returns, at least relative to U.S. stocks if not in absolute terms.

Closing 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.” 
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Our investment mandate is to compound our clients’ wealth while remaining 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 mar-
ket scenarios, the impact they may have on each client’s 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 (10/4/19)

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 pro-
vide individual advice to any investor or advisory client in receipt of this document. Certain information constitutes “for-
ward-looking statements” and due to various risks and uncertainties actual events or results may differ from those pro-
jected. Some information contained in this report may be derived from sources that we believe to be reliable; however, we 
do not guarantee the accuracy or timeliness of such information. Past performance may not be indicative of future results 
and there can 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 expenses 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.


