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Deconstructing European and Emerging-Market Stock Returns
OCTOBER 2019
We understand the challenges we all are facing explaining our overweighting to international stocks with all the negative headlines related to Brexit, trade wars, etc. It’s been over four years, and it must be testing clients’ patience.
We know there’s lots to discuss with clients in a meeting. Assuming we get their time and attention, we can walk through
our analysis of U.S. stocks to show why we believe they are very expensive and then walk through the assumptions for
Europe—we covered both in our latest commentary. We think over a time horizon of at least five years because it takes
time for fundamentals to normalize, and we know sometimes it could take longer.
There have been a few key unforeseen developments that have played a crucial role in delaying our investment thesis:
Trump’s election and the resulting trade wars and Brexit. The latter remains a “known unknown.” We see these factors
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as beyond the ECB’s or Europe’s control, nor are they something we could have anticipated. It’s only in hindsight that
we can say how these developments have weighed on international stocks.Except for these unknowable factors and the
headwinds they posed, we may well have gotten paid, as we seemed to start to in 2017 when global growth was relatively strong. There’s a good chance that trade wars abate in the near term and global growth resumes. In that scenario, we
expect foreign stocks to outperform U.S. stocks. That’s a good reason to maintain the current modest overweighting we
have to Europe and emerging markets (EM). Global growth will recover at some point and trade tensions will ease (if not
go away) because that’s in everyone’s interest. Countries and companies don’t sit on their hands during crisis periods.
People make improvements. That’s why we have seen cycles where foreign stocks have outperformed U.S. stocks, and
vice versa (see the chart on the previous page).

Combatting Fatigue with the Valuation Case
I know some clients are willing to throw in the towel. I’d like to share my perspective. Back in the late 1990s, I was
working for a relatively large institutional consulting firm. During a bull market for U.S. stocks and after international stocks had been lagging for a while, even relatively large, sophisticated institutional clients questioned the
benefits of investing outside the United States. Some in fact chose to lower their allocation to international stocks,
including removing EM as a dedicated allocation, which had an ancillary impact on investment management firms
in that as assets flew out some folded their EM teams into broad international or ACWI teams. Those clients got
whipsawed and missed or did not fully benefit from the subsequent run of outperformance in international stocks.
Something similar is happening now. We are getting similar questions as this cycle has extended in favor of U.S.
stocks.
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The Components of Foreign Stock Returns
We break down expected returns for international stocks (see the chart on page 2). It shows that for both Europe and
EM stocks, most of our excess return comes from earnings growth. This is because their earnings have been severely
depressed in this cycle and remain well below their prior peak, while U.S. earnings are well above their prior peak. In our
modeling, we are taking severe haircuts to Europe and EM to account for their respective risk factors—for Europe it’s the
common-currency construct and Brexit, and for EM the risk of a disruptive unwinding of China’s credit and investment
excesses. These risk factors also explain why our overweighting to both Europe and EM is only modest and why we have
not been adding more to them. We are weighing these issues constantly and agree they are significant. But as value
investors, we cannot ignore the historical opportunity they offer either.
In neither case—Europe nor EM—are we saying we have quantified all the risks perfectly. What we can say is that our
assumptions are reasonably conservative considering history and observable fundamentals.
We covered our Europe assumptions in the recent commentary. In the case of EM, we are assuming a normalized nominal earnings growth of 5% going back to the mid-2000s, essentially wiping out any overearning that may have occurred
because of China’s overinvestment. This earnings growth is quite low relative to what EM have achieved historically outside very depressed environments. And a 5% nominal growth rate implies almost zero real earnings growth considering
inflation alone gets you to around 5% for EM.
The bottom line is, and as we explain in the piece “U.S. Stocks Are Priced as if History Is Irrelevant,” we get very poor
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expected returns for U.S. stocks even after making generous assumptions. While in the case of Europe and EM, we are
getting returns much higher than for U.S. stocks even after significant haircuts to some key fundamental assumptions.
This stacks the odds in our favor and is why we believe patience will ultimately be rewarded. It’s always hard for us to tell
when we will get paid, and it’s especially harder today given the nature of the uncertainties. It’s worth reminding clients
that the impact of some of the unknowable factors in this cycle has been significant and has delayed the normalization
process, requiring more patience as a result.

Separating Tactical and Strategic Decisions
We all need to help clients separate tactical (short- to medium-term) decisions from strategic (medium- to longer-term)
decisions. Longer term, we believe having a globally diversified portfolio is prudent. There are several reasons why.
One reason that may resonate with clients is that over the long term a globally diversified portfolio beats a U.S.-centric
portfolio (see the chart on the previous page) and provides a relatively smoother ride, which helps clients stick with the
investment plan set by their advisor. As advisors, we need to help them understand the risks inherent in U.S. stocks: the
right question to ask today is not why we don’t have more in U.S. stocks, but rather why we don’t have less. And our
view is not contrarian, and we wouldn’t mind if it were, as many highly respected value managers share our view.
—Rajat Jain, CFA (10/25/19)
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 provide
individual advice to any investor or advisory client in receipt of this document. Certain information constitutes “forwardlooking 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 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 LGAMʼs investment
recommendations for the prior 12 months is available upon written request. For additional information about Litman
Gregory, please consult the Firmʼs Form ADV disclosure documents, the most recent versions of which are available on
the SECʼs Investment Adviser Public Disclosure website (adviserinfo.sec.gov) and may otherwise be made available upon
written request.

