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onsumer spending in the U.S. has been strong all year. (How could it not be, with unemployment at record low
levels?) If there has been an area of concern, it has been the manufacturing sector. However, the most recent
data have provided evidence that the global manufacturing cycle is bo oming out. Stock market par cipants have
long thought that the primary problem with trade and manufacturing has been the U.S.‐China trade dispute, which
introduced tariﬀs. The phase one deal announced last Friday should be a posi ve for the en re world. Another un‐
certainty resolved is the elec on in Britain. It is expected that the Conserva ves will nego ate a Brexit deal and then
sign an expanded trade agreement with the United States. BCA (the Bank Credit Analyst research organiza on),
thinks both of these news items provide a "Full Speed Ahead" for investors. They expect global growth to accelerate
in 2020 and think that es mates of a 10% gain in corporate proﬁts next year are realis c.

Another component of the more bullish outlook is dovish monetary policy. A er raising interest rates from 2016 to
2019, early in this year the Federal Reserve backtracked and has now reduced them 3 mes. Moreover, the Fed and
most other central banks are signaling that the now dovish monetary policy will remain in place throughout 2020.
The Fed has indicated it plans to allow inﬂa on to rise measurably before raising rates again. BCA thinks this will al‐
low the bull market to run un l the end of 2021.
While the Fed may keep short‐term interest rates low,
longer‐term rates are expected to rise modestly in 2020.
That is a reﬂec on of a stronger economy and somewhat
higher inﬂa on. Higher long‐term rates would not be
good news for the price of long‐term bonds, and most
strategists think stocks will out‐perform bonds next year.
One way to measure the rela ve appeal of bonds versus
stocks is the equity risk premium. The calcula on in‐
volves determining the expected earnings yield of stocks
and reducing it by the expected real return on long‐term
bonds. Although “risk premium” sounds somewhat
alarming, the equity risk premium is the reward oﬀered
for undertaking the risk of owning stocks versus bonds.
Thus, for a stock buyer, the higher the risk premium, the
be er.
As shown in the chart (right, top half), the price/earnings
(P/E) mul ple on the expected earnings for the next 12
months is about 16. Thus, the earnings yield is 6.3% (E/P,
or 1 divided by 16). The inﬂa on‐adjusted yield on long
bonds is almost nil, giving us an equity risk premium of
6% (chart right, bo om half, expressed as 600 basis
points or “Bps”). That number is not extreme, but it is
higher than normal.
Looking more closely at the chart, it is clear that non‐U.S.
stocks are even more a rac ve from a valua on stand‐
point. P/E mul ples and bond yields are both lower over‐
seas than in the U.S. The next chart (over) from I/B/E/S
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reinforces this conclusion by showing that the P/E mul ple in the U.S. market is 12% higher than its 30‐year average
while Eurozone stocks sell at less than their historic mul ple.
One of our largest ac ve decisions in por olios over the last decade has been a rela vely low weigh ng in interna on‐
al stocks. (About 45% of the global stock market is non‐U.S. stocks). We have no regrets: Sales and earnings have risen
faster in the U.S. and P/E mul ple ra os on those earnings have expanded. U.S. stocks have out‐performed their over‐
seas peers by 137% since 2008. However, as BCA points out, between 1970 and 2008, European stock prices and earn‐
ings per share rose slightly faster than in the U.S. In fact, both JP Morgan and BCA now expect foreign stocks to out‐
perform U.S. stocks over the foreseeable future. Some of the reasons for this forecast include:


Foreign stocks sell at lower valua ons.



U.S. proﬁt margins have less scope to rise. According to MSCI data, net opera ng margins currently stand at 10.3%
in the U.S. and 7.9% abroad. Higher foreign unemployment rates should limit the problem of rising wages whereas
wages could pressure proﬁt margins in the U.S.



The presiden al elec on could adversely aﬀect U.S. stock prices if it appears that the winner will raise corporate
tax rates.



A stronger manufacturing cycle will probably help Europe and Japan rela vely more than the U.S.

While the valua on argument has been around for several years, the la er three points are more mely and they
make the valua on diﬀeren al a li le more interes ng. We are unlikely to raise foreign stock holdings to reﬂect global
market levels, but this is an area of inves ng that warrants more a en on.
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All equity investments entail the risk of loss and the stocks men oned here may not be suitable for your por olio. The securi es men oned do not represent all the securi es bought, sold, or recommended for clients and you should not assume that investments discussed above are or will be proﬁtable. The
informa on provided should not be considered as a recommenda on to buy the securi es men oned.
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