
 

 

Your Money – Why and How We Invest the Way We Do 

Part 2 – US Stocks 

 

This is the second part of a six-part series on why and how we invest the savings you’ve entrusted to us. 

 In the introduction last week, we argued that investors don’t get in-depth information about investing if their 

source of financial news is the popular media. We know that investing is a long-term endeavor, and we consider 

your portfolio as a means of achieving your financial “needs, wants, and wishes,” not as an end unto itself.  We 

also talked about the importance of investing in a diversified set of assets, and explained why we use actively-

managed mutual funds and make tactical decisions, rather than employing a buy-and-hold passive index 

approach to investing. 

 

In this segment, we’ll share our thinking about investing in stocks of U.S.-based companies. Becoming an 

owner (even a small owner) of a number of good companies and sharing in their profits over time is an 

appealing idea. These are companies whose products we buy or even perhaps for whom we work. They’re 

written up in the press, and talked about on CNBC, Bloomberg, or Fox Business. We’re familiar with what we’re 

investing in, and that provides comfort that we know what we’re doing. 

 

In a word, investing in U.S. stocks makes sense. U.S. companies are innovative and profitable, their financial 

statements are audited and generally credible, and the underlying legal and regulatory environment is 

supportive. What’s not to like?  

 

The question isn’t about investing in U.S. stocks but rather, how much of one’s portfolio should be allocated at 

a point in time to U.S. stocks? One’s perspective as an investor should be forward-looking. What’s happened in 

the past may be insightful, heartening or disappointing, but it’s what’s going to happen in the future that, as 

investors, we should care about. Where can we obtain the best risk-adjusted returns going forward? (We are 

not here trying to address what percentage of a portfolio should be invested in equity funds (stocks of 

companies all over the world) versus fixed income—rather, we’re describing our thinking around a current 

relatively-low-by-historical-standards allocation to U.S. equities.) 

 

Let’s consider three factors: 

 

1. The U.S. stock market by many measures is more expensive now than alternative equity markets, which 

means that future growth rates are likely slower in the U.S. than overseas. 

2. A relatively small number of U.S. companies have contributed to the strong returns in U.S. markets over 

the recent past, suggesting a degree of vulnerability exists.   

3. History reminds us that asset class returns rarely are consistently good or poor over a full economic 

cycle. 

 

The U.S. in the year 2000 comprised roughly 50% of the world’s stock markets. Today, estimates for the U.S. 

range from 40% to 43%. China and the emerging markets have been growing faster than the U.S. It’s also been 

estimated that the U.S. has about 3,700 publicly-traded companies, compared to about 25,000 in the rest of the 

world. U.S. companies are bigger (and therefore potentially slower-growers) and the U.S. market is arguably the 
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most expensive among world equity markets.  See the chart below from our 2Q18 “State of the Markets” 

webinar, which illustrates one measure of how expensive U.S. stocks are (the Shiller P/E ratio of the U.S. market 

from 1975 to now). According to this chart, the S&P 500 index is more expensive than it has been over the last 

40+ years, other than during the Tech Bubble in the 2000’s. 

 

 
 

Mainly because of these high valuations, many experts are predicting slower average annual returns going 

forward for U.S. stocks than what’s been the case in the recent past. During our 1Q18 “State of the Markets” 

webinar, we included a slide (see excerpt reproduced below) that projected base case average annual returns 

over the next five years for U.S. larger companies of only 1.2%. These lower anticipated returns are a reflection 

of among other factors, slower profit growth, high current valuations, a possibly significant slowdown in the 

economy over the next five years, and a mounting array of public and private debt. 

 

Recent strong returns in U.S. markets have been driven by a relatively small number of companies. As shown  

below in a slide from our 2Q18 “State of the Markets” webinar, the “FAANG” stocks (Facebook, Amazon, Apple, 

Netflix, and Google) were responsible for all of the growth in the S&P 500 index in the first half of 2018. In fact, 

Estimated Asset Class Returns 
 

(Average Annual Returns Over Next Five Years) 

 

Equity Asset Classes 
 

Bear Case BASE CASE Bull Case 

U.S. Larger Cap -8.0% 1.2% 10.2% 

Developed International - 

Europe 
-8.0% 11.6% 20.6% 

Emerging Markets -4.8% 5.9% 12.8% 

REITS 6.7% 8.5% 5.7% 
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excluding the FAANG stocks, the index returns would have been negative. That’s not the sort of market breadth 

that suggests strong returns are in store. 

 

 
 

A final reason for being cautious about U.S. stocks is a reminder that there are other assets classes which out-

perform the U.S. equity market.  The chart below illustrates that while U.S. equity returns have been among the 

top performers over the period 2010 through 3Q2017, the U.S. stock market was a consistent under-performer, 

relative to other assets classes, during the period 2000 to 2009. 

 

 
Source:  https://blog.helpingadvisors.com/2017/10/26/does-diversification-still-make-sense-for-us-investors/ (accessed 9/18/18) 

 

In summary, U.S. stocks are an attractive investment over the long-term. There are valid reasons, though, to 

limit one’s exposure to them, especially at this point in the economic cycle. 

In our next installment, we’ll take a look at bonds, and why and how we use them in our client portfolios. 

Thanks again for staying with us through this segment. We appreciate your confidence and trust in Investec.  
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