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America is Great. Home Country Bias Ain’t.

Rick Friedman

It is a well-known fact that investors skew their equity exposures toward their home country - that is,
they exhibit a home country bias. According to data from the IMF’s Coordinated Portfolio Investment
Survey,! US investors allocated over 70% of their equity assets to the US even though based on market
capitalization the US represents less than 50% of the opportunity set. This by no means is a US-only
phenomenon. Canadian and Australian investors exhibit similar levels of concentration of equity
exposures (60%-70%) in their domestic markets despite these markets representing only 3.3% and
2.4% of the global opportunity set based on their respective weights in the MSCI ACWTI index. The
recent strong returns of US vs. non-US stocks is most certainly at the top of the list in explaining the
strong preference many currently harbor for US equities.

US and non-US stocks have traded leadership over many cycles and decades. The yellow portions
of the graphs in Exhibit 1 indicate periods in which US stocks have outperformed their overseas
developed brethren. In particular, as the far right side of the first graph suggests, both the magnitude
and duration of the US outperformance over the last nine and a half years have reached extreme
levels. The US and emerging equity markets have displayed similar leadership cycles, though over
shorter periods of time and with even more dramatic relative performance cycles.

Exhibit 1: US and Non-US Equity Markets Change Leadership Position
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!International Monetary Fund, “Coordinated Portfolio Investment Survey,” June 2016.
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US vs. MSCI Emerging
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Certainly, a portion of the US outperformance is warranted. US equities did not need the recent
election to make them “great” While the economic recovery from the 2009 recession has been muted,
US companies have delivered stronger and more consistent fundamental growth relative to developed
and emerging companies, especially during the last few years. Policymakers in the US took aggressive
steps during the GFC, helping the US economy and market to recover more quickly. One such step was
to require banks to recapitalize their balance sheets (often through painful dilution and write-downs).
The same could not be said outside the US. The Eurozone remains exposed to sovereign credit issues
and more levered banks. In Japan, aggressive fiscal and monetary actions came eventually but failed to
stimulate the slow-growing nation, which continues to face persistent demographic and other structural
challenges. Emerging countries (and their currencies) initially benefited as China responded to the
GFC aggressively through debt-supported infrastructure spending, but over the last few years emerging
countries have seen their expensive currencies reprice and have had to adjust for slower growth in
China and its subsequent adverse impact on commodities prices.

Exhibit 2 indicates the strength and steadiness of the earnings recovery in the US vs. EAFE and emerging
markets. US earnings stand 21% higher than at the beginning of 2008, while EAFE earnings have been
cut in half and emerging earnings are flirting with being flat.

Exhibit 2: US Companies Have Delivered Stronger and More Consistent Earnings Since the Crisis
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In response, investors drove equity prices significantly higher in the US than outside the US. From the
end of February 2009 through March of this year, the S&P 500 has returned an impressive 18.0% per year,
while the MSCI EAFE and MSCI Emerging Market indexes have delivered 10.8% and 11.2% per annum,
respectively. On a cumulative basis over this 8-year period, US stocks rose about 170% more than non-
US equities. That is 1.7x more wealth to sit comfortably within the confines of the United States! It is no
wonder that many investors have been reluctant to shift equity exposures away from the US. We would
argue this is a classic case of recency bias: Investors are extrapolating the excellent returns US stocks have
provided of late far into the future. While most assets appear expensive after many years of strong gains,
US equity valuations currently stand far higher than non-US valuations.

Using Shiller’s cyclically adjusted P/E (CAPE) ratio, one of many valuation measures, Exhibit 3 illustrates
both the expensiveness of US stocks and the relative attractiveness of developed and emerging equities. A
yawning gap has opened up in the relative multiples for these various geographic exposures. Today’s CAPE
of 29x for US equities does not look too stretched in this exhibit. The second chart below, however, puts
the expensiveness of the US markets into broader perspective. The market is trading in the most expensive
ventile in history! The only other times US equities have been this expensive on this measure include 1929,
the peak of the Internet bubble, and in 2008, just before the GFC. For those inclined to dismiss CAPE,
other valuation metrics such as the Price/Sales ratio have soared to dizzying heights as well.

Exhibit 3: Valuations for US Equities Are Stretched and Wide Relative to Non-US Equities
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Note: Each 5% bucket has 81 monthly observations, and we calculated the average of those observations.
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Investors have clearly rewarded US companies for their higher earnings growth by paying significantly
higher prices for them. Perhaps, though, the market has gotten ahead of itself. Equities are long-duration
assets — investors are not just buying stocks for the next few years of earnings, they are buying an earnings
stream stretching out for decades. In competitive economies and markets, both valuations (price
multiples) and profit margins (return on capital) tend to mean revert. Our founder and Chief Strategist
Jeremy Grantham, however, points out a number of reasons why US profit margins may stay elevated
and take longer than prior periods to mean revert (see “This Time Seems Very, Very Different,” Jeremy
Grantham, 1Q 2017). While valuation has been a great predictor of return, it unfortunately does not
tell us much about the timing in which assets will mean revert to fair or normal levels. We still believe,
though, that the price you pay for an asset is the biggest determinant of the return you will make. The
more you pay, the less you will make.

Rather than buy the comfortable asset, investors should ask, “What’s in the price?” We would argue that
the relatively good news in the US is more than reflected in asset prices. Emerging and developed ex-US
stocks look to be more attractively priced (even accounting for higher fundamental risks). In fairness,
nothing looks cheap. The best we can say is that value stocks in emerging markets look to be near fair
value and that the spread between expected returns for emerging market value and US stocks is quite
wide. In addition, emerging markets offer modestly attractive currencies. We believe long-term investors
able to ride out the invariable market swings should fight their home country bias and buy emerging.
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