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Q3 2020 Market Recap
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Presidential Election, Valuation and Concentration
As massive efforts by fiscal and monetary authorities continue in an effort
to engineer an economic recovery, we cannot help but reiterate that the
support that has been provided is not stimulative, in that it was not in
addition to a baseline level of normal economic activity. The efforts –
particularly from fiscal policy makers, in the form of cash payments – have
been a replacement for the lost income due to the lengthy pause in
economic activity resulting from forced shutdowns and changing
consumer preferences. A medical analogy is prudent here: the patient (as
in the U.S. economy) is not well enough to stand on its own or to resume
normal activity until Covid-19 outbreaks are contained or an effective
vaccine is widely distributed across the globe. In this installment of our
quarterly newsletter, we will highlight three areas to watch as we head into
Q4 and year-end 2020: the presidential election, valuations, and
concentration at the index level.

Presidential Election
We are often asked about the implications of an election on the stock market. Our preference is for policies that
foster economic growth, and that allow companies to hire, expand and be competitive not only here at home but
also globally. This policy would then, in our minds, lead to stronger earnings growth with increased shareholder
returns. Moreover, as we have seen throughout history, so-called good economic policy can emerge from either
side of the political aisle. As far as incumbents are concerned, history says they are tough to beat; however, 2020
has seen both a recession and a 20% drop in the market. Neither of those scenarios would be seen as favorable
for a sitting president seeking reelection, much less when both have occurred in the same presidential term.
Incumbents who have faced either a 20% stock market drop or a recession have a 0-6 reelection record,
according to Ned Davis Research Group. Market performance and recession in 2020 aside, the below chart from
NDR shows that, depending on who wins, stock market performance could vary widely in Q4 depending on which
election outcome the stock market is discounting.
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Valuation
As portfolio managers, we pay particular attention to risk, and a key measure of risk lies in valuations, not
only at the company level but also at the index level. Therefore, we must remain mindful of both. The
median (i.e., the middle stock ranked highest to lowest) in the S&P 500 is at an elevated 28x earnings. This
means that half of the stocks in the S&P 500 have P/E multiples higher than 28x. As the chart below
depicts, valuations have not approached these levels since the early 2000s. We are left asking questions
like, “Can earnings grow significantly and consistently in relation to price to justify these multiples in this
economic environment?” As we have mentioned in the past, it is our view that the massive policy response
from the Federal Reserve and federal government has caused financial asset prices to rise artificially and
in such a way that risks to a revaluation remain high. Valuations don’t matter until they do. We remain
concerned about future earnings expectations meeting lofty forward projections and classify the current
environment as not favorable regarding potential rewards at these levels. With the virus still circulating
freely, we would rather pay less for a stream of future earnings than is currently being offered at the index
level.
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Concentration
Finally, a few words on concentration – and not the mental kind. Much of the valuation disparity and
strong price performance off the March stock market lows have come from a small group of stocks
primarily in the technology sector. A popular acronym is FANMAG (Facebook, Amazon, Netflix,
Microsoft, Apple and Google aka Alphabet) for the most recognizable names in this group. So what does
concentrated leadership say about the market? Simply put: If this rally in the stock market since March is
to be considered bona fide, we would like to see broad participation and not such a disparity in
leadership. Said another way: We would feel less uneasy about this rally if we saw cyclical sectors like
Financials and Energy participating along with FANMAG. Alas, as the chart below depicts, when a few
stocks represent this concentration in market capitalizations, history suggests caution.
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So where are the opportunities? Our preference is for buying stock of companies that have a fundamental
valuation underpinning, combined with high returns on assets and long histories of profitability. Many of
these stocks reside in various value benchmarks that have not participated in the market’s advance in a
meaningful way. As the chart below demonstrates, once a stock becomes a member of “the top 10 club,”
its better performance days are behind it. To put it another way, as the chart from Dimensional illustrates
below, outperformance doesn’t last forever.

In closing, the upcoming presidential election, market valuation, and concentration of market capitalization
represent vulnerabilities that could come home to roost as Q4 2020 unfolds. As a group, these represent –
on a short-term basis – poor risk/reward framework. Should these vulnerabilities unwind in a significant
fashion, this may present a more favorable forward-looking opportunity.
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