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August 24th, 2020  

 

We’ve become storytellers… 

To me, last Friday was a crystal-clear 

illustration of the growing divide between the 

‘haves’ and ‘have nots’ in both the capital 

markets and society at large.  The Dow was up 

nearly 200 points on the day, yet when you 

open the hood to see what drove the move, 

you learn that it was two stocks – Apple and 

Home Depot – while the other 28 members of 

the index contributed nada.  Apple added over 

$100 billion to its market cap on Friday alone, 

and if you’re even a little bit inquisitive, like 

myself, you may be wondering why.  Well, I 

don’t know, so you’re better off asking 
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someone else because I am unable to unearth 

any fundamental development released on 

Friday to ignite such a move.  You can even 

take it a step further and ask ‘why has the 

company added more than $1.2 trillion in 

market cap since the March lows?’  Look, I’m 

not taking anything away from Apple, as they 

truly are a great company, they are a major 

beneficiary from the pandemic fallout, and 

they have a lot of levers that justify it 

outperforming the market, but it’s hard for me 

to explain the parabolic rise in the stock price 

for the largest company in the world when its 

revenues have grown by less than 5% per 

annum over the last five years. 

 

“But Corey, it’s all about the future.  You 

know – A.I., 5G, IoT, the transition to a 

service-based model, growing free cash flow 

in a no growth world…”  Okay, I’ll concede 

an optimistic future opportunity set awaits the 
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company, but doesn’t Apple’s P/E multiple 

expanding from roughly 16x earnings to over 

38x at this moment reflect that optimism?  I 

don’t know, and quite frankly in my opinion – 

none of us do, but I don’t think we can see 

such rapid advances in the price and valuation 

levels of Tesla, Amazon, Microsoft, 

Facebook, Nvidia, and Apple without a great 

story.  You know, the kind of story that when 

passed along from one person to the next 

eventually grows into a legend as each party 

adds to the plot.   

 

This is where I think we are on many fronts as 

it relates to explaining what is playing out in 

the capital markets, the underlying economy, 

and even politics (but that’s all I’m going to 

say on politics).   How do we want to present 

and have others interpret the reference points 

that we’re going to use to sculpt the narrative 

as we see it?  I’m just as guilty as the next guy 
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or girl, but what I think is important from an 

investment standpoint is to be aware of its 

existence and incorporate it into your process.  

Investing is a combination of both art and 

science, with each taking the role as the 

dominant variable from time to time.  You can 

probably guess what variable I think has the 

upper hand at this moment, and while I might 

think that the math (science) doesn’t add up 

with current market prices, there’s no telling 

where or how far investor imagination can 

take us. 

 

Enough with the philosophical waxing.  We 

do have a lopsided equity market on our hands 

at the moment, with prices moving higher but 

on declining volume and weaker breadth.  

What I mean by weaker breadth is the fact that 

the average stock in the S&P 500 is 28% 

below its peak, and 1 in 5 companies in the 
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index are more than 50% below their all-time 

highs.   

 

I’ve pointed it out before, but it’s worth 

stating again that the weighting of the Tech 

sector within the S&P 500 is now larger than 

the combined weighting of the Energy, 

Materials, Industrials, and Financials sectors 

by 25%.  The long-run average is for the Tech 

sector to be 40% below the combined value of 

these four sectors.  I know and can appreciate 

the exciting “story” behind technology 

dominating everything and how nothing can 

stop it, but anyone with even a modicum of 

knowledge about history is becoming even a 

tad concerned.   

 

There is no question that these ‘left for dead’ 

sectors offer some compelling relative 

valuation opportunities, but in order for a 

sustainable trend change to occur it will 
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require a more robust and broadening 

economic recovery.  However, such a set up 

continues to remain elusive, and if you don’t 

want to take my word for it, just have a read 

of what the Federal Reserve’s economic staff 

had to say on the matter in last week’s policy 

meeting minutes: 

 

“The projected rate of recovery in real 

GDP, and the pace of declines in the 

unemployment rate, over the second half of 

this year were expected to be somewhat 

less robust than in the previous forecast.  

Although the staff assumed that additional 

fiscal stimulus measures would be enacted 

beyond those anticipated in the June 

forecast, the positive effect on the 

economic outlook was outweighed 

somewhat by the staff’s assessment of the 

likely effects of several factors.  Those 

factors included the increasing spread of 
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the coronavirus in the United  States since 

mid-June; the reactions of many states and 

localities in slowing or scaling back the 

reopening of their economies, especially 

for businesses, such as restaurants and 

bars, providing services that entail 

personal interactions; and some high-

frequency indicators that pointed to a 

deceleration in economic activity.” 

 

“In light of the significant uncertainty 

and downside risks associated with the 

course of the pandemic and how long it 

would take the economy to recover, the 

staff still judged that a more pessimistic 

projection was no less plausible than the   

baseline forecast.  In this alternative 

scenario, an acceleration of the 

coronavirus outbreak, with another round 

of strict limitations on social 

interactions and business operations, was 
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assumed to begin later this year, leading to 

a decrease in real GDP, a jump in the 

unemployment rate, and renewed 

downward pressure on inflation next year. 

Compared with the baseline, the disruption 

to economic activity was more severe and 

protracted in this scenario, with real GDP 

and inflation lower and the unemployment 

rate higher by the end of the medium-term 

projection.” 

 

There is no storytelling there, rather a solid 

dose of reality, but let’s also keep in mind that 

anyone’s forecast in the current environment 

is hazy at best. 

 

The combined weighting of the Energy and 

Financials sectors in the S&P 500 is down to 

12% (half its long run average), and this 

compares to a 25% weighting for the Big 5 

(Apple, Amazon, Alphabet, Microsoft, and 
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Facebook).  With that being said, I’m of the 

view that it’s only a matter of time before we 

see some form of mean reversion, but the 

‘when’ and ‘by how much’ remains a mystery.  

Nevertheless, have a look at the following 

chart put out by BofA Merrill Lynch 

highlighting the degree of outperformance of 

Growth (Tech & Healthcare) relative to Value 

(Energy & Financials) reaching one of its 

most extreme points in history (going back to 

1932).     
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To me, one would be silly to not at least have 

a little exposure to this gap narrowing at some 

point in the next 12 to 18 months (keep in 

mind that the narrowing can occur in several 

ways).  I’m not saying it closes completely or 

even reverses entirely as was the case after the 

Tech Bubble popped back in 2000, but with 

how battered and beat up the Energy sector is 
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at this moment (after what has been a six year 

depression), I don’t believe it’s a stretch to 

think that it will have outperformed Tech 

when looking back 18 months from now.   

 

Speaking of sentiment, the latest Investors 

Intelligence poll shows the bulls have climbed 

to 59.2% from 58.1% a week ago, and the 

bears are all the way down at 16.5%.  This 

takes the bull/bear spread to 42.7%, where a 

level north of 40% has typically been 

considered a strong contrarian signal that 

investor mood is a little too excited and 

corrective price action could lie ahead.  Not to 

mention the article that I came across in the 

FT this morning, where it cited data that short 

interest as a share of the market capitalization 

for the median S&P 500 stock has declined to 

1.8% this month, the lowest since at least 

2004 (the long-run norm is 2.4%).  The fact 

that the majority of short sellers have covered 
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suggests that meaningful source of ‘buying 

power’ has dried up. 

 

 
 

Let me try and summarize my current view on 

the U.S. stock market.  We have record high 

prices coinciding with weakening breadth, 
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declining volume, elevated bullish sentiment 

readings, and valuations at historical extremes.  

Sure, some of these technical and sentiment 

indicators could improve and the froth could 

be worked off with time, but there is no good 

short-term answer for the rich valuations.  I 

know, valuation analysis has become taboo in 

the current momentum and algo-based 

trading/storytelling environment, but humor 

me for a moment in the interest of proper due 

diligence.   

 

The forward P/E multiple on the S&P 500 is at 

26x (note that I said ‘forward’, which includes 

analysts’ expectations about the next 12 

months) and that is the highest reading since 

the Fall of 2000.  The past isn’t necessarily a 

predictor of the future, but if memory serves 

me right – investors weren’t exactly rewarded 

for ignoring this fact over the ensuing 2 years.  

Back then, we had “can’t miss” secular 
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growers like Lucent, Cisco, Intel, and 

Microsoft that were believed to be infallible.  

Consider that the CAPE ratio on the S&P 500 

is north of 30x (double the long-term average 

of 16.8x) and has only been topped two other 

times in history – December 1999 and in 

1929.  If you don’t like the forward P/E 

multiple or the CAPE ratio, what does it say 

about valuation when you consider that the 

entire market value of U.S. companies now 

sits at just under $36 trillion?  This compares 

to U.S. GDP of roughly $20 trillion, or a 

market cap to GDP ratio of 180%.  For 

reference, Warren Buffett has long argued that 

once this metric pushed above 100% the stock 

market didn’t represent a good value.   

 

“But Corey, come on…look at how low 

interest rates are, and everything we’ve all 

learned about discounted cash flow valuation 

models suggests that price levels should move 
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higher…”  Ok, I don’t disagree in theory with 

this justification, but is such simplistic 

thinking just another example of how creative 

professionals in our industry can be at 

scripting a story?  We have negative interest 

rates in Europe, yet their markets are still 

meaningfully below their early 2018 highs and 

valuation levels are much cheaper than in the 

U.S.  Or what about Japan, which has had flat 

to negative interest rates for decades and yet 

the Nikkei 225 is still 40% below its all-time 

high from the late 1980’s.   

 

I’m not saying I have a simple answer for this 

anomaly.  Sure, we could get into the nuances 

of reserve currency status, U.S. Tech Sector 

dominance versus these other regions, 

demographics, debt profile, culture…but the 

point I’m really trying to make is the ‘story’ 

most relied upon by market prognosticators to 

justify higher valuation levels is the low level 
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of interest rates.  Well then, what is the 

explanation for the fact that the yield on the 

10-year T-note at 0.64% today is little 

changed from the 0.62% it was at on April 1st, 

yet the S&P 500 has gone from 2,470 back 

then to 3,430 today?  That is a nearly 1,000-

point rise in the S&P 500 with interest rates 

flat. Hmmm... Well, obviously the economy is 

much improved from where it was in 

April…Really?  Sure, we’ve seen a 

meaningful bounce in almost all economic 

data from the depressionary readings in April, 

but we’re still 10 million jobs shy of where we 

were at the end of March. 

 

I could go on and on, but I think you get the 

point.  It’s never as simple as just one thing, 

and be careful of the stories we professionals 

craft to explain after the fact for why things 

did what they did.   
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Moving on, the fact of the matter is that we 

are experiencing an asset price boom in almost 

everything on the back of a speculative and 

liquidity induced binge.  All-time high equity 

prices, all-time high corporate bond prices, 

gold recently hit an all-time high, cooper is 

breaking out to the upside as a result of the 

lowest global inventory levels since 2007, 

lumber prices have surged over 60% in the 

past month alone, and the nationwide home 

price index just reached cycle highs last week.  

As for housing, it does boggle the mind that 

home price appreciation (+8.5% year-over-

year in June) can be as strong as it is today – 

with the unemployment rate currently at 

10.2% – as it was back in April 2015 when the 

unemployment rate was sitting at half of the 

current level (5.4% back then).  Thank 

goodness for the generosity of Uncle Sam, 

razor thin inventories, and low mortgage rates.  
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What will be on everybody’s radar this week 

is the Fed’s Symposium in Jackson Hole, 

where Jay Powell will be delivering a speech 

on Thursday at 9:10 a.m. EST.  The markets 

and investors will be hanging on every word 

in search of the next narcotic fix expected 

from a central bank that has taken on the role 

of reliable drug dealer.  Whether you like it or 

not, it is what it is, and the Fed has moved so 

far down the policy road of fostering 

economic growth out of the wealth effect by 

fixating on keeping asset prices high that it 

can’t turn back now.  Stated simply, they’ve 

made the stock market “too big to fail”.   

 

We have 28 million American on some sort of 

benefit program according to last week’s 

jobless claims report.  Corporate bankruptcies 

for both large and small businesses have 

already eclipsed the pace they were on back in 

the 2008-2009 recession.  We’re on pace for 
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the largest fiscal deficit to GDP in the history 

of the United States.  Outside of the stock 

market, there is a lot of pain out there and that 

is why we have the largest government 

subsidy program in the history of the U.S. 

currently underway.  Consider that we are in 

the throes of the deepest GDP contraction in 

the post-WWII era, yet we have personal 

income up 12% year-to-date while wages and 

salaries have declined by 8%.  American 

households, in the aggregate, are seeing their 

“income” growth running twice as fast with 

Covid-19 in the picture than it would have 

been without it.    

 

One thing the Fed has to be careful of as it 

attempts to thread this narrowest of needles 

going forward in balancing record high asset 

prices with an extremely weak and fragile 

economy is social strife.  The 28 million 

Americans on benefit programs aren’t the ones 
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out there buying homes or stocks and 

benefitting from this ride.  Well, perhaps some 

of them have taken to day-trading from their 

couches on the notion that “stocks only go up” 

(hat tip to Dave Portnoy, the new face of retail 

investors).  But income and wealth 

inequalities have only widened further this 

year from what were already record levels 

coming into this event.  Eventually, we will 

reach a limit where headlines of record high 

equity markets running next to headlines of 

pain being felt in wide swaths of the 

population won’t be copacetic.   

 

The Fed’s own data shows that only 55% of 

the general public actually own stocks either 

directly or indirectly, and this is down from 

just under 70% two decades ago.  Even that 

figure is flattering to the masses, when you 

consider that the top 10% by income and 

wealth own 87% of the entire value of the 
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U.S. stock market.  Meanwhile, the median 

amount in savings accounts for those in the 

final stages of their working life (ages 55 to 

62) is just $21k.  These are stats perhaps 

President Trump may want to keep in mind 

when he raves about how strong the economy 

is by citing new highs in the stock market.  By 

now, most of us realize they are two different 

things, and the Fed knows it too, but I’m 

afraid they have no idea how to put this genie 

back in the bottle.   
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