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November 16th, 2020  

 

Reasons for optimism, yes – but sentiment 

is getting really extended… 

Equity markets around the world saw nothing 

but green last week with those sectors and 

businesses most geared to a recovering and 

opening up of the economy being the largest 

beneficiaries.  Below is a rundown of how 

different markets have performed so far in the 

month of November (including today’s 

bump): 

 

• Dow Jones Industrial Average: +13.01% 

• S&P 500: +10.91% 

• Nasdaq Composite: +9.28% 
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• Russell 2000 (Small Cap Index): +16.05% 

• MSCI EAFE: +14.17% 

• MSCI Emerging Markets: +9.45% 

• MSCI Germany: +14.42% 

• MSCI China: +3.78% 

• MSCI India: +9.38% 

• Gold: +0.54% 

• Silver: +4.68% 

• U.S. Dollar Index: -1.58% 

• Long-Term Treasury Bonds: +0.13% 

 

On a sector basis, it was the consumer 

cyclicals that were on a tear last week with 

Energy ripping (+25.73%), Financials gaining 

(+15.80%), and Industrials (+15.79%) 

celebrating the better than expected vaccine 

news from Pfizer (last Monday) and Moderna 

(this morning).  The Russell 2000 made a new 

record high for the first time since August 31st, 

2018 and the monthly gain in the S&P thus far 
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puts it on pace to be the best month of the year 

outside of the bounce in April off of the 

March trough.  Back then it took a relentless 

bombardment of fiscal stimulus and Fed 

intervention to engineer such a move, whereas 

this time all we needed was vaccine results 

that early indications suggest are just shy of 

being what the medical community would 

consider a cure.  

 

So here we are, with an avalanche of news (all 

of it coming inside of about two weeks) that 

has removed an elevated level of election 

uncertainty and provided a reasonable timeline 

for individuals to gain some closure on the 

pandemic front, which has forced a lot of 

apprehensive or hedged capital to cover their 

shorts and/or chase asset prices higher.  As a 

result, we are observing an equity market that 

has become pretty overextended at the 

moment with over 80% of S&P 500 
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companies now above their 200-day moving 

averages – this share was at roughly 60% at 

the end of October.   

 

Looking at other measures of sentiment would 

also lead one to conclude that investor 

optimism has become quite stretched at the 

moment.  Last week’s Investor Intelligence 

report showed the percentage of respondents 

in the bull camp increased to 59.5% from the 

previous reading of 53.6%, while the bear 

share slipped to 19.4% from 20.6%.  For 

reference, a 40-percentage point gap between 

bulls and bears is historically steep and such 

an extreme has presaged a correction in the 

risk-on trade with almost 100% accuracy.   

 

The latest reading from the AAII poll 

(American Association of Individual 

Investors) saw bullish sentiment swell to 

55.8% from 38.0% the prior week.  This 
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compares to bullish sentiment at the end of 

September sitting at 26.2%, less than half of 

last week’s reading.  Prior to the pandemic, 

the recent high for the bull camp was 41.3% 

and before that it hit 45.6% in Q3 2018, just 

prior to the -20% decline in the stock market 

in Q4 2018.  As a matter of fact, the 55.8% 

bulls reading from last week is back to where 

it was in January 2018 (remember back then 

the market was giddy over the tax cuts getting 

passed), and just as it was then and likely to be 

now – this is a classic contrarian sign to reign 

in your risk appetite.  The bear camp in this 

report has fallen to 24.9% from 31.5% the 

prior week, and this represents the lowest 

reading since the turn of the year.  An easy 

rule of thumb is that whenever this reading 

hits a ratio of 2 bulls for every 1 bear, it’s fair 

to assume that a lot of good news, hope and 

optimism is already reflected in equity prices.     
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Beyond survey measures, we actually have 

hard data to look at that provides some level 

of confirmation that capital markets have 

recently taken on a more speculative attitude.  

EPFR Global, a firm that tracks fund flow 

activity, reported that through last Wednesday 

$44.5 billion in capital flowed into funds that 

buy stocks, with $32 billion of that in U.S. 

stock funds.  This was the largest weekly flow 

into equity funds since EPFR has been 

collecting the data, as well as the second-

biggest intake by U.S. stock funds since 2000.  

Additionally, the latest C-suite report showed 

the insider selling/buying ratio skyrocketed to 

58x in the past month – for context, a reading 

below 12x is viewed as a bullish contrarian 

signal (meaning insiders are not selling much 

stock outside of normally programed sales) 

whereas a reading north of 20x suggests 

insiders are actively unloading stock at levels 

they deem reasonable to sell at.   
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So, with sentiment reaching a near-term fever 

pitch, it logically leads a fundamental investor 

down a path of attempting to evaluate current 

valuation levels in the broad stock market.  I 

know, I know…who cares about the valuation 

level they pay in the stock market anymore, 

just as long as the price is moving up, why 

worry about anything else?  Well I do, and I 

still don’t mind doing the actual work to 

ascertain what may or may not constitute 

sound judgement in committing additional 

investment capital while understanding the 

margin of safety that does or does not exist.  

The latest consensus EPS estimates for the 

S&P 500 are $137.65 for 2020 (down from 

$163.02 in 2019 and $161.45 in 2018) and 

$168.06 for 2021.  Think about that for a 

second – okay, one can rationalize writing off 

2020 as a one-off where the earnings decline 

has been off-set by the tsunami of fiscal and 
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monetary stimulus, but we are talking about a 

four-year window here (2018 – 2021) where 

S&P 500 EPS are virtually flat.  No growth in 

earnings, yet the stock market has appreciated 

by more than 35%.   

 

“Oh Corey, don’t you realize that the market 

is looking at 2022 and beyond?  Come on, the 

market is always looking forward…”  Forgive 

me, what was I thinking.  The 2022 consensus 

estimate for S&P 500 EPS is $196.04, and that 

represents a 16% growth rate from 2021 

levels.  In that case, the two-year forward P/E 

multiple for the S&P 500 is a little over 18x 

and that is more than 30% higher than the 

roughly 13.5x historical norm.  Who would 

have thought we would ever get to a point 

where a view twelve months ahead wasn’t a 

long enough timeline and that we’d have to 

look out twenty-four months – as if to think 
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that we have any more clairvoyance predicting 

the future even further out?   

 

Nevertheless, it is what it is and the talking 

heads on bubblevision have to have something 

to support their always evolving bullish 

narrative.  Don’t get me wrong, as I’m far 

from being in the bearish camp, but it would 

only take an ounce of professional prudence to 

make sure investors are aware of just how 

stretched current valuation levels are relative 

to history (and it would also help to enhance 

one’s credibility). And the valuation levels 

being referenced are on earnings streams that 

are two years into the future.  The current P/E 

multiple on 2020 earnings is approaching 27x, 

and the Cyclically Adjusted (CAPE) ratio is 

above 32x which is north of the pre-Covid 

peak of 31, and also above the peak of the last 

cycle in 2007 at 27.5x.  There are plenty of 

arguments that can be made to explain why a 
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structural shift upwards is underway in which 

equity markets are being re-rated higher, but 

academic and theoretical arguments aside – 

let’s just call a spade a spade and admit to one 

another that valuations are high relative to any 

other time in the history of the U.S. stock 

market.          

 

High valuations aren’t a guarantee that 

markets are set to crash or that investors 

should head for the hills, but they should 

provide investors with information that 

informs their view to expect lower future 

returns.  We very well could be in a situation 

where the price of the broad stock market 

pauses and treads water, allowing the 

optimistic projections to live up to the billing.  

I know it may not seem like it, but that would 

be a constructive development and far better 

than prices continuing to run unchecked to the 

upside which only sets up a deeper trap door 
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the next time an unforeseen negative catalyst 

comes along.  “Well Corey, interest rates are 

so low, and there is nowhere else to go with 

one’s capital…”  I don’t disagree and I share 

such a view, but I hear very few people asking 

the question of why interest rates are so low?  

The answer is because economic growth 

(outside of bouts of massive fiscal and 

monetary stimulus) is stuck around 1 – 2%, 

demographics are poor, inequality is at an all-

time high, and inflation is non-existent.  These 

are the sort of fundamental variables that 

financial textbooks tell you should act as 

suppressants to equity valuations, but today 

we figure out some creative way to re-

interpret them as multiple enhancers.   

 

Alright, my pity-party for how I think things 

should be is over.  Let me turn the page to the 

world that is, and let go of the investment 

world that I think should exist, as it’s the 
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former one we all have to invest in anyways.  

The reality is that this is not like markets of 

the past where fundamentals ruled the roost 

and active managers determined the marginal 

price of a security.  Today we have markets 

that are driven by capital flows, central bank 

intervention, and passive investors who quite 

frankly don’t care about fair value in that they 

believe the last price is the best price and the 

right price.  We are in a world today where the 

yield on a 2-year sovereign note in Greece is -

10 basis points.  Greece carries a credit rating 

of below investment grade, a la, junk quality.  

The 5-year note yields 8 basis points and the 

10-year is at 0.71%.  Compare this to the 

yields on U.S. Treasury bonds (2-year 

+0.18%, 5-year +0.40%, and 10-year 

+0.90%), and the U.S. carries a AAA credit 

rating (highest in the world).  Insofar as this 

makes no sense at all, why should anything 

else?   
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It looks as though investors are treating the 

latest rise in Covid-19 case counts as a non-

event, or they are willing to look through the 

negative impact of renewed lockdowns and a 

retrenchment in economic activity as short-

lived given the recent vaccine announcements 

out of Pfizer and Moderna.  In some sense 

these vaccines and advancements in antibody 

therapeutics (Eli Lilly’s) is akin to the Fed’s 

massive intervention in March.  Afterall, what 

the economy needs more than anything is to 

get back to operating in some state of 

normality and these developments on the 

medical side definitely bring forward that 

expectation to sometime in Spring / early 

Summer of next year.  Perhaps this is what 

investors lean on over the next couple of 

months if/when the economic data turns down 

as activity levels wane going into the holidays.  

I know that is a major variable in the back of 
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my mind as I look out into 2021 and position 

capital accordingly.    

 

According to some of the economists whose 

work I track, the timing of mass inoculation of 

the U.S. population could mean GDP for 2021 

comes in at 4.5% on the high end or as low as 

1% on the low end.  The later the inoculation 

of the masses, the lower growth will be for 

2021 and that activity will be pushed into 

2022.  Nevertheless, what’s important for 

investors to consider is that the risk of the U.S. 

economy slipping back into a recession are 

extremely low at this point with all the 

stimulus that has already been injected into the 

system and likely more to come in the future.  

The following chart from Russell Napier of 

The Solid Ground, which measures the year-

over-year % change in broad money growth at 

17.4%, depicts just how much stimulus is in 

the global system.   
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On only four occasions since 1981 has this % 

change been higher, and once global 

economies re-open in full, pent up demand is 

acted upon, and the nearly 15% savings rate 

gets pared down – we’re looking at global 

economic growth that could surprise to the 

upside to what are already strong expectations.   
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In a nutshell, what I’m getting at is that even 

though I think sentiment and valuations are at 

elevated levels at the moment, I don’t think it 

is prudent for investors to get overly negative 

on the long-term investment backdrop.  For 

me, I am willing to and am expecting to have 

to endure some choppy seas over the next 3 – 

6 months with the expectation that the 12 – 24 

months that follow that will have more 

tailwinds than headwinds.  At that time, we 

will still have risks to contend with (that is 

always the case in investing), but those risks 

are likely to shift from deflation to inflation, 

low interest rates to higher interest rates, and 

policy makers being focused on how to 

address the global over-indebtedness issue that 

restrains economies around the world from 

reaching their potential GDP capabilities.  

This is how the debt constraint looks in the 

U.S. with total debt as a share of GDP at all-

time highs:   
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There are policy solutions to address this, but 

the strategy we choose to pursue will have a 

material bearing on how investors should 

allocate their capital.  It’s never too early to be 

thinking about this, and I assure you I’ll be 
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updating my thoughts on it in the months and 

years ahead.   
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