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Insights
Equity Risk Still Skewed to the Downside
Optimism about the $2 trillion stimulus package ignited a three-day rally
in global equities this week. While impressive, the S&P 500 regained only
a small portion of the more than 51% return needed to regain levels seen
before the bear market began. Many other equity market indexes exhibited
strong gains as well. However, because their losses have been greater, they
will need much larger gains to get back to pre-bear market levels.

Equity Markets Still Expensive
While the coronavirus pandemic and the severe drop in oil prices
were catalysts for the current bear market, an important preexisting condition to equity price declines was high valuations in
relation to corporate profits. Other contributing factors were slowing
GDP growth, meager-to-negative profits growth, high corporate
leverage, deteriorating leading indicators, slowing employment and a
manufacturing recession, to name just a few.
Even after their recent breathtaking declines, stock prices still appear
to be very expensive. Our latest work suggests the Wilshire 5000
(a broad index of U.S. stocks) is now selling at around 24x adjusted
profits versus its long-term average of 17x. Further, the 24x ratio is
based upon earnings before COVID-19 began to spread and oil prices
collapsed. Earnings for the current and coming quarters are expected to
greatly deteriorate, which should cause this ratio to rise to much more
expensive levels, all else being equal.

Impact of Fiscal and Monetary Stimulus
The monetary and fiscal stimulus that is being injected into economies
and markets around the world is substantial and should help blunt
some of the economic effects of the crisis. However, in the U.S. the
forthcoming $2 trillion is not likely to be sufficient to cause the economy
to spring back to previous levels or cure the large hit to employment
and demand we are now experiencing. This will take more time.

In our view, equity prices,
even at their recent lows,
do not reflect the hit to
earnings that is still coming.
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Further, we do not believe the $2 trillion stimulus will restore profits
to previous levels, let alone move them to levels that would make
previous prices look more reasonable. In our view, equity prices, even
at their recent lows, do not reflect the hit to earnings that is still coming.
Therefore, we view this week’s brief move as a bear market rally, and we
think that equity risks continue to be to the downside.
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We entered this downturn with meaningful assets invested in
defensive asset classes such as short-term bonds and cash equivalents.
Throughout this bear market, we have looked for moments of strength
to add to these defensive positions. This posture has served us well and
helped insulate portfolios from recent severe declines.
While preserving capital when prices are going down is comforting, it
potentially has the added benefit of allowing portfolios to recover more
quickly and resume the compounding of returns that is so necessary to
grow and preserve wealth. It’s simple math. If losses are 50%, a 100%
return is required to get back to “even.” However, if losses are limited to
20%, it only takes a 25% return to fully recover.
Finally, we continue to sift through the opportunities that bear markets
inevitably deliver to patient investors and have begun to take advantage
of some of these opportunities. Specifically, we have taken small positions
in the energy sector of the S&P 500 in equity-focused strategies and
have begun to purchase high-yield bonds in our more-aggressive equity
strategies. We believe both have been unfairly punished and represent
good values when viewed over the next 18-24 months.
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It should be noted that valuations continue to swing wildly. So, if you’re
planning to add to your investments in order to take further advantage
of lower prices, please get these funds to us now so they are available
when it’s time to recommit our defensive assets. We will work with you
to develop a plan to deploy these new monies.
Thank you. We continue to work hard on your behalf.
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