quar t e r l y m a r k e t r e v i e w
T H I R D q uar t e r 2 0 2 0

q3 20

october 26, 2020

Dear Investors,
It goes without saying that the markets have been volatile this year. By all commonly accepted measures, year-to-date has
been the most volatile in market history, as evidenced by both rapid price decline and subsequent appreciation. Coming
off of solid Real GDP growth of 2.3% in 2019, and unemployment at 50-year lows, the economy was firing on all cylinders…
until COVID hit.1 Real GDP was down approximately 5% in the first quarter of this year and then posted a dramatic 31.4%
decline in the second quarter on an annualized basis. This was the steepest decline since the Great Depression. The third
quarter will likely show a similarly dramatic number, with expectations for GDP growth at 30%+. 2
The troubling, and potentially more menacing challenge longer term, is the divide between the winners and losers
underlying these numbers. During the last several months there has been an even greater disparity between the
companies that have been able to weather the storm, and in some cases significantly benefit from it, and those who are
being drowned by it. After a very strong performance from equity markets July through September, the S&P 500 finished
the quarter up 5.57% on the year. That being said, a basket of the exact same 500 stocks equally weighted (i.e. not market
cap weighted like the index) would have been down -4.75% year-to-date at the end of September. There is something
dramatic going on, which can be clearly seen below.3
t h e f i v e l a r g e s t s t o c k s h av e o u t p e r f o r m e d t h e m a r k e t t h i s y e a r ,
r i s i n g 3 5 % y e a r -t o - d at e w h i l e s & P 5 0 0 i n d e x i s u p 4 %

*Source: Bloomberg and GSAM as of September 30, 2020.

In previous notes we have commented on the potential risks associated with using simple market cap weighted index
funds. In the case of the S&P 500 the Index has become a weighted bet on large cap U.S. technology companies. For 3Q
2020 that was a good bet to make, although going forward it’s anyone guess. What an investor is not going to get is true
diversification amongst 500 names.
As we can see below, concentration in the S&P is at historically high levels. This concentration led to the majority of the
gains over the last several years, however this concentration also has the potential to exacerbate volatility like never
before over the next several years.
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*Source: Factset. VictoryShares, “Cycles of Concentration”.

This pandemic created a landscape that accelerated many of the already unfolding trends in our economy, mainly
the widespread adoption and reliance on everything digital and internet based. Due to the forced social isolation,
our reliance on technology for daily living activities such as buying basic goods (AMZN, SHOP), meeting and
communicating with colleagues and friends (ZM, SNAP) and even medical care (TDOC, AMWL) has increased more than
ever before. Although these are trends that will almost certainly shape our way of life for decades, we as investors have to
be cognizant of and potentially be careful of this recent acceleration.
We continue to believe it is appropriate for all growth portfolios to maintain a material allocation to technology, while
remaining selective within this exposure and managing concentrations. As we have shown before, historically speaking
the largest companies in the world do not remain the largest forever. (See chart on next page)

t o p t e n m a r k e t c a p s : h o w o f t e n d o w i n n e r s s tay o n t o p ?

*Source: Evergreen Gavekal. Gave, Louis-Vincent. “An Investment Thesis for the 2020s”.

Although this trend in technology will likely provide legitimate growth to the capital markets for years to come, there
are certainly elements of euphoric behavior that give us some pause for concern. When we see astronomical multiples
on $400 billion market cap companies (Tesla), stocks appreciating upwards of 50% simply because of announced
splits (Apple), retail investors flooding into and buying secondary equity offerings of bankrupt companies (Hertz via
Robinhood) and frenzied-like initial public offerings like we’ve seen in the SPAC “sector”. We believe it is important to
take a step back and evaluate.
You may have heard or read about SPACs recently in the news. Special purpose acquisition companies (SPACs),
sometimes referred to as “blank check companies”, raise money via an initial public offering for the purpose of finding
businesses to negotiate a deal and merge. While not a new concept, 2020 has certainly brought a surge of these “blank
check companies” coming to market at a record pace.
In between 2009-2019, 226 SPACs raised ~$47 billion. In 2020, and with a full quarter remaining, 160 SPACs have already
raised a whopping ~$59 billion. That is a lot of fresh capital looking for new deals, all of which is on a timeline. This can
sometimes create the perfect storm for pushing already inflated valuations.
Near-term trends in the economy will be heavily influenced by the trajectory of the virus and the timing and availability
of therapies and vaccines to address it. Indeed, the stock market already has begun to anticipate their emergence in the
coming quarters. In the meantime, fiscal and monetary stimulus continues to flow through the economy, providing
a tailwind for momentum in earnings for U.S. companies. Specifically, output should respond to pent-up demand for
services, such as travel and entertainment, as well as goods.
Moreover, the production response should be further stimulated by the need to restore inventories which were drawn
down significantly during the economy’s shutdown and by the disruption of the supply chain in the spring. The
production response, we expect, will also be fueled by a record high personal savings rate. Housing construction has
spiked higher and there is evidence that business investment has started to trend upward. Also, recent declines in the
dollar bodes well for future growth of our exports. All this would occur against a background of ample idle capacity
which would allow the economy to respond to a recovery in demand.

In summary, these supportive economic fundamentals and green shoots balance our caution regarding the rapid growth
of and concentration in the technology sector. The one constant that remains is our awareness of the potential for
enhanced volatility in these final few months of 2020. We remain sober and steadfast in our discipline and commitment
to our processes.
As always, we thank you for your continued commitment and confidence in our team during these challenging times.
Regards,

Christopher Sargent
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Important Considerations:
The views and opinions expressed are for informational purposes only as of the date of writing and may change at any time based on market or other conditions and may
not come to pass. This material is not intended to be relied upon as investment advice or recommendations to buy or sell securities. The information provided is taken from
sources we believe to be reliable but it has not been independently verified. All investments carry a certain degree of risk and there is no assurance that an investment will
provide positive performance over any period of time. Past performance is not a guarantee of future results.
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