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Memorandum 

 
To:    BCA Clients and Friends 
From:    Sid Nadkarni, BCA CIO 
Date:    July 30, 2020 
Subject:   Recent Market Events – and Looking Forward 
 
 
UPDATE OF MARKET DEVELOPMENTS AND OUR VIEWS (Since our previous mid-May BCA 
Quarterly Capital Markets & Economic Review) 

Dear BCA Clients and Friends, 

We hope everyone is enjoying summer, taking care and staying healthy.  As equity markets 
have de-coupled from near-term economic fundamentals and continued to rally through the 
summer, we wanted to brief you on market and economic developments, highlight a wide 
range of increasing risk factors including an unusually uncertain economic, political and 
health backdrop, and update you on our views going forward.     

Equity Markets Performance 

Since the March 23rd lows, global markets have now appreciated 40%-45% with US equities 
modestly outperforming international markets through July 23rd.   However, as seen in the 
table below, US markets sharply outperformed international markets through the end of 
May while international markets have subsequently outperformed from that point through 
late July.   Overall, equity markets are now close to beginning-of-the-year levels and are 
roughly only 6% lower than Feb 2020 peak levels.   

With large GDP declines expected for 2020, unemployment levels rivaling those experienced 
during the Global Financial Crisis (at least in the US) and spiralling global deficits, many 
investors are questioning 1) what has led equity markets to rally so sharply? and 2) what is 
the outlook going forward? 
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Why Equity Markets Have Rallied So Sharply? 

The reasons for the continued sharp rally in equity markets include a) over-delivering on 
monetary and fiscal stimulus relative to expectations, b) significant positive economic data 
surprises relative to expectations, and c) faster progress towards vaccine and other COVID-
relative therapies.  After the initial scope of the pandemic became clear, investors have 
disregarded depressed 2020 corporate earnings and focused on the potential recovery back 
to Pre-COVID trend earnings levels by 2021 or 2022.  Given the massive present uncertainty 
around current and expected corporate earnings levels, investors are keenly focused on 
datapoints which to date have been unequivocally positive relative to initial expectations: 

 Fiscal and Monetary Policy:   The fiscal and monetary policy response continues to 
substantially surpass expectations.   The Federal reserve has enacted aggressive 
measures (both directly and through messaging) to support liquidity and credit flow.  
Most recently, the European Union approved a joint COVID-19 rescue financing 
package in record time, overcoming the traditional inter-country difficulties of getting 
such ambitious legislation passed. 

o The massive and timely scope of fiscal and monetary policy initially cushioned 
the US economy through its shutdown phase and then enabled significant 

Equity Market Performance YTD

YTD to 19-Feb to 23-Mar to 23-Mar 29-May % off 52-wk % off 52-wk
23-Jul 23-Mar 23-Jul 29-May 23-Jul High Low

US Large Cap 0.9% -33.8% 45.3% 36.4% 6.5% -4.4% 44.6%
MSCI EAFE (Intl. Dev.) -6.5% -32.7% 40.0% 28.3% 9.0% -8.9% 38.4%
MSCI Emerging Mkt. -1.9% -31.2% 43.9% 23.2% 16.8% -6.0% 42.1%

Russell 1000 Growth 14.5% -31.5% 52.9% 40.5% 8.8% -2.6% 52.4%
Russell 1000 Value -12.0% -38.1% 40.6% 34.7% 4.4% -14.5% 39.2%

US Large Cap 0.9% -33.8% 45.3% 36.4% 6.5% -4.4% 44.6%
US Small Cap -10.0% -40.7% 49.4% 39.5% 7.1% -12.6% 50.4%

YTD through July 23, the US has outperformed international equity markets.   This 
outperformance has been driven by a) US higher weighting to more resilient companies in 
technology, e-commerce (Amazon, Microsoft) and b) a larger, swifter fiscal policy response.  US 
large-caps and growth stocks have outperformed small-cap and value stocks for the reasons 
mentioned above as well as having stronger balance sheets.   As such, Intl., US value and US 
small-cap stocks remain further away from their 52-week highs.   This performance dispersion 
could reverse should a cyclical V-shaped recovery manifest itself.  

Since the end of May, international stocks have outperformed the US (especially EM markets).   
This international outperformance has been driven by a) international governments 
demonstrating better control in containing Covid spread and b) stronger economic momemtum 
in China supporting a faster-than expected Chinese recovery scenario
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initial outperformance vs. expectations upon gradual re-opening.  Without this 
support, business rehiring and consumer spending would have been much 
lower.  In fact, through a combination of deferred spending due to the 
lockdowns coupled with fiscal stimulus, US consumer savings as percentage 
of disposable income recently reached multi-decade highs.   

o Central banks’ commitment to maintain ultra-loose monetary policy coupled 
with increasingly aggressive ongoing fiscal policy provides an accommodative 
backfrop for risk assets going forward.     

 Economic Surprises:   Several economic data points related to employment, retail 
sales, housing starts and purchases and other key data have sharply outpaced initial 
expectations (see Citibank Economic Surprise graph below).   

o The pent-up demand and consumer funds available from fiscal stimulus and 
deferred spending appears to have been let loose.  In any case, the magnitude 
of the economic surprises has been unprecedented.  

o Whether this continues remains to be seen as expectations move upwards 
while the economic recovery may show signs of stalling (at least in the US due 
to rapidly increasing COVID spread).   

 

 Health-Related Surprises:   While we are in the midst of a second wave of infection, 
hospitalization and deaths in the US, the stock market has so far shrugged this off.  
Rather, the maket seems highly focused on the prospect for a vaccine.  There has 
been significantly faster progress towards developing a COVID-19 vaccine than 
initially expected.  More than fifteen companies are developing vaccine candidates 
globally and several have reported positive initial trial data.   Many are starting 
accelerated Phase III trials and have already begun manufacturing doses.    

o As such, there is high probability that a vaccine will be approved and available 
for distribution by late 2020 (for essential health / other workers) and more 
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broadly available by spring or summer of 2021.   Of course, the ultimate 
efficacy and adoption uptake of any new vaccine remains to be seen.         

S&P 500 vs. The Real Economy – Key Differences 
 
Another key reason for the S&P 500’s sharp rebound in the face of terrible economic data 
(vs. recent history) is that the S&P 500 is simply not representative of the broader economy. 
The S&P 500 index represents a market-capitalizaton weighted index of the 500 largest US-
listed corporations.   The aggregate composition of S&P earnings in terms of sectors and 
industries is far different from the broader US economy (which includes private companies 
and small-businesses that employ the majority of workers).   Prior to the pandemic, S&P 500 
companies’ profit margins grew from roughly 9.0% to 12.2% since 2010 as opposed to the 
relatively stagnant “broader economy” corporate profit margin trend.  There are several 
reasons behind this margin trend divergence including:  

 S&P 500 companies are more global with significant scale, therefore enabling market 
share gains, higher revenue growth and better diversification potential. 

 S&P 500 companies are able to exert greater pricing power, have more flexible labor 
structures and supply chains and therefore can manage costs more easily. 

 In contrast, smaller “broader-economy” companies and businesses generally have 
more concentrated revenue sources, less labor flexibility, and lower ability to manage 
supply chains and reduce logistics, raw materials, and fixed costs. 

While S&P 500 profits have certainly been impacted in 2020 (consensus forecasts estimate a 
21% decline vs. 2019), they have been more insulated from the negative pandemic effects 
(relative to the broader economy) due to the index’s highly different earnings mix.    

 Compared to the overally economy, the S&P 500’s earnings mix is more weighted to 
high-quality businesses in technology, healthcare, and consumer staples sectors.  
These sectors have largely proved resilient or in some cases even thrived during the 
pandemic as compared to the severe hardship felt by many “main street” small-
businesses (see earnings mix and earnings growth charts on the next page). 

o In contrast, the broader economy has greater profit exposure to sectors facing 
current and perhaps permanent profit degradation (retail, transportation, 
hospitality, and commercial real estate). 

 Moreover, as seen in the charts below, industries most directly impacted by COVID 
(tourism, retail, hospitality, restaurants, and entertainment) comprise 20% of GDP 
and US employment, but ony 7% of S&P 500 aggregate earnings.     

Finally, equity markets are forward looking whereas economic data are inherently backward 
looking.  Given the inherent advantages possessed by S&P 500 companies, investors’ expect 
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S&P 500 profits to rebound much faster during a post-pandemic recovery (compared to the 
broader economy).  
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Equity Market Valuations and Outlook Going Forward 
 

 

Given the rapid appreciation in equity markets since March and elevated valuation levels 
relative to history, our long-term return expectations (7-year forecast) are again muted and 
in-line with our views at the beginning of 2020.   We presently forecast pre-tax average 
annual nominal returns of 6.0%-7.0% for equity markets over the next seven years, below 
the high-SD returns historically achieved.   

 We note that risks may be tilted towards the downside with regards to this forecast 
due to a) unprecedented fiscal deficits with little consideration of long-term impacts, 
b) growing social unrest and income inequality which may be addressed through 
substantial policy changes, c) increasing speculative fever in pockets of equity 
markets and d) potential for unanticipated inflation.  

Over a shorter time period (next 12-18 months), the course of the COVID virus and progress 
towards vaccine treatments will likely dictate equity markets’ performance. 

 Markets will closely monitor upcoming Phase III trial data (expected in the fall) and 
will likely continue appreciating if trial data is positive and vaccine availability 
becomes more certain.   

 Over the short-term, the combination of ultra-loose monetary policy, continued fiscal 
stimulus, significant pent-up demand, and the potential for sharply accelerating 
corporate earnings are all positive factors for continued equity market appreciation. 

Consensus - Equity Market Earnings Est.
Pre-Covid Cons. Cons. Cons. Pre-Covid Last 20 Yr  Last 10 Yr

Index "Trend"* NTM 2021 2022 "Trend" NTM 2021 2022 Avg. Avg.
Price Earnings Earnings* Earnings* Earnings* P/E P/E P/E P/E NTM P/E NTM P/E

US Large Cap (USD) 3,236 180 144 163 190 18.0x 22.4x 19.9x 17.1x 15.9x 15.5x
Stoxx 600 Europe 374 27 20 23 27 13.8x 18.9x 16.3x 13.9x 13.8x 13.4x
Japan Topix 1,573 115 98 112 127 13.7x 16.1x 14.0x 12.4x 14.8x 13.4x
MSCI EM (USD) 1,078 78 71 81 93 13.8x 15.2x 13.4x 11.6x 11.0x 11.1x

* Trend Earnings based on 2020 est. pre-COVID.   BCA NTM, 2021, and 2022
EPS estimates are lower than current consensus estimates as sell-side analysts
have not adjusted 2021 and 2022 forecasts yet

Consensus Earnings Forecasts as % of Pre-Covid Trend Earnings

Cons. Cons. Cons.
NTM 2021 2022

Earnings* Earnings* Earnings*
US Large Cap (USD) 80.3% 90.4% 105.4%
Stoxx 600 Europe 73.4% 84.8% 99.5%
Japan Topix 85.1% 97.8% 110.0%
MSCI EM (USD) 91.0% 103.3% 119.2%

Equity Markets Valuation Multiples

NTM and 2021 equity valuation multiples are well above recent 
historical averages.   However, on a trend-EPS basis, valuations 
are in-line with averages, while interest rates are at all-time 
lows.  Investors' percerptions of how quickly earnings return to 
trend will dictate equity markets' performance from here 
onwards. 
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o In fact, annualized equity returns may be higher than the 6.0%-7.0% long-term 
forecast during the early months and years of the forecast period.   This 
higher-return period may be followed by lower returns over the later years in 
the forecast.  

However, we also point out the potential for increased volatility over the next several months 
driven by a) potential for increased COVID flare-ups which are already occurring across 
portions of the US, b) slower economic recovery or even economic backtracking as a result 
of COVID-related disruptions, c) future disappointments from economic data relative to 
increasingly higher re-based expectations, d) setbacks regarding progress towards vaccine 
development, e) increasing US-China tensions with escalating negative posturing and f) 
scrutiny regarding the US election and any potential substantive policy changes. 

Given the above factors, we recommend that investors maintain their current allocation to 
equities, while opportunistically looking to increase equity allocations should market indices 
decline.   We recommend minor rebalancing among equities (if needed) as described below. 

US vs. International Equities 

US equity markets have significantly outperformed international markets over the past 
decade and that outperformance has continued during 2020 thus far.   

There are several valid reasons explaining US equity market outperformance over the past 
ten years including: 

 US markets have a larger share of higher-quality companies in terms of secular-
growth oriented business models with high returns-on-capital (these companies’ 
share prices have appreciated far more than broad markets in an era of slow global 
growth and low interest rates). 

 US labor policies are more flexible and dynamic than developed international market 
countries, resulting in faster revenue and profit growth for US corporations. 

 Greater US emphasis on a shareholder-focused culture manifesting itself in large 
levels of share buybacks 

 Low starting valuations relative to history    

However, international markets (especially EM equities) have outperformed US markets 
since May in USD terms as the dollar has weakened from March peak levels.  And looking 
forward over the next seven years, some of these US equity factor advantages may be 
reduced or even reversed vs. international equities.    
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 We expect less US labor flexibility as economic populism increases, as well as greater 
corporate focus on all stakeholders rather than just shareholders (which may restrain 
potential margin expansion and share buybacks). 

 US valuations are higher on both an absolute and relative basis to international 
equities, which may constrain US equities’ multiple expansion going forward.   

 The outcome of the US presidential is uncertain and major policy initiatives such as 
the reversal of 2017 Trump-Administration business tax cuts may negatively affect 
corporate profits and US investor sentiment (resulting in lower market mutiples). 

 Finally, we may also witness a multi-year period of synchronized global growth if 
aggressive fiscal policy (i.e. large-scale infrastructure stimulus) continues to be 
deployed alongside accomdative monetary policy.   Historically, European and EM 
equities tend to outperform in such periods given their higher exposure to cyclically-
oriented industries and to global trade.     

Over the next twelve months, we would not be surprised to see international equities 
outperform US equities given a) greater effectiveness by overseas governments in 
controlling COVID spread leading to accelerating economic momentum and b) uncertainty 
regarding the US presidential election.   Asian markets such as China, Korea and Taiwan are 
well-positioned for faster earnings acceleration as those countries have recovered from 
COVID earlier, have been successful at suppressing COVID recurrences, and have relied less 
on deficit-fueled stimulus. 

Based on the above and in conjunction with our 7-Year Capital Markets Forecast (see 
Appendix), we recommend a neutral weighting towards US equities (relative to MSCI ACWI 
benchmark).    

Large-Cap Technology / E-Commerce Stocks (Time to Trim?) 

US technology / e-commerce stocks have substantially outperformed broader US markets 
over the past several years for many reasons including a) market share gains stemming from 
disruption of traditional ecosystems, b) large addressable end markets that are continuing 
to demonstrate high organic growth, c) scalable business models allowing for margin 
expansion, high returns on capital, and rapidly expanding free cash flows and d) plentiful re-
investment opportunities including acquisitions of potential emerging competitors.   

These companies have also significantly outperformed during the recovery post March lows 
(see stock price performance table below).   
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Some companies such as Microsoft, Netflix and Amazon have directly benefitted from stay-
at-home and work-from-home activities.  There are some causes for concern emerging, 
however, including: 

 As seen in the table below, large-cap technology / e-commerce stocks now represent 
23% of the S&P 500 and 38% of the Russell 1000 Growth index market weigthings 
respectively.   These stocks are universally loved and are widely held in passive ETFs, 
making them vulnerable to selling pressure in sudden risk-off environments.   

 

 Furthermore, absolute and relative valuation multiples have expanded and are now 
elevated.  These stocks (and many other high-quality stocks generally) are trading like 
bond-proxies in an uncertain low-growth, low-interest rate macro environment.  

Large Cap Tech / E-Commerce Stock Performance

YTD - 19-Feb 23-Mar to % off 52 % off 52
22-Jul 23-Mar 22-Jul Wk. High Wk Low

Large Cap Tech / E-Commerce
Amazon 67.8% -12.3% 62.9% -3.2% 84.9%
Apple 32.5% -30.7% 73.4% -1.1% 73.4%
Microsoft 34.3% -27.4% 55.8% -1.2% 56.6%
Alphabet 16.8% -30.9% 48.5% 0.0% 48.4%
Facebook 16.9% -31.9% 62.0% -2.4% 64.3%
Netflix 51.4% -6.7% 36.0% -10.7% 92.4%

S&P 500 Index 1.6% -33.8% 46.2% -3.3% 46.4%
S&P 500 Equal-Weighted -6.2% -37.4% 50.0% -9.5% 48.9%

 
Large-Cap tech and e-commerce has massively outperformed the
rest of the market YTD, continuining the trend of the past 5 years

Weighting of Large-Cap Technology / E-Commerce Stocks

Stock Weight Stock Weight

Apple 5.8% Apple 10.2%
Microsoft 5.9% Microsoft 10.1%
Amazon 4.8% Amazon 8.4%
Google 3.4% Google 4.6%
Facebook 2.1% Facebook 3.7%
Netflix 0.8% Netflix 1.3%

Big Tech / Fangs 22.9% Big Tech / Fangs 38.4%

S&P 500 Index Russell 1000 Growth Index
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 Investor expectations for earnings growth have steadily increased making it more 
difficult for these companies to deliver upside surprises.   

o As a case in point, Microsoft and Netflix both fell after reporting June quarter 
results despite delivering earnings beats, an indication of highly elevated 
expections going into results.  

 Regulatory scrutiny of these companies is intensifying and may continue to increase 
under a new US administration should a Democratic sweep occur in the upcoming 
elections.   

 Investor sentiment towards next-generation and high-innovation technology stocks 
is approaching bubble-like levels.  Stocks such as Zoom and Fastly are trading at over 
25x revenues and 150x EBITDA and have attracted the day-trading crowd, and even 
companies such as Pelaton and Nikola have a cult following despite unproven 
business models.   While these stocks are not directly-related to large-cap technology 
stocks, they remain subject to sharp reversals in momentum which could affect the 
broader Nasdaq index sentiment (where many large-cap tech stocks trade). 

 Finally, there remains higher room for larger earnings recovery, positive earnings 
surprises against lower investor expections and valuation multiple expansion among 
cyclical companies such as certain industrials and among companies directly affected 
by COVID.    

As such, we would recommend modestly taking profits and trimming exposures to large-cap 
technology companies at current valuation levels (Russell 1000 Growth ETF as a proxy), and 
reallocating to active managers focusing on other sectors and / or market capitalizations. 

 
  

Large-Cap Tech / E-Commerce Valuations

Cons. Cons. S&P 500 - Equal Weight 
2021 2022 2021 2022 2021 2022
P/E P/E P/E P/E P/E P/E

Apple 23.5x 21.3x 118.1% 124.7% 132.7% 145.2%
Microsoft 29.7x 26.3x 149.6% 154.1% 168.0% 179.5%
Amazon 78.6x 54.3x 395.5% 318.4% 444.2% 370.9%
Alphabet 27.2x 23.6x 136.8% 138.5% 153.6% 161.3%
Facebook 23.9x 19.5x 120.4% 114.2% 135.2% 133.1%
Netflix 54.0x 39.7x 271.7% 232.8% 305.2% 271.2%

S&P 500 Index 19.9x 17.1x
S&P 500 Equal-Weight 17.7x 14.6x

Relative Multiple vs.
S&P 500

Relative Multiple 
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Conclusion: Asset Allocation Outlook 
 
We reiterate our views as stated in our previous quarterly publication (mid-May).   Long-term 
annual equity returns (we define as the next seven years) are only modestly attractive at 
6.0%-7.0%, with potential upside (lower-for-longer interest rate regime) and downside 
(deficits, policy change, speculation, unexpected inflation).   However, given the 40%+ 
appreciation since the March lows coupled with rising risk factors, we advocate a patient 
approach equities, adding exposure when volatility-driven opportunities present 
themselves.   We continue to recommend adding allocations to liquid global macro and long-
short credit hedge funds.     

We do not recommend adding exposure to publicly-traded investment-grade or high-yield 
credit as spreads have compressed materially since the March lows (driven by direct and 
implied Fed support).  However, we do recommend adding exposure to private distressed 
credit funds to take advantage of an emerging distressed cycle.  We see increasing evidence 
of increasing waves of defaults and liquidity needs among middle-market companies, 
especially those that are private-equity owned.    

We look forward to discussing these views and to answering your thoughts about these and 
other topics. 
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Appendix:   7-Year Capital Markets Asset Class Forecasts 
 

 

 Asset Class Annual  Returns Forecast - Next Seven Years * (July 22, 2020)

Annual Forecasted 
Real Returns ** Annual

Next Seven Years Next Seven Years Volatility

USD
Local 

Currency
Constant 
Currency

Constant 
Currency

Equities
US Large Cap 12.2% 6.3% 4.3% 16.0%
US Small Cap 7.2% 4.5% 2.5% 20.0%
Stoxx 600 Europe 4.0% 6.0% 6.0% 4.0% 17.5%
Japan Topix 4.8% 5.9% 6.5% 4.5% 20.5%
Emerging Markets 4.6% 7.1% 5.1% 22.5%

Fixed Income
US Govt 3.6% 0.4% (1.6%) 4.5%
US Corp IG 5.6% 1.4% (0.6%) 5.5%
US High Yield 5.2% 4.3% 2.3% 10.0%
EM Sovereign - USD 5.5% 4.4% 2.4% 9.0%
EM Sovereign - Local Currency (0.3%) 4.9% 2.9% 12.0%

Alternatives, Real Estate and Private Investments

Core US Real Estate - Private (at 
property level) 4.4% 2.4% 8.0%
US Private Equity (Net of  Fees) 14.7% 14.0% 12.0% 20.0%
US Hedge Funds (Net of Fees) 4.1% 5.0% 3.0% 8.0%

* Forecasted returns are projected on a constant currency basis
**  Real returns are net of assumed annual inflation rate of 2%

Annual Nominal Returns (USD)

Past Seven Years


