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When preparing to write our quarterly outlook to clients, I 
always start by reviewing last quarter’s publication. In 
most cases, the words written ninety days prior have not 
missed the mark by too wide a margin. 

Not this time. Early in last quarter’s note, I said: 

“For now, our outlook is that global equities have entered 
a period of heightened volatility and downside risk 
through year end. The SPX (S&P 500 stock index) has 
overshot its fundamentals, the momentum of the economic 
surprise index is deteriorating and central banks have 
deployed their full arsenal. Investors are concerned by a 
lack of fiscal support and rising policy uncertainty created 
by the approaching US election in November. This 
nervousness is likely to result in meaningful fluctuations in 
stock prices.” 

The outlook missed the mark by a mile. As shown in the 
table above, global stocks and other risk assets posted 
large gains during the final quarter of 2020 despite soaring 
Covid cases (Chart 1) on vaccine optimism and Joe 
Biden’s victory (and the additional fiscal stimulus it will 
bring). Global central banks also did their part to keep the 
punch bowl full by continuing to grow their balance sheets 
(Chart 2). 

The major theme of the second half of 2020 is that free 
money really is free, and that is great for risk assets. 

After a flat October, US large capitalization stocks as 
measured by the S&P 500 Index (SPX) advanced 15.2% 
during November and December and US small companies 
were up over 28% (Russell 2000 Index). The rally has 
continued into January. 

Chart 1: Covid New Case Trends with 7 Day Moving Average 

Source: Access Financial Services using Bloomberg Software & Data 

Chart 2: Size of Central Bank Balance Sheets 

Source: Access Financial Services using Bloomberg Software & Data 

Turning to politics, scenes of mayhem unfolded at the US 
Capitol on January 6 as protesters and rioters flooded the 
building and temporarily interrupted the joint session of 
Congress convened to count the Electoral College votes. 
The incident was the culmination of the past year of 
pandemic-fueled unrest and President Trump’s refusal to 
concede to the Electoral College verdict. Congress 
reconvened later and finished the tally. President-elect Joe 
Biden will take office at noon on January 20. Financial 
markets were unperturbed by the incident, with stocks up 
and volatility down. 

The special US Senate elections in Georgia went on to 
produce a two-seat victory for Democrats on January 5 and 

INDEX 3 Mo. 6 Mo. 12 Mo.
US STOCKS

S&P 500 Index (large-cap stocks) 12.15 22.16 18.40
Dow Jones Select Dividend Index 19.09 21.85 (4.56)
Russell 2000 Index (small-cap stocks) 31.37 37.85 19.96

FOREIGN STOCKS
MSCI EAFE Net Total Return Index (US$) 16.05 21.61 7.82
S&P Europe 350 Index Net TR Index (US$) 15.78 20.66 5.33
MSCI Japan Net Total Return Index (US$) 15.26 23.26 14.48
MSCI Emerging Markets Net TR Index (US$) 19.70 31.14 18.31

COMMODITIES & CURRENCIES
US Dollar (4.21) (7.65) (6.69)
Euro 4.22 8.74 8.95
Gold 0.66 6.56 25.12
Oil (West Texas Intermediate) 20.64 23.55 (20.54)

BONDS
BBgBarc US Aggregate Bond (inv. grade) 0.67 1.29 7.51
BBgBarc US Treasury 20+ Year (3.02) (2.89) 18.10
BBgBarc US Treas. Inflation Protected Secs. 1.62 4.70 10.66
BbgBarc Municipal Bond 1.82 3.07 5.21
BBgBarc US Credit TR (corporate bonds) 2.79 4.33 9.35
BBgBarc US Corp. High Yield Bond 6.45 11.34 7.11
S&P International Sov Ex-US Bond US$ 4.80 9.55 11.16
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have thus given the Democratic Party de facto control of 
the Senate. 
 
The Democratic victory ensures that US corporate and 
individual taxes will go up likely triggering a one-off drop 
in earnings per share for the SPX of about 11%. It also 
brings more proactive fiscal policy. Since the Democrats 
project larger new spending programs financed by tax 
hikes, the takeaway is that the US economic recovery will 
not be undermined by premature fiscal tightening. 
 
The balance of power in Congress is shown in Chart 3. 
The majorities are extremely thin, which means that 
although Democrats now have control, there will remain 
high uncertainty over the passage of legislation, at least 
until the 2022 midterm elections. 
 
Chart 3: Democrats Control Both Houses 
 

 
 
With the results now in, we can now draw at least three 
conclusions about the makeup of US government from the 
2020 election: 
 
The White House’s political capital has improved – 
President-elect Joe Biden no longer faces a divided 
Congress. He won by a 4.5% popular margin (51.4% of 
the total), bringing the popular and electoral vote back into 
alignment. He will have a higher net approval rating than 
Trump in general, and household sentiment and economic 
conditions will improve from depressed, pandemic-
stricken levels. 
 
The Senate is evenly split but Democrats will pass some 
major legislation – Thin margins in the Senate make it 
hard to pass legislation in general. However, the budget 
reconciliation process enables laws to pass with a simple 
majority if they involve fiscal matters. Therefore, 
Democrats will be able to legislate additional Covid relief 
and social support that they were not able to pass in the 
end-of-year budget bill. They will focus on economic 
recovery followed by expanding and entrenching the 
Affordable Care Act (Obamacare). We expect a partial 
repeal of Trump’s Tax Cut and Jobs Act, if not initially 
then later in the year. 
 
Democrats only have an eleven-seat majority in the 
House of Representatives – Democrats will vote with 
their party so 222 seats is enough to maintain a working 
majority. But the most radical parts of the agenda, such as 
the Green New Deal, will be hard to pass. 
 

All Democrats voted against Trump’s Tax Cut and Jobs 
Act, which did not end up being popular or politically 
beneficial for the Republicans. The Democratic base is 
fired up and mobilized by Trump to pursue its core agenda 
of increasing the government role in society and the 
economy and rectifying what it sees as imbalances and 
disparities. This requires revenue, especially if it is to be 
done with only 51 votes via the budget reconciliation 
process. 
 
Looking at sector performance before and after the 
November 3 election and November 9 vaccine 
announcement, there has been a shift from pandemic losers 
to pandemic winners. Big technology and consumer 
discretionary (Amazon) thrived during the period before 
the vaccine, while value stocks (industrials, energy, 
financials) suffered the most from the lockdowns. These 
trends have reversed, with energy and financials 
outperforming the market since November (Chart 4). 
 
Chart 4: MSCI USA Index Sector Returns 

 
Source: Access Financial Services using Bloomberg Data 
 
Biden’s regulatory approach to big technology firms will 
be measured as the Obama administration’s alliance with 
Silicon Valley persists, but tech stands to suffer the most 
from higher taxes, especially a minimum corporate tax 
rate. With a unified Congress, it is also now possible that 
new legislation could expand tech regulation. There is a 
bipartisan consensus emerging on tech regulation so 
Republican votes can be won. Tech thrives in growth-
scarce, disinflationary environments whereas the latest 
developments are positive for inflation expectations. 
 
Strange as it may seem (to me at least) in the midst of a 
once-in-a-century pandemic, a political crisis in the US, 
and weak employment conditions, financial market risk 
appetite is thriving and the past couple of months boarder 
on euphoric. 
 
Anecdotally, we can point to assets like Bitcoin that traded 
at around $10,000 at the end of the third quarter, ended the 
year at $28,996 and topped out at $40,059 on January 9. 
 
I suppose any Bitcoin price is equally valid, whether $400, 
$40,000 or $400,000 since its level is only influenced by 
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the actions of the marginal buyer and there is no 
fundamental valuation anchor. This is why the recent 
endorsements by some institutional investors is so 
powerful as they amount to a lot of new buyers. It is also 
why when prominent Bitcoin players talk about various 
“fundamental targets” I am somewhat amazed because 
they are all arbitrary. These narratives do, however, 
encourage even more new investors.  
 
There is also Tesla, which entered 2020 a bit under $100, 
ended the year at $700 and hit $880 on January 8. It is now 
the fourth largest stock in the US. Not even during the 
dotcom bubble of the late 1990’s did the darlings of the era 
increase their market value by as much as Tesla did in the 
last 12 months. 
 
More broadly, what are widely known as reflation trades 
(trades believed to benefit from super easy monetary and 
fiscal policy and the reopening of society) have taken on a 
life of their own. 
 
> Small cap stocks were the story of the fourth quarter 

and have been since the start of 2021. The Russell 
2000 Index of small capitalization stocks is trading 
37% above its long term (200 day) moving average 
(Chart 5). That is by far the largest margin ever. 
According to Jeremy Grantham at GMO: There are 
150 non-micro-cap companies (that is, with market 
capitalization of over $250 million) that more than 
tripled during the year. This is over three times as 
many as any year in the previous decade. 
 

Chart 5: Russell 2000 Index With 200 Day Moving Average 

 
Source: Access Financial Services using Bloomberg Software & Data 
 

The top ten constituents of small cap indexes are now 
populated by highly speculative names and in the 
Russell 2000 specifically the weights of some of these 
top ten have increased more than tenfold from the 
0.05% median weight in the Index to over 0.5% 
weight. 

 
1 The Put/Call Ratio is an indicator that shows put volume relative to call 
volume. Put options are used to hedge against market weakness or bet on 
a decline. Call options are used to hedge against market strength or bet on 
an advance. Typically, this indicator is used to gauge market sentiment. 

> The put/call ratio1 has historically proven itself to be a 
reliable contrarian indicator. It is now at its lowest 
level since early 2000, suggesting that bullish 
sentiment is extreme. The last time we hit this level 
the S&P 500 entered a three-year downtrend 
afterward. Of course, other factors were involved. But 
it is no secret that the market has not seen a proper 
correction since September 2020. 
 

> The ratio of stock market capitalization to the 
economy (known as the “Buffett indicator”) is at all-
time highs – and way beyond the equivalent measure 
during the dotcom era (Chart 6). 

 
Chart 6: Buffett Indicator: Composite Market Value to GDP 

 
Source: CurrentMarketValuation.com 

 
> Investors are leveraging their exposure to stocks using 

call options at two to three times the level of the last 
ten years (Chart 7). Also according to Jeremy 
Grantham, the volume of small retail purchases, of 
less than ten contracts, of call options on US stocks 
has increased eight-fold compared to 2019 and 2019 
was already well above the long run average. Over 18 
million calls in sizes of ten contracts or less were 
purchased in the first week of December, the highest 
ever, according to the Options Clearing Corp. Further, 
just over 16 million calls were purchased in the first 
week of January alone. 

 
Chart 7: Call Options Traded, 20 Day Moving Average 

 
Source: Access Financial Services using Bloomberg Software & Data 
 

Sentiment is deemed excessively bearish when the Put/Call Ratio is 
trading at relatively high levels and excessively bullish when at relatively 
low levels.  
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> The market for initial public offerings (IPOs) has also 
turned into a venue dominated by exuberance with an 
83% increase in 2020 relative to the average of the 
prior five years. 

 
Chart 8: Market Value of IPOs in Billions 

 
Source: Access Financial Services using Bloomberg Data 

 
> Stocks of companies with the weakest balance sheets 

have outperformed stocks of companies with strong 
balance sheets by 16% since September 30, 2020. 
(green box in Chart 9) 

 
Chart 9: Weak Bal. Sheet Companies Outperforming Strong 

 
Red line shows relative performance of weak balance sheet companies vs. 
those with strong balance sheets. Source: Access Financial Services using 
Bloomberg Software & Data 
 
> This also holds true for profitability. The chart below 

shows a Goldman Sachs index of technology stocks 
(using a broad definition) that are not profitable. The 
index went nowhere in aggregate since its genesis in 
2014 through April 2020. Since then...well, look at 
Chart 10. 

 
Chart 10: Share Price of Tech Firms That Make No Money 

 
Source: Access Financial Services using Bloomberg Data 

There is something both remarkable and disturbing 
about a chart like this. Interestingly, this index is 
completely unchanged over the last 18 months when 
priced in Bitcoin. Whether that says more about 
money-losing tech stocks or “digital bubble” 
cryptocurrencies I don’t know. 

 
From a valuation perspective, much of the story remains 
the same. The stock market is near its all-time high not 
because corporate earnings are so strong, but because 
valuations stand 41% higher than at the beginning of 2020 
(Chart 11).  
 
Chart 11: Stock Market Valuation Vs. Corporate Earnings 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
Valuations have surged largely because interest rates have 
collapsed (Chart 12) and fiscal stimulus is in overdrive. 
Even relative to today’s ultra-low interest rates, technology 
related sector valuations are now extended. 
 
Chart 12: Stock Market Valuation & 10 Year Treasury Yield 

 
Source: Access Financial Services using Bloomberg Software & Data 
 
The fragility is that technology related stock valuations 
have become ultra-dependent on low bond yields in a so-
called ‘rational bubble’. The earnings yield premium on 
tech stocks versus the 10-year bond yield is at its 2.5% 
lower threshold that has signaled four previous market 
instabilities (Chart 13). These previous episodes resulted in 
an exhaustion, or worse, a correction in the stock market in 
February 2018, October 2018, April 2019, and January 
2020. Just as important, these points of fragility signaled 
that bond yields were approaching a major or minor peak. 
The risk is that a meaningful rise in bond yields could once 
again undermine the stock market. 
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Chart 13: Tech Stock Valuation Are Fragile 

 
Source: BCA Research 
 
We can look at the valuation challenge through a couple of 
other vectors as well – those that are more directly tied to 
inflation. A good indicator for intermediate-term equity 
market timing is the real (inflation adjusted) earnings 
yield, which is simply the inverse of the market’s 
price/earnings ratio deflated by headline consumer price 
inflation. This measure dipped below zero just before the 
bear-market declines of 1987, 2000 and 2008, providing a 
useful warning signal. The metric is currently just below 
2% (Chart 14). While that is obviously still a ways from 
zero, it is nevertheless near the lows of the post-Great 
Financial Crisis (GFC) era. The last two times it reached 
this threshold were the late summer of 2018 and the 
beginning of last year – both of which preceded sharp 
declines in the index. 
 
Chart 14: S&P 500 Real Earnings Yield (earnings/price) 

 
Source: Access Financial Services using Bloomberg Data 
 
It is going to be interesting to see how this metric evolves 
over the next couple of quarters. In any event, we can draw 
a similar conclusion from an earnings yield model which 

attempts to explain the level of valuation multiples through 
the prism of economic and financial fundamentals – both 
their rates of change and their volatility. For much of the 
post-GFC era, the modeled earnings yield was lower than 
the actual one. In other words, the framework suggested 
that stocks should trade on a higher multiple. That is 
certainly not the case now, and the discrepancy looks an 
awful lot like we observed at the highs of the dotcom 
bubble. 
 
Chart 15 portrays this via price/earnings ratios rather than 
earnings yields. As you can see, this is one of only three 
occasions of extreme overvaluation when the modeled and 
actual multiples are not moving in the same direction. The 
first of those, in 1991, perhaps offers some mitigating 
circumstances, insofar as trailing earnings were depressed 
by the 1990 recession – the one year forward expected 
price/earnings ratio was actually below the modeled 
estimate. That was not the case in 2000, however, and it is 
not the case now. The price/earnings ratio based on one-
year forward earnings per share expectations (22.1 at the 
end of last year) is still way above the model equilibrium 
estimate (15.6). 
 
Chart 15: Modeled & Actual P/E Ratio of the S&P 500 

 
Source: Bloomberg 
 
It is true that misvaluations based on any model are not 
some sort of holy grail of guaranteed investment 
performance. However, there does seem to be some 
information in the signal. There is a positive correlation 
between the actual versus modeled SPX earnings yield and 
subsequent one-year performance going back to 1960. 
Somewhat ominously, the current spread (-3.1%) is so big, 
it is literally off the chart (Chart 16). 
 
Chart 16 

 
Source: Bloomberg 
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I was looking at a global equity index monitor recently, 
and noticed that a funny thing has happened on the way to 
reflation-trade riches. Despite the enthusiasm for the blue 
wave stimulus narrative, US equities – at least the large 
cap hegemons – are underperforming the rest of the world 
year-to-date. It is true that the year is only a couple of 
weeks old, but thanks to the rotation within the US stock 
market, it feels like something has changed – maybe 
something significant. We will only know that in the 
fullness of time, but if the Fed actually succeeds in 
generating the inflation it has targeted for so long now, a 
lot of current valuations look very challenging to sustain. 
 
While it is still early in the new year, obviously a lot can 
change. But it’s notable that in the equity space, the 
performance themes thus far are a continuation of those set 
in motion toward the latter stages of last year. One of the 
most noticeable of these is the tendency of the SPX to lag 
against benchmarks that it has spent the previous decade 
trouncing – US small caps and key indices in the rest of 
the world. Even though we are only a couple of weeks into 
the year, the year-to-date performance lag between the 
SPX and the rest of the world is already the largest since 
the autumn of 2015.  
 
Looking ahead, the pandemic will ease in 2021, and with it 
many of the restrictions on our lives. Yet when it comes to 
the economy and investment, the great reopening narrative 
for 2021 is misleading because the world economy has 
already largely reopened. We quickly learned that, with 
some adaptations, like working from home, and doing our 
shopping online, almost all economic activity can resume 
during a widespread global pandemic. As a result, global 
profits have already rebounded very strongly (Chart 17). 
 
Chart 17: Global Equities Sales and Profits (Earnings/Share) 

 
Source: BCA Research 
 
Manufacturing is open. Construction is open. Industrial 
production is open. Finance and most services are open. 
Looking at the world’s two largest economies, China is 
already beyond its pre-pandemic levels of output while the 
US is only 0.9% below (based on the Atlanta Fed Nowcast 
of 2.6% growth in the fourth quarter). 
 
Even though economic output has largely recovered, it 
does not feel like it to most for a number of reasons. 
 
First, the most disrupted activities comprise so-called 
‘social consumption’ such as going to bars and restaurants, 

having friends over for dinner, and going on vacations. In 
other words, all the fun things in life. Although these 
activities account for just 10% of economic output, they 
likely account for a much bigger proportion of our 
happiness. 
 
Second, we are producing and consuming the 90% of 
undisrupted output differently. For example, working from 
home, doing business meetings virtually, and doing our 
shopping on-line. 
 
Third, although the disrupted activities account for just 
10% of output, they account for a very significant 25% of 
all jobs. The implication is that the jobs market has not 
snapped back to the same extent as output. Indeed, long-
term unemployment continues to rise (Chart 18). 
 
Chart 18: Long-Term Unemployment 

 
Source: Access Financial Services using Bloomberg Data 
 
In the great reopening narrative, the end of the pandemic 
will allow the full reopening of offices, shops, restaurants, 
bars, travel and leisure. But will former office workers 
flock back to their offices full-time, or even majority-time? 
Will consumers flock back to bricks-and-mortar retailers? 
Will firms flock back to the same extent of business travel? 
Probably not. 
 
The reason we will not go back to the pre-pandemic way of 
doing things is because, in many cases, we have found a 
better way of doing things. In 2021 and beyond, we will 
continue to work, shop, and interact more remotely, not 
because a pandemic forces us to, but because it improves 
the quality of our personal and working lives. 
 
Unfortunately, there will be collateral damage. As working 
from home becomes mainstream, the ecosystem of city 
center bars, restaurants, and shops that rely on office 
workers will contract. Likewise, as online shopping 
becomes the default, bricks-and-mortar retailing will go 
into terminal decline. This is significant because retail 
employs 10% of all workers in the US, the majority in 
bricks-and-mortar retail outlets. In the same way, more 
online meetings and fewer business trips means less 
employment in the travel and accommodation sectors. 
 
The common thread connecting retail and accommodation 
and food services is that they produce relatively little 
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output, but account for a lot of jobs – in fact, just 8% of 
output but 20% of all jobs. As these sectors contract, the 
good news is that the impact on economic output will be 
modest. The bad news is that the ultimate impact on the 
jobs market will be distressing. Importantly, this ultimate 
impact on the jobs market will only be felt once the 
government-funded financial transfers eventually wind 
down. 
 
In time, the economy will redeploy the displaced workers 
into growing sectors such as healthcare and education. But 
a process that requires retraining will take years not 
months. During this long adjustment, there is likely to be 
much slack in developed economy labor markets. Given 
that central banks are now explicitly targeting labor market 
slack, these central banks will be forced to keep nominal 
bond yields at ultra-low levels for a very long time. 
 
Manias occur in markets when marginal buyers keep 
flooding in at higher and higher prices. Likewise, panics 
occur when marginal sellers keep flooding out at lower 
and lower prices. The supply of marginal buyers fueling 
the strong uptrend tends to come from longer term 
investors who are uncharacteristically behaving like short 
term momentum traders for fear of missing out on the 
rally. For example, an investor with a 130-day investment 
horizon should not buy because of a one-day or one-week 
price increase. If he does, then his investment horizon has 
shrunk to one-day or one-week. 
 
In this example, the strong uptrend will run out of fuel 
when the 130-day investors who are fueling it are all in. If 
someone now puts on a sell order, there are no more 130-
day horizon investors available to be the marginal buyer at 
the current price. Having sucked in all the 130-day 
investors, an investor with an even longer horizon, say 260 
days, must step in as the marginal buyer. The likely 
outcome is a price correction because the longer-term 
investor is likely to buy only when a lower price satisfies 
his value compass. 
 
The other possibility is that the 260-day investor joins the 
uptrend, becoming a marginal buyer at the current price, 
adding more fuel to the mania. This is the less likely 
outcome because the longer that an investor’s horizon is, 
the more faithful he is likely to be to his valuation 
guidelines. Nevertheless, sometimes even longer-term 
investors let their valuation compass go astray because of 
structural shifts or massive intervention by policymakers, 
allowing the trend to continue. 
 
The above describes what we think is happening with risk 
assets. In a nutshell, when the investors’ “term structure” 
collapses, the probability of a trend reversal increases, and 
the probability of a trend continuation decreases. 
 
To be clear, these rallies can continue uninterrupted as 
long as even longer-term investors get on the bandwagon 
and it is impossible to know the level at which there will 
be no more marginal buyers at the current prices.  

At this point we find ourselves in an environment where 
many stock markets have become increasingly unhinged 
from the economy. I think there are three reasons for this. 
 
The first and most straightforward reason is that, to 
varying degrees, the composition of a stock market has 
become very different to the composition of the economy. 
In the US, the technology sector contributes less than 5% 
to US GDP, yet it contributes 12% to the sales of US listed 
companies. This significant overexposure to tech means 
that the aggregate sales of US listed companies are not 
representative of the US economy. 
 
The second reason is that the stock market is a discounting 
mechanism. Stocks are priced off the economy not as it is 
now, but as the market expects it at some future date. 
 
But what future date? The answer is: it varies. As noted 
above, the market is composed of investors with many 
different time-horizons, ranging from day traders to multi-
decade horizon pension funds. In practice though, the long-
term horizons tend to be fluid, sometimes compressing to 
focus on market momentum, sometimes re-expanding and 
reconnecting to a valuation anchor such as expected sales 
or profits. 
 
The shorter that the average time horizon of the stock 
market is, the more unhinged the market becomes from the 
valuation anchor. When the time horizon ultimately re-
expands, the stock market reconnects with its valuation 
anchor, sometimes violently. Therefore, it is crucial to 
monitor indicators that measure investors’ shifting 
timeframes.  
 
The third reason that stocks can unhinge from the economy 
is that valuation extremes can dominate the price. To the 
extent that a weaker economy depresses interest rates, and 
that valuation is an inverse function of interest rates as 
shown in Chart 12, the paradox is that a much weaker 
economy can cause much higher stock prices. That was the 
story of 2020. The corollary is that the perception of a 
stronger economy, by pushing up interest rates, can 
depress stock and other risk-asset prices. 
 
Central banks now understand this major risk, evidenced 
by the explicit addition of ‘financial stability’ to their 
mandates. Put simply, if stock and risk asset prices fell far 
enough, central banks would be forced to crush interest 
rates. 
 
Given that stock market valuations are an inverse function 
of interest rates, crushing bond yields can give stock prices 
a massive boost which we witnessed last year during the 
sharpest economic contraction in a century. 
 
Nevertheless, we anticipate a near-term exhaustion within 
the bull market for two reasons. First, the earnings yield 
premium on tech stocks versus the 10-year bond yield is at 
its 2.5% lower threshold that has presaged four previous 
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market exhaustions. Second, the average time horizon of 
stocks has compressed materially. 
 
There is little good news left that the market can discount 
to push the SPX higher through the multiple expansion 
pathway.  
 
The near all-time high 23x forward price/earnings 
multiple-implied SPX level will remain a bar hard to 
surpass and, like last summer when the market discounted 
the second wave of infections, it will face stiff resistance 
(Chart 19). We are even more cautious now than we were 
three months ago on the near-term equity market prospects 
and are reluctant to get more aggressive at a 23 handle on 
the forward price/earnings level as the risk/reward ratio is 
skewed to the downside. 
 
Chart 19: S&P 500 Price/Earnings Bands 

 
Source: BCA Research 
 
We previously highlighted how the CBOE’s equity 
put/call ratio (EPC) is reliable contrarian indicator. In fact, 
it has recently reached extreme levels last seen in early-
2010, right before the May 2010 flash crash, which 
eventually morphed into a ten-week 17% peak-to-trough 
drawdown in the SPX (Chart 20). 
 
Chart 20: S&P 500 and Put/Call Ratio (red, shown inverted) 

 
Source: BCA Research 
 
While we are not calling for a steep SPX selloff to 
materialize tomorrow, the message remains the same, 
namely that the market is vulnerable and that investors 
should be wary of chasing it higher. 
 

The EPC ratio is also well-correlated both with the forward 
price/earnings ratio and the Goldman Sachs financial 
conditions index. The multi decade low print in the EPC 
further underscores our thesis that there are little gains that 
will come through the multiple expansion channel as all 
the good news (Fed’s easing, fiscal stimulus, and vaccine 
rollout) is already discounted by the 23x forward multiple. 
 
The latter stages of a bull market are especially perilous. 
Given that bull markets run hot before they end, it becomes 
almost impossibly difficult to resist their pull. The recency 
bias drives an investor to focus on the most recent data 
points to the exclusion of older ones, pointing to higher 
expected returns than might be inferred from a more 
comprehensive sample. The phenomenon encourages 
overexposure to risk at inopportune times. 
 
Professional investors are as susceptible to recency bias 
and overconfidence as non-professionals, and their 
judgment can be additionally clouded by career pressures. 
Those who achieve the longest tenures are at least 
subconsciously attuned to John Maynard Keynes’s dictum 
that it is better to fail conventionally than to succeed 
unconventionally. Staying at the party too long with lots of 
others may hold far less risk than staking out a solitary 
position. Investment management incentives encourage 
groupthink, especially as late-stage bull markets go into 
overdrive. 
 
While many areas of the financial markets are “priced for 
perfection”, I would not characterize the environment as 
being in a bubble. However, several aspects that financial 
historian Charles Kindleberger associated with manias are 
evident. Money is cheap and readily available, and 
valuations are quite high. It can easily be argued that 
anticipation of short-term capital gains is drowning 
consideration of future earnings in many areas of the 
market. 
 
The main valuation metrics clearly indicate that stocks are 
richly priced. The SPX’s forward earnings multiple is 
hovering around two standard deviations above the mean, 
at heights previously reached only in the late 1990s and 
early 2000s. Price-to-sales is at an all-time high, three 
standard deviations above the mean (Chart 21, top panel), 
while book (Chart 21, middle panel) and cash flow 
multiples (Chart 21, bottom panel) are also elevated.  
 
Equity option and IPO activity (private companies going 
public) is indicative of euphoria and overtrading. Equity 
call option volume has surged to record levels, reportedly 
on the back of an explosion in small retail activity, and the 
EPC ratio has fallen to dotcom bubble levels as demand for 
exposure has swamped demand for protection. New IPOs 
have been coming fast and furious (Chart 22) at a 
relatively tender young age. Sponsors’ shift away from 
hoarding early- and middle-stage companies to inviting the 
public to share them may prove to be telling as there are 
many reasons to sell equity interests to the public but 
expecting them to blast higher is not typically one of them. 
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Our cautious stance over the last year or so has resulted in 
underwhelming returns. We now find ourselves facing the 
choice of either ignoring our valuation compass and the 
numerous signs of speculative excess in the financial 
markets and jumping on the reflation trade bandwagon, or 
staying true to our discipline of avoiding investments that 
have become unhinged from their fundamentals. 
 
My personality has generally been one of avoiding 
groupthink and not following Kaynes’s dictum. In the end, 
the results of doing so have been mostly positive. The path 
has not always been pleasant though. 
 
While it has been frustrating that recent gains in the stock 
and bond markets have been most concentrated in assets 
with weak underlying fundamentals and rich valuations, 
we continue working hard to identify investments with 
solid risk/return potential based on strong underlying 
fundamentals. Ultimately, we believe this approach will be 
rewarded.  
 
Chart 21: Valuations Making a Run at 1999/2000 

 
Source: Access Financial Services using Bloomberg Data 
 
 
 
 
 
 
 
 
 
 
 
 

Chart 22: IPO Deal Count 

 
12-month moving average. Source: Bloomberg 
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