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A Word on the Market
by Pat Adams, CFA

The market had a historic rally last week up about 12% on
the S&P 500, driven by massive short covering, insider
buying and bargain hunters. Some of the moves off the
bottom in depressed value names have been extraordinary.
Early stage bull markets are typically led by value stocks
and small cap companies. This part of the market has some
real gems. As an example, S&P Small Cap Index was up
over 19% last week. Below is the Value Index versus
Growth, the Value Index is up 26% over the 13 years and
Growth up 184%, that is a massive underperformance which
may be in the initial stage of reversing.
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As we have detailed before in other Market in a Minute
weekly updates, we believe the fair value for the S&P 500
is around 2700 and the current price is 2761. Our target is
based on 16.5x 2019 earnings. We believe 16.5x is an
appropriate multiple given the higher amount of risk caused
by the virus. Our range of outcomes is 2400-3000 on the
S&P 500, discounting worse than expected virus trends or
better than expected. Our assumption is in June the economy
starts to get back to normal, third quarter GDP up
significantly, and 2021 trends moving back toward 2019
levels.

The Federal Reserve has done a good job in getting out in
front of this crisis. At last count the Fed has committed to
pouring over $6 trillion into the markets. You could argue
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S&P Sector Performance: As of April 10, 2020
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Interest Rates
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Source: Bloomberg.com

Economic Events This Week
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based on what the Fed is doing the markets could go back to
the old highs. That is a remarkable amount of money! The
Fed’s balance sheet got to $4.5 trillion as a result of the 2008
financial crisis. There is an adage, “Don’t fight the Fed”, we
would strongly agree with that statement. At some point the
virus is going to subside, the economy will come back to
some normal state, and all this stimulus will have a very
positive impact on the financial markets. The government
has made it a point to send a message that there is an endless
amount of money to fix this problem. So, we are creating
another problem down the road.

There are two obvious risks the Federal Reserve and the U.S.
Treasury have been focused on, liquidity risk and credit risk.
The Fed has, more or less, eliminated the liquidity risk. The
Fed has moved all the way into buying junk bonds. The
credit risk has not been eliminated yet, but the Fed and the
Treasury are pushing programs forward to bridge the
economy over this chasm. Earnings reports start this week
and the market already understands the reports are
meaningless. We would focus on the banks. The market
needs to feel comfortable there is not a massive amount of
credit problems that would change this from a very short
deep recession, into a protracted and deep recession. Again,
the banks will give very important commentary about credit
trends this week. J.P. Morgan and Wells Fargo report on
Tuesday, Bank of America, Citigroup, and U.S. Bank on
Wednesday.
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Unemployment
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Economic Events Last Week

Date ‘ Event

Covid-19 triggers mass layoffs starting a

7-Apr nationwide hiring freeze

U.S. Consumer credit increased by $22.3 billion,

7-Apr up 3.5% from the previous month

Fed officials backed a forceful policy to slash rates
8-Apr close to zero, worst case scenario, no recovery until
next year

Jobless claims jump by 6.6 million in early April as
9-Apr virus destroys the labor market; unemployment
likely over 10%

Consumer sentiment drops to 71 in April from 89.1

9-Apr hitting 9-year low

10-Apr CPI dropped 0.4% last month due to virus

U.S. Runs $119 billion budget in March, down

10-Apr from $146.9 billion last year

Source:
Briefing.com
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