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THE VALUE OF INDEPENDENCE

The Relationship between Interest Rates and the Equity The Thinking Man’s
Market Approach

In this issue of the Thinking Man, we analyze the relationship between
interest rates and the equity market in the U.S. After the Covid-19 bear
market of the first quarter of 2020, the equity market in the U.S. has
recovered 57% from the bottom of March 23. As of the end of August, all
three major indices are in positive territory for 2020, with the NASDAQ and
S&P 500 having also surpassed their previous all-time high reached on

February 19. A few mega cap technological companies have led the

impressive rally, which has produced an equity market with an extremely e g
narrow breadth, last seen during the internet bubble of the late 1990s.  SePtember 2020 | Series #78

. . Ignacio Pakciarz | CEO
Currently the top five stocks in the S&P 500 (AAPL, MSFT, AMZN, FB and Felipe Torres | Senior Analyst
GOOG) account for just under 25% of the total value of the index. These e  Equities in the U.S. have rallied
companies have benefited from the stay-at-home economy produced by significantly from the lows of March,
led by mega cap tech companies that
have benefited from low interest
rates and the stay-at-home
economy.

the pandemic and from a collapse in interest rates globally.

This last point is particularly interesting, as equities used to have a
e This behavior has created an

) o ) ) ) anomaly in the equity market, where
booming, equities would rally and rates would increase (fixed income the top five companies in the S&P

significant correlation with interest rates. When the economy was

would lose value). On the other hand, when the economy was in recession, 500 now account for just under 25%
of the index, while the year to date

performance of the average
However, after two crises (Great Financial Crisis and Covid-19) and four company remains negative.

rates would fall (fixed income would appreciate) and equities would suffer.

rounds of Quantitative Easing (QE), this “market axiom” seems to have e A sustained economic recovery
could lead to an increase in interest

been broken. There are three main reasons why the equity market, X X )
rates, which might end up affecting

especially growth technology stocks have benefited from the current low the value of these top companies in

interest rate environment. the index, potentially dragging the
entire market with them.

1. Growth stocks benefit from lower rates *  Nonetheless, our base case scenario

is that rates will remain at current

In a low rate environment, growth companies can take advantage of levels for the near future. Hence, we

maintain a constructive view on the
equity market, but expect the

engage in additional projects that increase future earnings, revenue rotation into cyclical stocks to
continue to consolidate.

favorable borrowing conditions to issue very long-term debt, and

and value for the company. Some firms are even taking advantage of
e We recommend clients build a

“barbell” portfolio, with exposure to
fact, over the past several weeks, we have seen corporate issuance at momentum-tech plays and cyclical

the low-rate environment to secure cheap debt over the long run. In

historical low yields. For example, Google was able to issue debt of stocks that benefit from an
. . . . A economic recovery.
several maturities, at a historically low rate for a high-grade issuer.
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Similarly, Ball Corporation, a company with a BB+ credit rating, was able to issue a 10-year bond with
a spread of just 230 bps or a yield around 2.85%. This marks the first time in recent memory that a
high yield company has issued debt at a yield below 3%.

2. Stocks are not as expensive as bonds

Because of Covid-19 and QE, yields in fixed income instruments have fallen to historical lows. This is
particularly true for sovereign and high-grade bonds, which have negative real returns. Similar to what
happened over the last decade; investors looking for higher returns have been pushed to the high
yield and equity market. In the latter, these mega-cap tech stocks are now seen as “safe-havens” as
their business model actually thrives during the pandemic. Overall, the equity risk premium of the
U.S. remains at around 5%, which is extremely attractive, compared to risk free rates such as U.S.
Treasuries. Hence, as rates remain depressed, appetite for these companies should continue to
increase.

3. Lower discount rates increases the value of growth companies

Finally, most of the value of growth companies is derived from expected revenues and earnings
several years into the future. The fall in rates also reduces valuation discount rates, which significantly
increases the Net Present Value of these future expected cash flows. For these companies, current
earnings, which are highly uncertain due to Covid-19, are much less important than future earnings,
where the pandemic should be under control and the economy should be back to normal. This also
helps explain why current valuation metrics, such as price to earnings of 21x, could be adequate even
as they might look expensive from a historical perspective.

The problem with the current rally, that has analysts and investors worried alike, is that almost exclusively
these mega-cap tech stocks have driven it. As we mentioned previously, they have benefited from the
current low rate and yield environment. The main problem lies in that even as the S&P 500 is currently at
an all-time high, the average stock in the index is still down year to date, with significant losses in some of
the economic sensitive industries. If rates were to increase, sentiment could quickly change towards these
“high-flying” stocks, potentially bringing down the entire market.

Rates usually increase when the economy starts to recover from a recession driven by two complementary
main forces. First, as the economy starts to recover, investors usually divest from safe havens such as
treasury bonds and increase their exposure into risky investments, such as cyclical stocks, that should
outperform with the improved economic outlook. As the economy stabilizes and growth resumes, the
Federal Reserve (Fed) starts to preemptively raise reference rates in an effort to prevent an overheating
of the economy, while controlling inflation. What makes the current bull market potentially fragile, is that
it is extremely “top heavy”, concentrated in a few names that have similar business models and that have
benefited from low rates.
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To expand on the previous point, it is worth looking at the correlation® between the capitalization-
weighted index and the equal-weighted index, which can be seen in the chart below. In a market that is
working correctly, the movement of both indices is very similar as they exhibit a high correlation, usually
above 0.95. In other words, this means that all stocks are moving in tandem. On the other hand, when the
market is not working correctly, the correlation between the two drops, as is currently the case, with the
correlation falling to 0.69. This also occurred during the late stages of the 1998/99 internet bubble.
Counterintuitively, the market could end-up reversing some of its recent gains, if the economy continues
to recover and rates rebound higher.
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Source: Bloomberg, Graph: BigSur Partners

However, even as we are in the middle of the economic turnaround, we believe that rates are likely to
remain depressed for the near future. On the Jackson Hole Symposium, Fed Chairman Jerome Powell
announced that the central bank would allow inflation to run moderately above the 2% target to
compensate for periods where it has run below the objective. This means that a rate increase by the Fed
does not appear in their plans over the next couple of years. In addition, because of QE and Covid-19
derived uncertainty, there is still significant appetite for risk-free assets, and this is not likely to change, at
least in the short term. Hence, we remain constructive on the equity market, as we believe that the rally
should continue, albeit at a slower pace, as investors continue to rotate into cyclically sensitive industries,
sectors and companies.

With this in mind, our recommendation to clients is to have a “barbell strategy” with a portion of the
portfolio invested in momentum-tech plays and another portion in cyclical stocks. The resulting portfolio
would benefit from a continuation of the current rally in tech companies, but would also give exposure to
companies that benefit from an improvement in economic perspectives. The cyclical sectors that we

! The correlation coefficient is a statistical measure of the strength of the relationship between the relative movements of two
variables. The values range between -1.0 and 1.0. A correlation of -1.0 shows a perfect negative correlation, while a correlation
of 1.0 shows a perfect positive correlation. A correlation of 0.0 shows no linear relationship between the movement of the two
variables.
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currently recommend include transportation, travel and leisure, construction, aerospace and defense, and
retailers.
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Important Disclosures and Disclaimers

This material is distributed for informational purposes only and intended solely for BigSur Wealth Management, LLC
(“BigSur” or the “Adviser”) clientele and or other parties to whom BigSur chooses to share such information. The
discussions and opinions in this document (or “report”) are intended for general informational purposes only and are
not intended to provide investment advice and there is no guarantee that the opinions expressed herein will be valid
beyond the date of this document. While taken from sources deemed to be accurate, BigSur makes no
representations regarding the accuracy of the information in this document and certain information is based on third-
party sources believed to be reliable but has not been independently verified and its accuracy or completeness cannot
be guaranteed. Any asset allocation proposals and/or sector recommendations described herein are based on
proprietary ratings and categorizations which involve varying levels of subjective analysis and interpretation.

This article is not intended to provide personal investment advice and it does not take into account the specific
investment objectives, financial situation, and the needs of any specific investor. Views regarding the economy,
securities markets or other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate
and may result in economic loss to the investor. Any strategies referenced BigSur believes may present opportunities
for appreciation over the subsequent time periods. BigSur closely monitors securities discussed and client portfolios
and may make changes when warranted as a result of evolving market conditions. There can be no assurance that
any investment strategies and/or performance included or referenced in the article will remain the same and
investment strategies, philosophies, and allocation are subject to change without prior notice. Any specific securities
or companies identified and described may or may not be held in portfolios managed by the Adviser and do not
represent all the securities purchased, sold, or recommended for advisory clients. The reader should not assume that
any investments in securities and/or sectors identified and discussed were or will be profitable. BigSur may change
its views on these securities at any time. There is no guarantee that, should market conditions repeat, these securities
will perform in the same way in the future.

This report may include forward-looking statements and all statements other than statements of historical fact are to
be considered forward-looking and subjective (including words such as “believe,” “estimate,” “anticipate,” “may,”
“will,” “should,” and “expect”). Although we believe that the expectations reflected in such forward-looking
statements are reasonable, we can provide no assurance that such expectations will prove to be correct. Many factors
including changing market conditions and global political and economic events could cause actual outcomes, results
or performance to differ materially from those discussed in such forward-looking statements. BigSur shall not be
responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly
disclaims any liability, including incidental or consequential damages, arising from any errors, omissions or misuse.
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This information is highly confidential and intended for review by the recipient only. The information should not be
disseminated or be made available for public use or to any other source without the express written authorization of
BigSur. Distribution of this document is prohibited in any jurisdiction where dissemination of such documents may
be unlawful. Please contact your investment adviser, accountant, and/or attorney for advice appropriate to your
specific situation. For complete disclosure information please go to: https://www.bigsurpartners.com/disclosures/
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