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Executive Summary:


The number of new US COVID-19 cases continues to fall and setting the stage for active cases to turn
lower. The solution of wearing masks and social distancing while incredibly hard to gauge in their
effectiveness, yields no statistical evidence of whether they limit the spread.



Despite academia resuming in this new normal, new infections are down. In addition, the number of
deaths reported in Americans under the age of 24 is insignificant when compared to other college
risks (alcohol). Thus, universities could provide the controlled environment to burn the virus out.



The P/E multiple indicates a market that is overvalued. However, the earnings that go into this
multiple have been uncharacteristically challenged by COVID-19. Historic periods of duress tend to
see a fast and magnified recovery in earnings, bringing multiples back to historic norms.



Aggregating earnings growth, dividends, and buybacks highlights that Communications and
Healthcare are pockets of value while Energy and Consumer Discretionary are overvalued. In
addition, all sectors are expected to grow except Energy.



The US consumer remains in great shape with aggregate transactions near pre-COVID levels while
debt service is at an all-time low and net worth at an all-time high. In addition, the hardest hit parts
of the economy are showing signs of life.



Unemployment is already back down to 8.4%. The strength gathering in the labor market is further
exacerbated by wage growth remaining above the historic norm. Lastly, all macro sectors of the
economy are growing or at the very least back to normal.



Interest rates are at all-time lows. However, the yield curve remains normal and is providing banks
the ability to garner interest margin on loans and deposits. From a relative perspective bonds and
stocks are trading near historic norms.



FOMC Chairman Jerome Powell is indicating he will be very loose with monetary policy. Given
inflation is only 1.3% and unemployment is 8.4%, expect interest rates to stay lower for longer and
possibly more monetary stimulus.
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COVID-19 Update:
The number of daily new cases in the US continues to trend lower. This comes despite public schools and
universities around the US resuming classes. This is a very welcome sign for society and the economy at large
as many expected an uptick in new cases brought on by individuals gathering at schools.
The news only turns more positive when looking at active cases in the US. The number of active cases has
not only flattened out, but will begin to decline if the US can maintain its current daily new case rate. Thus,
whether one wants to point to social distancing, masks, and/or the virus itself things are moving in the right
direction.

Given the number of new cases has fallen over the past 2 months the characteristics of this decline need to
be examined for their ability to continue through the winter or in the event no vaccine is discovered.
There is no way to objectively quantify mask wearing and social distancing. However, the New York Times
published a survey where the question was proposed, “Do you wear a mask”? Surprisingly, the hardest hit
spots in the US claim to wear masks the most often as a percentage of encounters. It seems unlikely the
intention of this survey is to dissuade mask wearing, but masks seem to matter little in the grand scheme of
things. This is especially the case for Texas, Florida, and California as infections rose through July despite
mask wearing being mandated by the local governments.
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A more interesting variable to consider is that of the virus itself. The Icahn School of Medicine in New York
published one of the first studies that measures viral load and COVID-19 mortality. The results seem to have
been overlooked by most, but provide increasingly good news about the long term characteristics of the
virus. Specifically and unsurprisingly, there is a positive correlation between mortality and viral load.
However, the viral load was significantly different between patients spread out over a period of March to
May. This indicates a host of explanations, but all good in the long run:




COVID-19 has a lower viral load every time is transmits from one person to the next. Thus, overtime
the virus burns itself out.
Hospitals are more equipped and prepared to fight the virus.
The remaining populace has on average a better immune system that those who have passed.

The idea of the virus burning out becomes even more interesting when considering college campuses.
According to the CDC as of September 2nd, 360 Americans under the age of 24 have died with COVID being
listed as involved in the death. Deaths of Americans under the age of 24 excluding Influenza, but COVID-19
involved is only 117. While death is never meant to be taken lightly, it needs to be put into context. On
average, 1,519 college students in the US die from alcohol-related injuries a year. However, alcohol is not
banned on college campuses nor are students forbidden to go to bars. This ultimately runs to the
inescapable conclusion that college campuses should not only stay open, but open for the sake of possibly
burning the virus out.
Given that new infections and deaths are falling despite schools opening back up is creating a tailwind for the
economy. In addition, the virus is showing the possible characteristic of burning itself out and college
campuses could provide that controlled environment with a demographic base incredibly resilient against the
virus.
The last thing to mention is that of vaccine progress. Nothing has dramatically changed on this front in the
past month. The only thing really changing is that of pandering around the vaccine timeline and availability.
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On September 3rd the CDC released a letter to states to be ready for a “limited” distribution of the vaccine on
November 1st. However, Dr. Anthony Fauci stated, “A coronavirus vaccine for the US probably won’t be
ready before the November presidential election.” Dr. Fauci went on to say, “We’re optimistic that we will
be successful with one or more vaccines, and that will likely start taking place by the end of the calendar-year
2020.”
Despite all the political pandering and rhetoric around the vaccine, progress towards a vaccine is making
headway.

Source: The New York Times

The same three vaccines remain the same with specifics largely unchanged from a month ago.






Moderna – Entered Phase III on July 27th in partnership with the National Institute of Health. The
monitoring of patients is expected to be through October 2022, but if results prove promising the
vaccine will be expedited to approval.
BionTech & Pfizer – Entered Phase III on July 27th. The monitoring of patients is expected to last
through October 2022, but management between the two firms announced they would seek
approval as early as October if results warrant.
AstraZeneca & University of Oxford – Joint effort is in different stages around the world. However,
the Phase III trials taking place in Brazil and South Africa if positive, are expected to file for approval
as early as October.

From a lower new case count to progress on the vaccine, the US has made and is making significant headway
in putting this virus behind the country and world. This virus may never be eradicated from the world, but
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with an effective vaccine and burn rate of the virus itself point to things returning to normal sooner rather
than later.
Equity Market:
SPX Index
+1 Std. Dev
Average
-1 Std. Dev
Z Value
Percentile
28.0x

P/E RATIO
20.56
17.30
14.03
2.91
0.18%
Higher Ratio = historically
overvalued equity market

P/CF RATIO
14.14
11.29
8.44
1.08
14.01%

P/B Ratio
3.68
2.96
2.25
1.35
8.85%

Div. Yield
2.44
1.98
1.51
-0.55
70.88%

Earn. Yield
6.19
5.24
4.29
-1.65
95.05%

S&P 500 P/E Ratio

26.0x

Description
Spot P/E

24.0x

Latest Historic Avg.
26.8x
17.3x

Over/(Under) Value (%)
54.9%

22.0x
20.0x

18.0x
16.0x
14.0x
12.0x

Lower Ratio = historically
undervalued equity market

10.0x

Through August the S&P had returned 9.74% YTD while the ACWI (global equity market) was up 5.14%.
Given the ~35% decline exhibited across all equity markets near the end of March highlights this appreciation
over the year has been incredibly robust from its lows. This pushed valuations to historic highs per P/E prior
to the 1st week of September. As of September 8th, equity markets have fallen nearly 7% from their highs and
brought multiples below their historic level, but still elevated relative to history.
Given the elevated market, the question becomes how to assess the E (earnings) in P/E. If earnings growth is
underestimated this multiple can not only be explained away, but also set the stage for continued
appreciation from the market in aggregate.
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Prior to COVID-19, earnings were growing ~9% per annum. Applying this simple average implies a Forward
P/E (based on the next 12 months of earnings) of 23.8x. This is still elevated to the 17.3x historically
averaged by the S&P over the past 30 years. However, the decline in earnings as a result of COVID-19 is only
matched by a decline in earnings stemming from 2008 and the Great Recession. The Great Recession
recovery kicked off in 2010 with earnings growing 70% after falling 48% from 2008 through 2009. Simply
extrapolating this sort of recovery would put the Forward P/E at 15.3x, below the historic norm and
indicating a cheap market.
All these what-ifs create a speculative range of 9% to 70% earnings growth. The dip in earnings as a result of
COVID-19 was ~16%. This was not nearly the weakness exhibited by 2008 and a sharp rebound of 70% seems
incredibly unlikely given the numerical base and historic trends. However, mild recessions (Eurozone Crisis)
tend to recover from an earnings perspective in a year. Using that proxy would put the Forward P/E at 21.6x,
still elevated, but quickly falling back into a 1 standard deviation range.
All these calculations are ultimately meant to highlight the market seems priced at a fair value given the drop
off in earnings inflating numbers in the short run, but a bounce back in 12 months reflecting a more normal
valuation. Diving further into the numbers highlights where the pockets of value still exist.
Industries
Forward
P/E
20YR Avg.
Premium

Energy

Mater.

Fin.

Ind.

Cons.
Disc.

Tech.

Comm.

Real
Estate

Health.

Cons.
Stap.

Util.

N/A

22.1x

14.2x

25.8x

40.2x

25.5x

22.4x

20.6x

16.7x

20.5x

18.7x

14.7x
N/A

14.2x
55.6%

12.5x
13.6%

15.9x
62.3%

18.1x
122.1%

19.1x
33.5%

18.4x
21.7%

15.7x
31.2%

15.9x
5.0%

16.9x
21.3%

14.5x
30.0%

The cheapest industries based off projected earnings are Healthcare, Financials, Communications, and
Consumer Staples. The most expensive industries are Energy, Consumer Discretionary, Industrials, and
Materials. Energy does not have a current multiple as earnings over the next 12 months are expected to be
negative.
Focusing in on those cheaper sectors yields the following results when aggregating earnings growth along
with dividend and buybacks yields.
Industry
Earnings Growth
Dividend Yield
Buyback Yield
Total
Healthcare
7.9%
1.8%
1.6%
11.3%
Financials
(2.5%)
2.6%
5.9%
6.0%
Communications
5.8%
1.2%
1.9%
8.9%
Consumer Staples
4.4%
2.9%
1.1%
8.4%
Utilities
3.0%
3.4%
(2.2%)
4.2%
Real Estate
0.9%
3.1%
(1.0%)
3.0%
Technology
9.8%
1.1%
2.6%
13.5%
Materials
6.0%
2.2%
2.1%
10.3%
Industrials
4.9%
2.0%
2.5%
9.4%
Consumer Disc.
6.1%
0.9%
1.8%
8.8%
Energy
(34.2%)
6.1%
0.9%
(27.2%)
Bringing all this sector together yields Healthcare and Communications as pockets of value while Energy and
Consumer Discretionary as overvalued.
Before concluding the prior analysis will carry forward a macro backdrop of the economy must be examined.
Specifically that of the US consumer, given we encompass 67% of GDP. Without a healthy US consumer, any
projection of economic growth is under serious threat.
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Economists and the FOMC have become increasingly reliant on high frequency data. This data is often
published weekly, which comes with the benefit of up to date data, but also the potential for mistakes to be
made in a short amount of time. Nonetheless, the following data shows improvement for the hardest hit
sectors of the economy.

Given the historically low interest rate environment, mortgage applications are not only back to normal, but
thriving. Aggregate consumer transactions are nearly back to pre COVID levels, while airlines, hotels,
restaurants, and overall traffic are slowly making their way back up. Where opportunity shines is that of
aggregate transactions almost back to normal, but the hardest hit industries remaining depressed. This
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implies consumers are spending, just on other things. This implication is a tailwind for e-commerce,
electronic entertainment, healthcare, and staples.

Not only is the US consumer purchasing close to pre-COVID levels, but consumer leverage remains a nonissue. Debt service for the household remains historically low at 9.6% while net worth is at an all-time high.
This relationship between net worth and leverage not only puts the US consumer in great shape, but also the
ability to weather an economic storm such as unemployment.

Unemployment nearly reached 15% at the peak of COVID. However, the unemployment rate is already back
to 8.4% while many economists were hoping for single digits by year end. If this trend continues or just levels
off at this point would be a victory for President Trump and Chairman Powell given early projections.
Another important trend to pull from this graph is that of wage growth. Wages are actually rising faster than
they were pre-COVID. Ultimately, the outlook for the US consumer is seeing multiple tailwinds with all-time
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low debt service, all-time high net worth, historically high wage growth, and an unemployment rate returning
to its normal level. The following graphs provide more and more evidence that the economy is returning to
its former self.
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Whether one wants to focus on Retail Sales, Industrial Production, Manufacturing, Sentiment, and/or
Housing the trend is positive or at least back to normal.
In conclusion, the equity market appears to be overvalued when considering the weakness in earnings
brought on by COVID-19. However, a basic extrapolation of earnings returning to pre-COVID levels indicates
a market that is fairly valued. Add in the data that the US consumer remains in great shape, high frequency
data is trending in the right direction, employment is coming back quicker than projected, and all economic
indicators are back to normal paints a robust picture for the equity market. This robust picture gets even
better when considering the alternative (addressed next) and the incredibly accommodative FOMC.
Fixed Income Market
The uncertainty brought on by the epidemic has caused a interest rates to shift lower, this shift has ultimately
resulted in a 5.86% return YTD for the Intermediate Govt/Credit Bond market. This decrease in interest rates
has largely taken place on the short end of the curve as the FOMC cut overnight target rates to effectively
0.00% in the face of the virus.
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Fortunately the shape of the yield curve remains normal (ala long term rates are greater than short term
rates). This curve provides banks the ability to make a net interest margin on the loans issued and deposits
collected.

The run up in equities in August, but resulting price decline so far in September has ultimately put bonds and
stocks from a yield perspective on the same level. However, the equity market still has the draw of
“potential returns” while bond securities are largely fixed rate securities. Thus, equities will most likely
receive a benefit from the sentiment that revolves around locking in a 0.70% annual return for 10 years or
the possibility of much more over the same time frame.
Corporate bonds on the other hand, specifically high yield debt offers some relative spread compared to
history. Investment grade debt has largely returned to a spreads reflective of a pre-COVID environment.
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The biggest issue in the credit market is that of BBB (lowest rated investment grade) exposure in investment
grade indices. Corporate debt remains at an all-time high while the percentage of BBB debt is not only at an
all-time high, but 2x greater than 20 years ago. This has created the unique scenario of historically low BBB
spreads despite an abundance of supply. Fundamentally speaking, one would expect the opposite as less
BBB debt would garner the same amount of demand and drive spreads lower. However, spreads are already
at historic lows. This abnormal environment is most likely being effected by the actions of the FOMC.

Between all the quantitative easing (QE) of the Great Recession the FOMC injected $3,645B into the fixed
income market to shore up liquidity and ensure credit access. In addition, this QE was done over 5 years.
The FOMC did not mess around with COVID-19 and injected $2,790B in a matter of 3 months. Thus, while the
amount of QE did not surpass the Great Recession the sheer velocity of the injection was unprecedented.
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This is one of, if not the largest factor that has driven interest rates lower. By driving interest rates lower, the
FOMC has provided cheap credit to consumers, small businesses, and corporations. This cheap credit has
been argued as not only the reason for limiting the downside in Q2, but also providing the rebound that has
taken hold around the US. The thoughts of the FOMC can best be summed by Chairman Jerome Powell and
his most recent comments:




The economy is still healthy apart from virus-hit areas. There are no issues in the financial sector.
Not afraid for inflation to run above 2% after a prolonged period of being below 2%.
Maximum employment is a broad based and inclusive goal. The FOMC will be highly focused on
promoting strong job growth.

With inflation at 1.3% and unemployment at 8.4% this not only provides the FOMC the ability to keep
interest near zero without fear of inflation, but also the ability to pursue further monetary stimulus. Thus, it
seems the environment of interest rates being lower for longer is here to stay and ultimately provide credit
to all parties in need.
One final note on the policy of the FOMC is that of moral hazard. The FOMC was incredibly resilient during
Q2 and one of the main tenants for the limited downside and quick upside the market has realized.
However, providing artificially low interest rates also creates the environment of firms that would otherwise
go bankrupt hanging on a little longer than would otherwise be permitted. Capitalism is fairly efficient in
sorting out the good firms from the bad and allowing those good firms to gather market share and further
benefit the macro economy. Hindering this process, while positive from a political perspective, can
ultimately create “zombie firms and consumers” who rely on the living to survive. This potential long term
ramification could have dire consequences if this behavior of moral hazard becomes the norm.
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Before concluding this portion of the newsletter, floating rate bonds need to be highlighted.

Given the lower for longer sentiment that encapsulates the fixed income market, high yield bonds have
outperformed floating rate bonds (bank debt) over the past couple of months. This outperformance has
ultimately yielded the conclusion that neither asset class offers significant upside versus the other going
forward. However, the unique benefit afforded to floating rate debt is that in the off chance interest rates do
rise these bonds will participate in that higher rate environment. The opposite could also happen, but given
interest rates would have to turn negative, this scenario seems very unlikely especially given the rhetoric by
the FOMC.
If you have any questions, please do not hesitate to ask.
Respectfully
Kenny Blickenstaff, CFA
CEO, Titan Investment Mgmt. LLC

15

Titan Investment Management LLC
Kenny Blickenstaff, CFA

References:
https://www.nytimes.com/interactive/2020/07/17/upshot/coronavirus-face-mask-map.html
https://www.worldometers.info/coronavirus/country/us/
https://www.thelancet.com/action/showPdf?pii=S2213-2600%2820%2930354-4
https://www.cdc.gov/nchs/nvss/vsrr/covid_weekly/index.htm#AgeAndSex
https://www.collegedrinkingprevention.gov/statistics/consequences.aspx
https://www.wsj.com/articles/colleges-send-students-home-as-outbreaks-worsen-are-they-creating-a-newcoronavirus-threat-11599471000
https://www.cdc.gov/nchs/nvss/vsrr/covid19/excess_deaths.htm
https://www.businessinsider.com/cdc-tells-states-ready-for-vaccine-two-days-before-election-2020-9
https://www.businessinsider.com/coronavirus-vaccine-fauci-says-unlikely-before-election-2020-9
https://www.nytimes.com/interactive/2020/science/coronavirus-vaccine-tracker.html
https://am.jpmorgan.com/us/en/asset-management/gim/per/insights/guide-to-the-markets/viewer
Bloomberg Anywhere

16

Titan Investment Management LLC
Kenny Blickenstaff, CFA

Disclosures:
Titan Investment Management LLC is a registered investment adviser. Information presented is for educational
purposes only and does not intend to make an offer or solicitation for the sale or purchase of any specific
securities, investments, or investment strategies. Investments involve risk and unless otherwise stated, are not
guaranteed. Be sure to first consult with a qualified financial adviser and/or tax professional before implementing
any strategy discussed herein. Past performance is not indicative of future performance.
Titan Investment Management LLC may discuss and display, charts, graphs, formulas which are not intended
to be used by themselves to determine which securities to buy or sell, or when to buy or sell them. Such charts
and graphs offer limited information and should not be used on their own to make investment decisions.
Backtested Performance Disclosure Statement
Backtested performance is NOT an indicator of future actual results. There are limitations inherent in hypothetical
results particularly that the performance results do not represent the results of actual trading using client assets,
but were achieved by means of retroactive application of a backtested model that was designed with the benefit of
hindsight. The results reflect performance of a strategy not historically offered to investors and do NOT represent
returns that any investor actually attained. Backtested results are calculated by the retroactive application of a
model constructed on the basis of historical data and based on assumptions integral to the model which may or
may not be testable and are subject to losses.
Backtested performance is developed with the benefit of hindsight and has inherent limitations.
Specifically, backtested results do not reflect actual trading, or the effect of material economic and market factors
on the decision making process, or the skill of the adviser. Since trades have not actually been executed, results
may have under- or over-compensated for the impact, if any, of certain market factors, such as lack of liquidity,
and may not reflect the impact that certain economic or market factors may have had on the decision-making
process. Further, backtesting allows the security selection methodology to be adjusted until past returns are
maximized. Actual performance may differ significantly from backtested performance.
Model portfolio performance is not shown net of the model advisory fee of 1.00% the average fee charged by Titan
Investment Management LLC, and gross of trading costs based on our Custodian TD Ameritrade. Performance does
not reflect the deduction of other fees or expenses, including but not limited to brokerage fees, custodial fees and
fees and expenses charged by mutual funds and other investment companies. Performance results shown include
the reinvestment of dividends and interest on cash balances where applicable. The data used to calculate the
model performance was obtained from sources deemed reliable and then organized and presented by Titan
Investment Management LLC.

