
After a dramatic sell off in October, the market staged a powerful rally in November. The rally itself was
dramatic, not just because of its velocity, but because it was on the back of out-of-favor stocks. The
indescribable Technology rally finally found a resistance level and turned negative. Vaccine hopes drove this
quick and reactionary move in the market. Suddenly money managers needed to question their allocations and
the bets they have made on the Technology sector this year. We will review the market moves in November,
what our expectations are for the remainder of 2020 and 2021, and how we will strategically approach the
market.

What happened in November?

We mentioned in the October newsletter than October is very volatile, which it was this year. November staged
a formidable rally. Interestingly it turned out to be the largest monthly gain on record for the small-capitalization
Russell 2000 index (1).
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Vaccine hopes ushered in an extreme amount of good will. On November 9th, Pfizer was the first drug
company to report that their vaccine was 90% effective. This was quickly followed by Moderna and
AstraZeneca. This prompted excessive optimism by the end of November.

Investors are betting on the end of COVID. During 2020 Technology was such a powerful sector
because the demand was so high for those companies. All the sudden all communication was remote
based, touch-free businesses were the new norm, and e-purchasing was in higher demand. Traditional
brick and mortar companies have been crushed all year, through lockdowns, partial re-openings, or in
the case of California, counties continually moving between various tiers of restrictions. These
companies’ revenue streams have been devastated. Restaurants, retailers, and small businesses have
all been hurt or forced to close. This is the story of 2020.

When markets react like this, money managers need to do a hard look at their allocations and consider if
a strategic change is merited. The million-dollar question becomes; will this shift in market leadership
continue, or will performance revert to how it had been all year? Several clients have been questioning
whether we should chase these out of favor stocks or not? We have had clients make the case for both
sides of the argument. Here at Winans we love a healthy debate and intellectual discussion, so let us
discuss this at length. Is this rotation out of Tech and into undervalued stocks merited, and should we
chase the performance?

Past performance is not an indication of future results.



In the 3 years prior to COVID, the Technology sector had already been outperforming all other
sectors. Technology companies are still set to end the year with their greatest share of the stock
market ever, topping the dot-com era peak. Despite the pullback in October, populartech stocks
are still number one among the market’s leaders for 2020(2). I would argue that the Tech sector
will still be a cornerstone of the economy even once things go back to “normal”.

Let me first address the skeptical side.
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Investors are making a strategic bet. These stocks have been incredibly beat up and persistently
unpopular, with investors leaning towards splashy large cap stocks and Tech. Investors are
making a deep value bet. They believe that these cheap stocks will recover once the economy
gets back online and will outperform. The issue is that this will be a long-term play with no
guarantee that these companies will recover to a level that will make the time spent waiting worth
it. There is an opportunity cost involved in sitting in those stocks for multiple quarters while the US
slowly recovers from COVID. The opportunity cost is: what other stocks could we have owned that
could have outperform in that same period? There is a finite amount of money to invest, so which
path to take?



Past performance is not an indication of future results.
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Small cap and some midcap stocks are also heavily leveraged and far more dependent on the
domestic economy. The economy is still limping along and has only remained in this relatively
stable state due to the Federal assistance. Small cap stocks did run up in November, but what
happens when Q1 earnings are reported and their numbers are still dismal? Our expectation is that
their stock price will get hammered and we do not want to participate in that.

The expectation is that the economy will recover. There has been more Federal stimulus dumped
on the economy relative to GDP than ever before in history. They have deployed more than during
either the 2008 financial crisis or World War II, when war spending served as de facto stimulus(3).
If the economy does recover, smaller companies could disproportionately outperform. Smaller
companies run lean and mean. With all the stimulus and an economic recovery, smaller
companies have historically outperformed(4). When prices go up, more of the gains fall to the
bottom line than with larger firms. Small companies have greater operating leverage, so their
profits grow faster. They have also historically performed better when inflation takes off, which is
expected at some point(5).
These stocks are relatively cheap compared to their large cap and Tech counterparts. Their price
action has not been reflecting their earnings performance since October(6).
Because small cap stocks have been persistently unpopular, they are also woefully
underrepresented in most portfolios. They have been doing so poorly for so long, many investors
have steered away from them(7). This alludes to lower overall demand by investors, which allows
for an opportunity to buy in a much less crowded space.

Why would investors chase these out of favor stocks, and make a bet that in a post-COVID world the
Tech sector will not be the leader? Let us address the bullish side.

Winans Investment Committee has discussed this at length. It is a conundrum, to shift or not to shift?
We lean towards the belief that these speculators are putting the cart before the horse. There is a
sense of herd mentality here. Investors are piling on to previously out of favor stocks, but COVID
unfortunately is not going anywhere any time soon. At best there could be broad vaccinations available
by mid-2021, that is at least 7 months from now. The Tech sector was very imbalanced, we have
discussed this all year. It needed to come down from the highs and have a mean reversion. However,
we still believe Tech will be a cornerstone of the economy.

There is a famous investor quote that Ken and I love that is pertinent here. “There are two types of
investors, be they large or small: those who don’t know where the market is headed, and those who
don’t know they don’t know.” ~ William Bernstein. We could be wrong with our assessment; however,
we did not go all in on Tech this year and according to Morningstar we still outperformed our
benchmarks and peers(8). We will continue to do what we think is right and we fully acknowledge that
we do not have a crystal ball and no money manager ever gets every call right.



Our strategy is to continue to look for stocks that are technically and fundamentally sound. We do not
take massive sector bets, and we are healthily skeptical of the markets. We are very aware of the
January Effect, and we will discuss that in next month’s newsletter and Ken’s next Forbes piece. The
most important skill for a money manager is to have a clear, concise, thematic approach to the
investment process, and it must be adhered to. Here at Winans, we do have this approach, and we are
sticking to investing the way we always have. We will not chase performance.

What does Winans Investment Committee expect for 2021?

The question on everyone’s mind is, what is in store for next year? After a difficult winter, we expect the
global economy to rebound next year, but structural headwinds remain. We want to see the post
pandemic bounce trigger not just a durable, but a broad-based rally. This is not going to be smooth
sailing. Hopes of further stimulus has stalled and a resurgence of COVID is weighing on the economy.
Economic data is still highlighting that, at best, we are limping along through this crisis. There will also
be profound questions over the sustainability of the recovery. The amount of debt that the US has taken
on, not just due to COVID, will be an albatross around our economy. We do not expect a material
increase in inflation in 2021, but we do see it on the horizon.

We will be closely monitoring the retailers this Holiday season. January tends to be a bell weather for
the entire year, so we will closely watch what the markets do. We are also keenly aware of how
important earnings season will be in January. We also want to see what the new Presidential
Administration will prioritize. We will be looking for continuity from the Federal Reserve with their
policies. We expect interest rates to remain low, and if that changes then the recovery could get rocky.
The old adage, “Don’t fight the Fed,” will be a very key factor for 2021. The way we see it, 2021 can go
one of three ways:

1. Recovery continues and COVID resides. Growth picks up steadily.
2. The vaccine comes out too late before COVID wreaks more havoc on the economy, small
businesses, and the market.
3. There is a combination of the two and the market goes sideways for much of the year.

January will be a key month and bell weather for 2021. Our strategic approach to the market will be
greatly defined by what happens in the market in January.

Questions?

Please reach out if you have any concerns or questions. Know that we are monitoring the markets
closely and are navigating the markets with extreme care. We truly appreciate all our clients and
wish you a very Happy Holiday season. Stay safe and be well.

Winans Investment Team
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