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Executive Summary

Downside volatility returned during the third quarter after the massive equity market 
melt-up we experienced from the March 23rd lows.  We feel this is representative of  what 
to expect as we head into the election season and Q3 earnings calls.  

• The Committee decided to replace our Large Cap stock selection sleeve with a Mid-
Cap stock selection sleeve, given the rising concentration of  Equity indexes in a small 
number of  very large companies.

• Regardless of  who wins the Presidential election, and we aren’t about to make 
predictions, it appears the likelihood of  a large Fiscal Stimulus bill looks increasingly 
likely.  We expect that this  would help mid-sized companies more than it would help 
large cap companies.

• There are many binary risk events heading into the election that can prove to be 
headwinds for Equity markets, such as a contested election and fiscal stimulus package 
(either they happen, or they do not).

• Q2 Earnings got the benefit of  the initial adrenalin shot of  re-openings and continued 
Fiscal & Monetary stimulus.  We do not think the Earnings picture for Q3 will be the 
same story as COVID cases spiked during the summer, and stimulus ended in August.

• Real Estate markets have proven somewhat resilient in certain Sub-Segments of  the 
market, and there should be opportunities to take advantage of  depressed asset prices 
in other sectors.

Included in the report are:
• A recap of  key portfolio changes we’ve made as a result of  the over-concentrated 

indices.
• Revisiting the US Equity Market Valuation Metric: Market Cap to GDP Ratio
• A quick pulse of  the real estate markets and how we are taking advantage for clients
• Our thoughts on current risks to the markets and our positioning headed into fall.
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Active Management Decisions During the Quarter

Key Takeaways

• Our rotation out of  our Momentum Large Cap Technology stocks proved to be an effective active management 
decision, as the top 8 Technology stocks saw a nasty drop in an 8-day period from August 31 through September 
8th (FB (-10.4%), AMZN (-10.8%), NFLX (-8.9%), MSFT (-12.5%), APPL (-15.9%), GOOG (-11.3%), TSLA (-
33.7%), NVDA (-16.9%)) and we had exited our positions prior to this move down.

• Our Investment Committee agreed that we would remove our US large cap stock selection satellite and replace it 
with a US mid-cap satellite.  A driving factor behind this  was the increasingly large weight given to the 
technology and communication stocks listed above in the benchmark indexes such as the S&P 500 and the 
NASDAQ 100.  The S&P 500 index is a key holding in our passive Equity allocation, which forced us to re-
consider our Large-Cap stock selection sleeve in order to diversify away from this concentration.  

• Although many polls are showing that Joe Biden has an increasingly large lead over President Trump, we have to 
remember 2016 and realize that  polls are polls, and anything can happen in elections, We are positioning the 
portfolios to prepare for a possible outcome that could lead to a very large Fiscal Stimulus package.  We feel that 
small and mid-sized companies stand to benefit the most from a large Fiscal package, which is another reason we 
believe it is prudent to rotate out of  large cap stocks and into mid-cap stocks heading into the election.

• We rotated out of  our Metals and Miners positions as prices soared very high, very fast due to (what we believe) 
was a combination of  logic, and FOMO (fear of  missing out) from investors.  We still believe that longer-term, 
inflation could be the big issue and the Fed even came out and said they are raising their “comfort zone” for 
inflation going forward.  As such, we took advantage of  an overreaction in the market, but expect to re-enter these 
stocks as prices reach more justified levels.

• With the ever present possibility that we have a contested election, we are also trying to protect against losses and 
increased volatility in our Core Portfolios.  We traditionally have used S&P Index Put Options to hedge downside 
volatility; however, the price of  option protection is quite elevated, and so we have determined that an increase in 
our cash position by 3-5% should achieve a similar downside protection in the event markets pull back.



US Equity Market Valuations Continue to Press Historic Levels

• We showed this graph in the last update, however we think it warrants another cameo.  We saw Equity markets pull back 
off  their all-time highs during a volatile September, with the NASDAQ correcting -10% off  of  highs.  This barely put a 
dent in overall market valuations, however.  The US Total Market Cap (the combined value of  all publicly traded US 
Securities divided by US Gross Domestic Product) is now at 175.3%, the highest level in recorded history and 28.6% 
higher than the Tech Bubble (Ycharts).  One might say this is the most expensive equity market, ever, and the argument 
we frequently see suggests that if  the Fed is holding interest rates near zero, investors can justify higher PE multiples.  
These arguments often fail to leave out the other critical ingredient to a price to earnings ratio, which is GROWTH, 
however..

• We are still in a recession environment with unemployment hovering between 9-10%.  Additionally, we are heading into 
a quarter with no additional fiscal stimulus yet, and we believe the pace of  bankruptcy and unemployment may take a 
tick up during the quarter.  Rising COVID cases nationwide are not going to help, either.

• We take the stance that markets continue to look overvalued, and give it a higher likelihood than not that there will be a 
“cleansing” of  this absurd PE expansion (primarily in momentum driven big Tech) we have seen over the last 6 months 
with a normal, healthy correction heading into the Fall (among other reasons – discussed next).
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Growing Risks in the Financial Markets

Key Takeaways

• The White House says they want it, the Democrats have already passed it, and the Fed has repeatedly stated 
more Fiscal support is needed to prevent further negative shocks to the US Economy.  Stimulus, that is.  
Perhaps the market gets this much needed stimulus package (disagree on the amount, but Americans are 
suffering, and temporary job losses are becoming permanent ones), but right now it is clear the markets are 
driving higher on “hopes” of  a stimulus package.  This seems to be the new “China Trade Deal” news cycle, 
often used to buoy markets when they became volatile.  Never happened.

• There remains a widening disconnect between fundamentals and markets, as referenced in the previous 
chart.  As Mohammed El-Erian (well-respected Economist) puts it, “The positive hope is that a better 
economy will validate the asset prices.  But in the short-term, even if  that doesn’t happen, people are willing 
to ride that wave, which makes the disconnect even bigger.”  Often these types of  disconnects do not end 
well, and we see no evidence to validate the age old saying “this time is different”.

• Binary risks in the markets seems endless right now.  Will there be another  stimulus package, or not?  The 
Fed can add more liquidity, or they may not.  The Election can be contested, or maybe it won’t be.?  On, and 
on, and on.  Uncertainty.  So we proceed cautiously.

• We had a pause from COVID as the US flattened the curve back in early spring.  We also had Fiscal 
Stimulus in full swing.  This led to better than expected earnings during the quarter; however, this 
upcoming quarter could be an entirely different story.  It includes a full month when the extended stimulus 
checks did not continue.  COVID cases were rising rapidly in early summer and have steadily increased 
nationwide since then.  We can see a scenario wherein earnings could shock to the downside this quarter, 
which theoretically SHOULD be a negative shock to equity markets.  Based on the growing risks heading 
into the election, it would be surprising. to say the least, to see the market shrug off  bad earnings and push 
markets back to all time highs by the end of  the year.



Real Estate Update

• Note: REIT data on Real Estate should be taken as a decent indicator of  Private Real Estate, although there is often a lag between 
declines in REIT values, and actual underlying property values (largely due to liquidity in the REIT space versus Private space).  It 
nevertheless gives a pulse on the US Real Estate sectors, and what opportunities there might be coming out of  a recession.

• It will come as no surprise that Large Commercial Office property is down significantly from the early 2020 highs.  This Pandemic 
has the potential to change the office space landscape for some time to come, and we are already seeing that occur in New York, a 
powerhouse historically for office property in the US.

• Distressed Hotel Properties look to be an attractive market to consider allocation of  capital into.  A similar story played out in 2001 
after the 9-11 Terrorist Attacks, when travel came to a halt.  Also coming out of  the 2008 recession, skilled Hotel Operators were 
able to acquire failing Hotels at a fraction of  their pre-recession value, leading to very attractive risk-adjusted returns as the economy 
recovered and business activity resumed.

• We continue to seek Opportunistic Investment Sponsors that have demonstrated the ability to return investor Capital, and make 
sound decisions during periods of  stress such as the one we currently find ourselves in.  Real Estate should continue to be an 
attractive buying opportunity in select sectors of  the market.

A key component to our Client Portfolios is our Real Estate Opportunistic Investments, which offer a contrasting outlook to US Equity 
Markets and may hold attractive opportunities over the next 2-3 years coming out of  this crisis.

“Buy land, they’re not making it anymore”.
-Mark Twain
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Ending Comments

Key Takeaways

• Given the risks discussed throughout our update, we find ourselves again positioning our Core portfolios into a slightly 
Defensive stance heading into the election.  We have a feeling, based on recent events, that we are in for a wild ride in the
Political arena over the next two months.  As such, we have started to increase cash as a protective hedge against downside 
volatility and have the ability to quickly increase these cash positions if  some of  these binary events unfold on the bad side.

• On the Opportunistic side, we are continuing to search for investments that can take advantage of  depressed prices in the  
Real Estate sub-sectors as we believe the Economy will recover in a lower-rate environment, and human activity will return 
to some semblance of  normal at some point in time.  The trillion-dollar question is, when?  Unclear, but Real Estate is a 
long-term investment, and patient investors are often rewarded coming out of  crises such as the one we currently find 
ourselves in.

• To end, here is a picture of  a pangolin, one of  the critters thought to be the cause of  COVID-19.  It is a stark reminder 
that we live on this amazing planet not on our terms, but on the terms of  Mother Nature.  

• We are hopeful that a positive outcome of  this event is that the World can come together and realize these types of  
problems are not isolated to one country, one group, or one political aisle.  They are OUR problems, and it will take all of  
us to solve them.



Disclosures

The views herein are that of  the Silverhawk Asset Management, LLC Investment Committee, as led 
by the Chief  Investment Officer Sean Puckett.  The discussion herein is broad in scope and its 

purpose is purely informational in nature.  This document does not represent a financial 
recommendation, proposal, or suggested allocation strategy.  No part of  this material may be 

referred to in other publications or materials without the written permission of  Silverhawk Asset 
Management.


