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Go to Webster’s dictionary, and you’ll find lots of definitions of the word “mean.”
According to Webster:
1.

Mean – verb – to have in mind as one’s purpose or intention; intended

2.

Mean – adjective – offensive, selfish or unaccommodating, nasty; malicious

3.

Mean – noun – available resources; especially money

4.
Mean – noun – mathematical term, a quantity having a value intermediate
between the values of other quantities; an average or arithmetic mean.

Mean:
A quantity having a value
intermediate between the values
of other quantities; an average or
arithmetic mean.
It’s the last definition that I am going to focus on in this
paper. Mean reversion is the one thing economists and
investment professionals can generally rely on to align
price with value. It also fits my “third-sigma” thinking as
someone who generally runs counter to the groupthink
that so often permeates my industry.
For those of you who don’t understand the concept of
mean reversion, it’s the idea that things like growth rates,
earnings, prices, and returns eventually move toward an
average. It’s what you get when short-term expectations
conflict with long-term reality or visa-versa.
Throughout the history of the equity market, dominant
companies have fallen back only to be overtaken by
innovation, corporate disruptors, or economic shifts that
move away from a company’s core business. This doesn’t
necessarily mean (different use of the word) that
companies go out of business, but it does mean (yes,
consider it a pun) they lose their dominance.
As an example, in just 20 years, the top five S&P 500
companies (determined by market capitalization) have
changed.

Top Five S&P 500 Companies in 2000
1.
2.
3.
4.
5.

General Electric (GE)
Exxon Mobil (XOM)
Pfizer (PFE)
Citigroup (C)
Cisco (CSCO)

Top Five S&P 500 Companies in 2020
1.
2.
3.
4.
5.

Microsoft (MSFT)
Apple (AAPL)
Amazon (AMZN)
Facebook (FB)
Alphabet – Google (GOOGL)

Source: https://etfdb.com/history-of-the-s-and-p-500/

Yes, we are talking about a twenty-year shift. Still,
generally, few companies are immune to the cycle of
creative destruction (that is what generally makes
capitalism great, the constant need for improvement
and innovation). The sum of that destruction is
mean reversion. Tobias Carlisle explains why in his
book title “Deep Value”:
“Mauboussin’s research supports Benjamin Graham’s
view that, while some businesses do generate
persistently high or low returns on invested capital
beyond what chance dictates, there exists a strong
tendency toward mean reversion in most businesses.
For those businesses that do post sustainable high
returns, Mauboussin could not prospectively identify
the factors behind those sustainable high returns. In
other words, they cannot predict which businesses will
sustain high returns on capital and which will revert
back to the mean, which is the average experience.
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Recall that Graham warned about constituting notions of “a
good business” on the basis of a superior record:
Abnormally good or abnormally bad conditions do not last
forever. This is true of general business but of particular
industries as well. Corrective forces are usually set in motion
which tend to restore profits where they have disappeared, or
to reduce them where they are excessive in relation to capital.
Mauboussin observes that reversion to the mean is a powerful
force, and it impacts return on invested capital as it does
many other data series.
…
Here is the simple truth: mean reversion is pervasive, and it
works on financial results as it does on stock prices. On
average, super-normal returns on capital revert to the mean.
Only special cases avoid mean reversion, and the factors that
separate the also-rans from the special cases are impossible to
identify prospectively.”

Bad Breadth?
The S&P 500 Index on a capitalization-weighted basis is
flat year to date (at the end of July). However, without
Alphabet (Google), Amazon, Apple, Facebook, and
Microsoft, which have averaged a 35% return according
to Goldman Sachs, the index would be down 5% for the
year.
The market’s over-reliance on a handful of technology
stocks is creating risk for investors. Fears that the
economy takes longer to rebound could create some
additional volatility for investors.
These stocks have benefited by momentum investors
piling into these names, but by most earnings measures,
these mega-cap stocks are overvalued. These five stocks
have pushed the tech sector’s premium to the highest
level in 20-years. I think about things in terms of mean
reversion, and if the market corrects, these names could
overwhelm investor’s portfolios, creating a snowball
effect.
David Kostin Goldman Sachs Chief US Strategist recently
highlighted this issue. He told investors:
“Narrow market breadth has often preceded large
drawdowns in the past. Narrow breadth can last for
extended periods, but past episodes have signaled belowaverage market returns and eventual momentum
reversals.”
Narrow market breadth is a problem because it exposes
the S&P 500 index to significant losses if any one of these
companies drops significantly. Mr. Kostin goes on to say:
“If the FAAMG stocks decline by 10%, in order to keep the
market trading flat, the bottom 100 S&P 500 stocks would
have to rise by a collective 90%.

Rarely do companies build an impenetrable wall that
protects them from all of their competitors. Great
companies become less great, bad companies either
become less bad or die, and new companies that innovate
become market leaders. Corporate mean reversion has
existed since companies could trade publicly, and their
prices should reflect those realities eventually.

The S&P 500’s concentration goes well beyond the five
largest stocks. A single company accounts for 10% or
more of the market cap in nine out of eleven S&P 500
sectors. Communication services, the index’s newest
category has the highest concentration, followed by
energy and information technology. Investors may not
be as diversified as they thought.
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Unlike Carl Spackler (played by Bill Murray), the
economy has not met with the Dalai Lama, the 12th
son of the Lama, who wears flowing robes and is a
long-hitter. No, the economy is in a little trouble
as jobless claims are moving higher, and other
meaningful economic data is showing a significant
slowdown from May to June. This is primarily due
to the recent uptick in virus cases, which has
affected states like Texas and Florida.
Chairman Powell, in his conference after the Fed
meeting at the end of July, noted the path of the
virus is the key driver of the economy for the
foreseeable future. He repeated that the Fed
would continue to buy Treasuries (because it’s
helping so much) and mortgages “at least” at the
current pace, leaving the door open for
substantially increased purchases.

FAANM stocks (Facebook, Amazon, Apple, Netflix, and
Microsoft) have annualized returns since 12/2014 of 32.97%.
In contrast, the S&P 500 index’s annual return is only 9.95%.
If the index removed FAANM and only looked at 495 stocks
(instead of 500), the return drops even lower to 4.72%
(source AMG Distributors).
Markets tend to repeat themselves, so when I looked back
over the last 30 years of trading, I was able to find that
breadth narrowed ahead of recessions in 1990, the dotcom
bubble of 1999, and the great recession of 2008.

“So I have that going for me, which is nice.”
There is no way to write a paper without a tip-of-the-hat to
the 40th anniversary of CaddyShack. Anyone who plays golf
knows almost every line in that movie. If I am honest, I was
12 years old at the time, and I remember buying a ticket to a
PG-rated moving and sneaking into the CaddyShack theater
because it was rated R. I grew up a lot in those 90-minutes,
particularly learning how to dance like a Gopher.

Source: Orion Pictures

I don’t believe the Fed wants to monetize the increase
in the public debt required to finance the Covid-19
efforts, but they have little option. Their intervention is
happening at an unprecedented scale. When the Fed
buys securities from non-bank entities, it directly boosts
the money supply (M1), and the velocity of money (M2)
has rocketed at an 83% annualized rate over the past
three months. As discussed before, this monumental
surge in liquidity is a crucial factor behind the equity
rally, and the Fed could have a hard time reversing
course anytime soon.
All the data leads me to believe that the Fed doesn’t
want to move to negative rates or “formal” yield curve
control. The Fed is already operating a policy of de
facto undeclared curve. If yields were to rise suddenly,
the Fed would simply increase its purchases of
Treasuries. Therefore, I would be astonished to see the
10-year Treasury yield above 1% until after a proven
vaccine is approved and the economy is clearly on track
to recover. In my mean reversion theory, rates would
move higher, but this could take the longest to play out.
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“Well, we’re waiting” – Judge Smalis

The dollar index, which measures the US currency
against a basket of currencies, was down around 4% for
July. This drop is the largest monthly loss so far since
April 2011 when it lost 3.8% (source: CNBC).
As discussed, the US fiscal deficits, and the need for
monetizing that deficit, is far more significant than any
other country in the world. “Cause and effect” is a
general principle in life, and with the Treasury printing
trillions of dollars, they are diluting the money currently
in circulation.

Source: Orion Pictures

Reversion to the mean (also called regression to the
mean) is the statistical phenomenon stating the greater
the deviation of a random variate from its mean, the
higher the probability that the next measured variate
could deviate less far. In other words, an extreme event
is likely to come back to its average variant.
So as the COVID pandemic continues to spread through
the population, cities restrict businesses (which is a
disinflationary event because it crushes demand), and
the economy struggles. Here are some potential assets
that could see mean reversions as we wait for herd
immunity or a vaccine.
US Dollar

Chart 1 Source: Macro Trends

Chart one is the US Dollar Index over the last 10 years. As
you can see, the dollar has been firm, particularly since 2014.
Strength in the US economy and weakness around the
world, helped the US dollar see gains. But times change (or
mean reversion is an actual mathematical event), and now
the dollar is the world’s punching bag. I believe it’s likely to
stay that way for a while.

On Friday, July 31, 2020, Fitch Ratings affirmed its AAA
rating on the United States Long-Term ForeignCurrency (LTFC) and Local-Currency (LC) Issuer Default
Ratings (IDR’s). However, they revised their outlook to
Negative from Stable. Fitch referenced the ongoing
deterioration in US public finances and the absence of a
credible fiscal consolidation plan. The rating agency
stated, “high fiscal deficits and debt were already on a
rising medium-term path even before the onset of the
enormous economic shock precipitated by the
coronavirus. They have started to erode the traditional
credit strengths of the US financing flexibility, assisted
by Federal Reserve intervention to restore liquidity to
financial markets.”
Thank you, Fitch, for calling out what the talking heads
on business shows (except Bloomberg Surveillance)
fail to discuss with any depth.
The dollar’s pain and surging US debt
have been gold’s gain. In June 2019, I
wrote a paper called “Pot Luck,” which
highlighted gold at $1287. At that
time, I liked the precious metal
because foreign countries were buying
large blocks in a coordinated effort.
Since then, gold has surged and now
is hovering around $2020 per ounce.
With an additional one or two trillion
dollar stimulus coming out of
Washington and the budget deficit
exploding, my love of the commodity
has not changed, and I believe the
potential upside in the “bling” would
warrant a look for investors.
I don’t believe appreciation is in the cards for the US
Dollar, and as I look at the 10Y chart, the dollars mean
(average) would put the greenback in the mid $ 80s
to low $ 90’s range within the next 12 months.
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Equities – The Trillion-Plus Dollar Question

•

Lastly (and one I think the Fed should try to avoid) is
that markets get “flushed,” and we got back to a bear
market. A bear market, by definition, is a market that
declines by more than 20%. I am a subscriber to the
great Gary Shilling, who discussed the narrow nature
of this market. In his August newsletter, he reminded
readers, “Also recall the Nifty Fifty of the early 1970s.
When the only companies of interest to investors
made gimmick cameras, ran amusement parks, and
built motor homes, it was clear the basic economy was
in trouble. What followed was the severe 1973-1975
recession and a deep bear market.”

•

If the economy continues to struggle and is only onethird to half-open, it’s hard to imagine equities
continuing to climb. Yes, the Fed could continue to
dump money into the markets, but that only helps
Wall Street. Main Street is hurting, and the Fed can’t
help them. I fear that unlike the bear market of early
2020, if Gary is right, this would be prolonged as
Washington and the Fed have already spent trillions of
dollars. Fingers crossed he’s wrong.

The question I am often asked is about the equity markets
and allocating money into that asset class. I am sincere
when I tell you I hate this market at present. The equity
market is not operating with real price discovery. No, it’s a
market that is being driven by a game the Treasury and Fed
are playing by dumping dollars into the system. At some
point, this should end, and fundamentals should come back
into play, creating adjustments. I have no time frame on
this, but I believe there is a pretty good probability it could
play out in one of the scenarios below:
•

•

The FAAMGs have benefited from their relative
independence from the traditional economy (maybe
this is the new tradition) as Americans have replaced
face-to-face contact with telecommunications. They
could continue to see more money allocated their way.
Still, they are already costly by traditional valuations
and under fire from regulators in both Washington
and Europe for anti-competitive practices. Secondly,
they could create problems for asset managers who
have five percent limits on allocations to an individual
position. These stocks are becoming substantial
positions in portfolios and could come under pressure
because of the index or portfolio limitations. They
may continue their run, but when the selling begins
and mean reversion kicks in, it could hurt the indexes
as much (if not more) than it helped in this recovery.
In a perfect world, what I would like to see is the
markets broaden out, and other equity sectors catchup. Sectors that investors have ignored but have
stable positive net cash flow and earnings become
“value plays” and start to attract investment again. As
an example, while utilities have been an
underperforming sector, companies like Southern
Company (SO) or Duke Power (DUK) are paying
dividends north of 4%. In my opinion, these
companies become “bond proxies” for investors who
are getting negative real yields in bonds (note:
advisors and investors should do due diligence, and all
are subject to risk). However, a broadening of equity
investment would indicate to me that the economy is
finding footing and on its way to recovery.

I guess you can label me mean for making you read
seven pages. This paper is on the longer side of my usual
diatribes. For that, I apologize.
However, over the last few years, I have discussed my
apprehension of all of the monetary games central
bankers around the world have played. They hadn’t
learned their lessons from 2008-2009 and didn’t stabilize
the system when they had a chance. No, the markets and
politicians wouldn’t let them. So now we are left with
markets that are by any historical vantage point,
extremely distorted.
This quandary leaves financial advisors and their clients
between the proverbial “rock and a hard place.” Invest in
the NASDAQ or S&P 500 index knowing the market is
narrow and leave fate to the investment gods (or the Fed)
that everything will be okay. For me, I am moving along a
different path to non-correlated investments or those
where valuation makes sense. Investing in these
investments of means (oh yes, another pun), the portfolio
may lag the performance of the benchmarks for some
time.
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For my portfolio, I chose the latter. I don’t know how long it could take,
but mean reversion in one form or fashion has a very high probability of
taking place. So, I am going to stick with the odds, even if it means I
miss a little upside performance. I believe my portfolio drawdown will
thank me later.
Thanks for your patience in reading this. I wish you well. Stay cool in
the heat and well in health.
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