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Are Stocks in a Bubble?

After the rapid rise in stock prices since the bear market associated with global economic lockdowns in
2020, a common question we get is “aren’t stocks too expensive?” Referring simply to “stocks” glosses
over a lot. The S&P 500 is comprised of, obviously, 500 stocks and 11 economic sectors. This short paper
strives to look under the hood at just what has driven market activity over the last year. It is important
to note two things: (1) history demonstrates that expensive stocks can stay expensive for extended
periods and (2) stock market returns and economic activity tend to have little to do with one another.
So, let us break down stock returns by geography, sector, and style. We use stock prices relative to
company earnings (P/E ratios) to measure the expensiveness of stocks.

Geography

While it is generally true that US stocks trade at levels that are more expensive than their international
counterparts, it is those stocks that have benefitted the most from the extended bull market over the
years since the 2008 financial crisis. Emerging Markets have staged a strong rally and kept pace with the
US, but as can be seen in the graph on the right, the gap in expensiveness between US and non-US has
widened since Covid-related lockdowns began in March of 2020.
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Sector

If we accept the premise that US stocks are more expensive than their overseas peers, has it just been
one uniform rise in all 500 stocks? Surely not. There was a dramatic differentiation in the stock returns
of sectors that benefit from the “stay at home” trend versus those that suffer. For example, in 2020,

Technology stocks returned over 40% while Energy stocks delivered a return less than NEGATIVE 30%!
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This resulted in a deep chasm in the valuation investors have placed on sectors like Consumer
Discretionary (Amazon) and Technology (Microsoft and Apple) over weaker sectors like Financials.
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Source: Morningstar; As of December 31, 2020; Excluding Energy

Style

Another common way to think about investment returns is by style, i.e., the old Growth versus Value
argument. Because of isolated returns in places like Technology, 2020 witnessed a gap between the two
styles not seen in more than a decade. While cheap stocks should naturally be less expensive than
growth ones, that gap widened meaningfully in 2020, despite a recovery for Value since the US election.

Growth Vs. Value Returns (%) Expensiveness of Stocks - Growth vs. Value
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Conclusion

So, are stocks in a bubble? Are they too expensive? The answer is it depends on where one looks. The
stock market is not one uniform thing and doesn’t exist in one country. Leadership is constantly
changing depending on the prevailing sentiment. The question about a bubble also just raises new
questions: does it mean US stocks will underperform going forward? Will value stocks re-take the reins
because they aren’t as “tired”? Or will growth stocks continue their dominance? Timing markets to
avoid corrections or to rotate sectors or styles tends to be futile. This is why we prefer to stay invested
and diversify among the factors that drive returns and let a long-term view rule performance.

To learn more about our process and philosophy, visit www.metricfin.com or email info@metricfin.com.
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Disclosures

Metric Financial, LLC (“Metric”) is a registered investment adviser offering advisory services in the State of Connecticut and in
other jurisdictions where exempted. Registration does not imply a certain level of skill or training. The information presented
here shall not be directly or indirectly interpreted as a solicitation of investment advisory services to persons of another
jurisdiction unless otherwise permitted by statute. Follow-up or individualized responses to consumers in a particular state by
Metric in the rendering of personalized investment advice for compensation shall not be made without our first complying with
jurisdiction requirements or pursuant to an applicable state exemption.

All written content site is for information purposes only. Opinions expressed herein are solely those of Metric, unless otherwise
specifically cited. Material presented is believed to be from reliable sources and no representations are made by our firm as to
another parties’ informational accuracy or completeness. All information or ideas provided should be discussed in detail with
an advisor, accountant or legal counsel prior to implementation.

Past performance may not be indicative of future results. Different types of investments involve varying degrees of risk.
Therefore, it should not be assumed that future performance of any specific investment or investment strategy will be
profitable or equal the corresponding indicated performance level(s). Moreover, you should not assume that any of the above
content serves as the receipt of, or as a substitute for, personalized investment advice from Metric Financial. Please remember
to contact Metric Financial if there are any changes in your personal/financial situation or investment objectives for the
purpose of reviewing/evaluating/revising our previous recommendations and/or services. Please also advise us if you would like
to impose, add, or to modify any reasonable restrictions to our investment advisory services.

Historical performance results for investment indices and/or categories have been provided for general comparison purposes
only, and, unless otherwise noted, do not reflect the deduction of transaction, custodial, or investment management fees, nor
the impact of taxes, the incurrence of which would have the effect of decreasing historical performance results. It should not be
assumed that your account holdings do or will correspond directly to any comparative indices.

All US sector returns and P/E ratios measured by State Street SPDR US sector Exchange-Traded Funds (ETFs).
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