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As rates drop, investors pay a higher premium for growth
 Low rates are boosting technology
stocks as investors pay a higher
premium for growth.

 Low rates impact was already being
seen since May 2019, when Federal
Reserve began to cut rates.

 Work-from-home

and lockdowns
have accelerated the growth of
technology stocks too.

 While some of the valuations are
reaching extremes, there is potentially
room for technology to continue to
outperform the broader market.

 FAB AAC remains overweight high
quality investment grade bonds.
Low-rate environments tend to push
investors toward higher growth companies
as bond returns and dividend yields drop.
This was true throughout the last period
when the Federal Reserve cut rates to
zero, between December 2008 and
November 2015. In that period, the
information technology subindex of the
S&P 500 rose 234%, while the S&P 500
ex-technology index rose 129%.
The same thing seems to be happening
now again. Since June last year, when the
Federal Reserve signaled clearly that it
could cut rates. The FANGS+ index has
risen 78% in that period while the S&P
500 ex-technology has gained only 10.7%.
The outperformance has been so extreme
that some investors seem to be moving
the other way, with the rest of the market
outperforming technology over the past 10
days or so. That makes some sense given
the relative valuation. The FANGS+ index
is trading at 38 times its expected
earnings, near its highest in history.

Yet, while the broader market could catch
up, any correction is likely to see investors
jump back into technology stocks. The
reason is quite simply math. Earnings for
the companies in the FANGS+ index are
forecast to rise by 25% in the coming 12
months while the average expectation for
the broader S&P 500 index is for a 10.4%
drop in profits. For 2021, the broader index
looks a bit better, with analysts expecting
25.5% growth but still seeing the FANGS+
companies growing at a 27.2% rate.
Furthermore, the behavioral change that
the lockdowns because of the Covid-19
pandemic have caused have only
increased the earnings growth prospects
for these companies. They have also
raised questions about the future of many
of the largest companies in the US in
sectors such as traditional retail,
hospitality and travel. Hence, any
correction in the market — and one is
likely coming — is likely to push investors
back into technology stocks.

High growth stocks have
outperformed the market since
rates began to fall
That thought process may also apply more
broadly to other asset classes, though,
beyond US stocks or different sectors. Any
asset class that offers higher growth and
better returns will see stronger demand in
this new world order. For one, the dividend
yield on the S&P 500 is now 1.88%, and
the broader earnings yield is at 4.45%.
Compare that to the 6.1% yield to worst in
the Bloomberg Barclays US Corporate
High-Yield index and some investors may
choose to buy junk bonds instead.
To be sure, each asset class carries its
own risks. Defaults are a problem for highyield now and valuations are stretched for
stocks. Still, judging from history, higher
yielding and faster growing assets will
continue to command a premium.
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