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Defensive Investing – 20 Years Later

When we closed the book on 2020, it marked the 20th

anniversary of three Sterling Equity Opportunity Group
investment strategies and the investment process
founded by George Shipp. The quotation above is from
one of the first investor communications dated 20 years
ago, titled “Defensive Investing.” Notably, while many
factors can influence the stock market, certain principles
seem to stand the test of time. The dynamics of market
participants paying rich valuations for fashionable stocks
are evident in 2021, just as they were when Benjamin
Graham wrote his book on value investing in 1949 and
during our discussions on the attractiveness of seeking a
"margin of safety" during 1Q 2001.Then as now, as active
managers, we believe we can take advantage of
opportunities in stocks that may be “out of favor” now,
but may provide promising future returns.

Bloomberg noted this month that trillions of dollars are
pouring into market capitalization-weighted index funds,
and that, as a team of researchers from Michigan State,
the London School of Economics, and California-Irvine
noted, fund flows over the past 20 years may have
disproportionately increased the price of the largest
stocks in the market relative to smaller-cap companies.1

In this study, researchers measured flows into the S&P
500® Index over the past two decades, and,
contemporaneous with the flows, observed the shift of
the index toward greater concentration in its largest
stocks. The Wall Street Journal used the example of the
“Tesla test,” a stock that joined the S&P 500 to become
the sixth-largest stock in the index in December 2020.
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Source: (Weights) Standard & Poor's (01.29.2021), (Valuation) Bloomberg

“If we assume that it is the habit of the market to overvalue common stocks which
have been showing excellent growth or are glamorous for some other reason, it is
logical to expect that it will undervalue – relatively, at least – companies that are out of
favor because of unsatisfactory developments of a temporary nature. This may be set
down as a fundamental law of the stock market, and it suggests an investment
approach that should be both conservative and promising.”

– Benjamin Graham, The Intelligent Investor 

1“Tracking Biased Weights: Asset Pricing Implications of Value-Weighted Indexing,” Jaing, Vayanos, & Zheng, December 2020.
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If one believes this stock was already overvalued, then
joining the S&P 500 made the valuation more extreme,
as its market cap increased by $200 billion just a few
weeks after joining the index. The authors note that the
resulting fund flows and momentum appear to outweigh
classic capital asset pricing models (CAPM).

We would note that these disparities appear to be
impacting relative valuations as, per month end, the top
ten companies (ranked by weight) in the S&P 500 Index
were trading at 29x their forward earnings estimate,

while the other 490 companies were trading at over a
30% discount. The Cornerstone Macro chart above
appears to support this disparity as well. Just as when
we started 20 years ago, we remain committed to the
same investment approach that served us well over that
timeframe, as we seek to take advantage of these
opportunities to source promising investments for our
clients.

As always, thank you for your interest and trust in
managing your investments.

Source: Cornerstone Macro

Charles J. Wittmann, CFA®, Executive Director, joined Sterling Capital Management in 2014 and has investment experience
since 1995. Chip is an equity portfolio manager. Prior to joining Sterling, he worked for Thompson Siegel & Walmsley as a
portfolio manager and (generalist) analyst. Prior to TS&W, he was a founding portfolio manager and analyst with Shockoe
Capital, an equity long/short hedge fund. Chip received his B.A. in Economics from Davidson College and his M.B.A. from Duke
University's Fuqua School of Business. He holds the Chartered Financial Analyst® designation.
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The securities described are neither a recommendation nor a solicitation. Security information is being obtained from resources the firm believes to be
accurate, but no warrant is made as to the accuracy or completeness of the information.

The volatility of an index varies greatly. All indices are unmanaged and investments cannot be made directly in an index.

The S&P 500® Index is a readily available, carefully constructed, market-value-weighted benchmark of common stock performance. Currently, the S&P
500 Composite includes 500 of the largest stocks (in terms of stock market value) in the United States and covers approximately 80% of available market
capitalization.

The Chartered Financial Analyst® (CFA) charter is a graduate-level investment credential awarded by CFA Institute — the largest global association of
investment professionals. To earn the CFA charter, candidates must: 1) pass three sequential, six-hour examinations; 2) have at least four years of
qualified professional investment experience; 3) join CFA Institute as members; and 4) commit to abide by, and annually reaffirm, their adherence to the
CFA Institute Code of Ethics and Standards of Professional Conduct.

Past performance is not indicative of future results. Any type of investing involves risk and there are no guarantees.

The opinions contained in the preceding commentary reflect those of Sterling Capital Management LLC, and not those of Truist Financial Corporation or
its executives. The stated opinions are for general information only and are educational in nature. These opinions are not meant to be predictions or an
offer of individual or personalized investment advice. They are not intended as an offer or solicitation with respect to the purchase or sale of any security.
This information and these opinions are subject to change without notice. All opinions and information herein have been obtained or derived from sources
believed to be reliable. Any type of investing involves risk and there are no guarantees. Sterling Capital Management LLC does not assume liability for any
loss which may result from the reliance by any person upon such information or opinions.

Investment advisory services are available through Sterling Capital Management LLC, a separate subsidiary of Truist Financial Corporation. Sterling
Capital Management LLC manages customized investment portfolios, provides asset allocation analysis and offers other investment-related services to
affluent individuals and businesses. Securities and other investments held in investment management or investment advisory accounts at Sterling Capital
Management LLC are not deposits or other obligations of Truist Financial Corporation, Truist Bank or any affiliate, are not guaranteed by Truist Bank or
any other bank, are not insured by the FDIC or any other federal government agency, and are subject to investment risk, including possible loss of
principal invested.

Sterling Capital does not provide tax or legal advice. You should consult with your individual tax or legal professional before taking any action that may
have tax or legal implications.


	THE LEAD
	Slide Number 2
	Slide Number 3

