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The tech sector’s impressive performance and increasing concentration in
indexes has led to concerns of expensive valuations—with some fearing that
we could be in bubble territory. In our view, such worries are not justified,
and we believe tech’s outlook remains healthy.
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The technology sector is undeniably shaping up to be one of the front runners coming out of the current crisis. The sector
has been widely covered by the media, with recent headlines drawing attention to tech’s market-leading performance, high
concentration in benchmark indexes and, by some accounts, expensive valuations—with some market commentators going
so far as to claim we could be in bubble territory.
This creates the impression that the market has potentially run too far, and that technology is once again to blame. In our
view, this is an oversimplification—indeed, the devil is in the details, and unpacking these statements is key to figuring out
what is really going on.

Technology’s Outperformance
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The table above showing the MSCI All Countries World price performance over time, as well as for the constituent
sectors, indeed shows that tech has led the market. In fact, the proportion of market cap that is accounted for by the 10
largest companies is now at levels not seen in recent times, and is a source of much angst in the business media given
that the list is dominated by technology and internet companies1.

FIGURE 2:
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SOURCE: MSCI, Factset, Barings. As of September 30, 2020.
We would note, though, that this analysis stops short of fully understanding what is really happening. The simplest
rebuttal is to note that during 2020, the impact of COVID and the subsequent recessionary impact on specific sectors of
the market has meant an underperformance of the financials and energy sectors, as well as many smaller companies—
which has shifted the index makeup much more toward the larger-cap technology and internet companies. Note also that
the concentration of the enterprise values of the top 10 index constituents is far less severe, as their balance sheets are
extremely healthy and give comfort that share buybacks can increase if these companies need to support their share prices.

1. September 2020 top 10 constituents of the MSCI ACWI = Apple, Microsoft, Amazon, Facebook, Alibaba, Alphabet,
Johnson & Johnson, Tencent, TSMC, Nestle. December 1999 top 10 = General Electric, Exxon Mobil, Pfizer, Cisco,
Citigroup, Walmart, Microsoft, AIG, Vodafone, Merck.
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Short and Long-Term Growth Drivers
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economy. In other words, the big players are
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in the face of a global pandemic.

FIGURE 3:

Technology P/E Relative to MSCI ACWI P/E (2-year Forwards)
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SOURCE: Bloomberg. As of October 7, 2020.
2. Source: Gartner, Inc. As of September 18, 2020.
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The companies within the technology universe commanding the highest multiples tend to be the
high-growth SaaS companies. The software sector as a whole, despite strong share price performance
from these SaaS companies, has not seen valuations expand this year relative to the broader market.
The missing piece here is the stronger earnings revisions.
Further, the successful SaaS companies typically sell using a subscription revenue model and as
such tend to have very stable, predictable and growing cash flows. The absolute valuations for these
companies look less alarming when you realize that the cash generated by these businesses often
significantly exceeds the accounting profit.
Finally, given that the best of these SaaS companies will see growth over the long term, the importance
of the long-term discount rates used to value such companies also rises. It should therefore come as no
surprise that the fall in the U.S. 10-year Treasury yield has coincided with investors’ increased willingness
to pay rising earnings multiples for what are deemed to be attractive growth businesses (FIGURE 4).

FIGURE 4:
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Key Takeaway
COVID has been a catalyst for our generation’s technological revolution, advancing many of the most
important secular trends that were already in place prior to the pandemic. The response from central
banks and governments, to dramatically increase borrowing to fund the economic support packages,
will likely leave us in a low-rate, slow-growth environment for years to come—which should be
supportive of valuations for companies with strong prospects for long-term secular growth.
The assumption that the technology sector must be expensive due to its strong share price
performance and higher concentration in indexes does not hold up, in our opinion. Valuations for the
largest companies have lagged the rest of the market, even as the impact of technology on companies
from all sectors speaks to a far greater growth opportunity than was ever assumed at the peak of the
dot-com bubble. Given the lower-for-longer interest rate environment, rising share of investment, and
accelerating innovation from the adoption of next generation technologies, we believe the outlook for
the sector will remain healthy in the coming years.
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