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Reflections&Observations
On Our Minds

You don’t need LBA to tell you that we are living in a time of
immense economic, political, and personal uncertainty. The spread
of COVID-19 and the world’s focus on its eradication, impact the
choices we make each day. No one knows how effective a vaccine
will be, when a vaccine or treatment will be widely available, or
who will have first access. Meanwhile, the US-China relationship
continues to decline, and unemployment rates are at historic
highs. Will Congress pass a second relief package? What are the
consequences of the immense debt we are accruing? And then, on
top of everything, there is the election.
LBA obviously cannot and will not handicap politics, but we do
know that uncertainty directly impacts stock market volatility.
We should all be prepared for market fluctuation in the weeks
preceding and following the presidential election if candidates
demand recounts across multiple states. The scenario with highest
degree of uncertainty is one of a contested outcome, with one
of the candidates not accepting the results. A look at the stock
market behavior after the election in 2000 reveals that the S&P 500
declined by about 4.25 percent between election day on November
7 and the Bush v. Gore Supreme Court ruling on December 12. In
2000, social media did not exist, China was not a threat, and the
two candidates were moderates by today’s standards. Set against
the backdrop of a global pandemic, this election adds another layer
of anxiety at an already uncertain time. As your advisors, we want
to reassure you that your portfolios are designed to be resilient
during tumultuous times, and there’s no doubt we are in one right
now.
As we discussed topics for this newsletter we wanted to provide
perspective (and hopefully comfort) that, despite all the uncertainty,
LBA investment tenets remain as relevant today as they were
twenty or thirty years ago. The dividend memo, for example, is a
topic that has been written, at some point, by everyone who has
worked in LBA’s research department. Back when I was tasked
with it almost twenty years ago, the purpose was to communicate
two ancillary benefits associated with consistent, steadily growing
dividend payments: (1) they signal management discipline and fiscal
prudence, and (2) they offer a strategic approach to staying ahead
of inflation. Twenty years later, dividends remain vitally important.
They still signal financial health and discipline, and today—at a
time of unprecedented low interest rates—provide increasingly
important, reliable income streams. A companion piece to the
dividend memo, in this newsletter, details the ramifications of low
interest rates.
The problematic construction of the indices, specifically the Dow, is
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something we examined in our last newsletter. Apple’s recent stock
split, which many of you have asked about, allows for a meaningful
follow-up discussion on this topic. Think about your Apple shares
as a pie. The stock split simply cuts the slices into smaller pieces,
but you still have the same amount of pie no matter how you slice
it. Nonetheless, Apple’s straightforward, “stock-slicing” transaction
prompted the Dow to adjust its composition by booting out two of
its oldest constituents, Exxon and Raytheon (as well as Pfizer). The
action perfectly illustrates the manipulation of stock indices, as we
explain in our follow-up piece.
We hope you have had a chance to read our monthly email
communication, which began in July. Many of you are eager for
more LBA communication, and we have plenty of material to share
due to the extensive research we conduct—research we condense
into the short, layman-friendly reports you receive from us. (This
newsletter, for example, boils down a sixty-page report on digital
payments to one page of insights.)
Unpredictable and unprecedented, 2020 will rage on through the
election cycle. This newsletter aims to provide some diversion and
comfort during this seemingly interminable time of uncertainty. As
always, we are here to support you.
Before I close, we all want to wish Mark McCallum much joy and
happiness in retirement. Mark has been at LBA for twenty-nine
years. His dedication to clients, gentle spirit, and good cheer will
be heartily missed by all of us.
Diana B. Malcom
President
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The US Unemployment Rate: What the Headline
Number Does Not Reveal
Each month, the US Bureau of Labor Statistics (BLS) reports the country’s unemployment rate. With a population of at least 330.4 million as of
the beginning of October, it is undoubtedly difficult for the BLS to compile population-level statistics for our large, diverse nation. This year, the
complex trends due to the COVID-19 pandemic drastically impacted our country’s unemployment landscape. Should we be confident that the
government’s published unemployment rates capture the pandemic’s unique dynamics accurately and transparently?

How does the BLS measure employment and unemployment?

The BLS surveys roughly 60,000 households every month and captures answers from roughly 110,000 individuals. The sample includes 2,000
geographic areas; each month, data from 800 of these areas is analyzed. Roughly 75 percent of the sample remains the same from month to
month, and 50 percent remains the same from year to year.

What has the BLS’s headline unemployment number missed during the COVID-19 pandemic?

The outbreak of SARS-CoV-2 and the resulting COVID-19 pandemic substantially impacted much of the US economy through lockdowns,
furloughs, layoffs, and business closures. In April, the BLS reported a staggering civilian unemployment rate of 14.7 percent. The figure
significantly exceeded the previous high of 10 percent, which followed the 2008 Great Financial Crisis. Even though September’s headline
unemployment figure, 7.9 percent, reflects strong improvement, it is extraordinarily high—more than double the pre-pandemic rate and 37
percent higher than the country’s average since 1948. There are several considerations that the headline level overlooks:

•

The BLS survey counts those “not at work for other reasons” as employed, understating unemployment. While the BLS
acknowledges this sampling error, it allows it to continue.

•

The labor force participation rate experienced a swift—and likely temporary—decline, which may have understated the
unemployment rate.

•

The headline unemployment number is at significant odds with the number of people claiming unemployment benefits.

•

The number of people with permanent job loss continues to increase.

•

There has been significant fraud detected in unemployment claims, as evidenced by California’s decision to stop paying new
unemployment claims for two weeks.

•

Several states have faced (and are still facing) backlogs in unemployment claims. We hate to pick on California again, but the state
currently has a backlog of 1.6 million claims; these delays are probably depressing the unemployment rate.

Why is BLS’s sampling error deflating the unemployment rate?

The labor force is defined by the BLS as the sum of those employed and unemployed. To be unemployed, a person must be at least sixteen
years old, available for work, and actively (within the past four weeks) seeking employment. Importantly, the BLS states that “persons who
were waiting to be recalled to a job from which they had been [temporarily] laid off need not have been looking for work to be classified as
unemployed.” In April, 11.5 million Americans were reportedly not at work during BLS’s reference week sample. Of these, a whopping 8.1
million were not at work for “other reasons” (the highest number ever recorded in that category). As the BLS states in their release, “BLS
analysis of the underlying data suggests that this group included workers affected by the pandemic response who should have been classified
as unemployed on temporary layoff.” This is a jaw-dropping anomaly relative to history. Since these people should have been classified as
unemployed, the employment rate is clearly overstated. (See Figure 1.)
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The US Unemployment Rate: What the Headline
Number Does Not Reveal
(Continued from page 2)
Figure 1: Employed people (000) with a job but not at work (April, selected years, not seasonally adjusted)

April
2016
2017
2018
2019
2020

Total not at
work
4,022
5,625
4,083
4,078
11,524

Vacation
1,620
2,981
1,618
1,835
622

Own illness,
Other family
injury, or
medical Childcare or personal
problems problems obligations
1,045
16
267
1,065
28
293
981
22
236
912
24
235
2,010
81
232

Labor
dispute
7
10
11
8
4

Bad
weather
65
117
142
98
51

Maternity
or School
or
paternity
leave training
288
133
295
116
125
313
312
99
370
58

Civic or
military
duty
4
2
4
1
11

Other
reasons
576
718
630
554
8,085

Source: US Bureau of Labor Statistics

Though the BLS has identified and disclosed that the problem is the result of a sampling error, the misclassification persists. In the most
recent release of September data, 1.4 million people who were away from work for “other reasons” were again counted as employed.

Why would lower labor-force participation cause the unemployment rate to fall instead of rise?
The labor force participation rate is another measure reported by the BLS, which provides crucial context for employment data. The labor force
participation rate is calculated as the number of able workers (employed and unemployed) relative to the overall, noninstitutionalized civilian
population (i.e., those who are at least sixteen years old and not in long-term care facilities, jails, or the Armed Forces).
			
Labor Force Participation Rate =

Labor Force (Employed+Unemployed)
Noninstutionalized Civilian Population

As illustrated in the ratio below, the denominator in the unemployment rate is the labor force, so any fluctuations in labor force numbers will
affect the unemployment rate.
		
Unemployment Rate =

Unemployed
Labor Force

Typically, a simultaneous drop in the labor force participation rate and the unemployment rate implies previously unemployed people stopped
looking for work. Given the stipulation that to be unemployed one has to be actively looking for work, this scenario would decrease the
unemployment rate (both unemployed and labor force numbers decline) and decrease the labor force participation rate (labor force declines,
no change to civilian population.) However, this an unlikely scenario for today’s circumstances because the pre-pandemic unemployment rate
was only 3.5 percent, and many who filed for unemployment once the pandemic began are still receiving benefits.
Today’s unemployment rate may be understated due to unique circumstances related to COVID-19. Consider someone who was laid off at the
start of the pandemic. Between lockdowns, childcare obligations, and health concerns, was this person likely to immediately begin looking
for work? If we assume that a significant portion of those who lost jobs during the pandemic have been unable to look for work, we can also
assume the BLS considers them labor-force dropouts, rather than unemployed workers. As a result, the labor force participation rate is lower
(labor force declines, no change to civilian population) while the unemployment rate is higher (labor force declines with no change to number
unemployed)—but not as high as it would be if these displaced workers were accurately captured as unemployed.
See disclosures on last page
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The US Unemployment Rate: What the Headline
Number Does Not Reveal
(Continued from page 3)
Although the BLS publishes alternate measures of labor underutilization, these measures do not completely correct for today’s unusual
circumstances. Unfortunately, regardless of how it is measured, the unemployment rate remains high. As the country reopens and people
begin to actively look for work, the labor force participation rate will probably increase, and the unemployment rate may rise also as people,
separated from their jobs, seek reemployment.

Why is headline unemployment lower than unemployment benefits claims?
Claiming unemployment benefits is very different from receiving unemployment benefits. Not all claims are legitimate, for example, and some
people remain jobless after their unemployment benefits run out. Many states have stringent requirements to reduce fraudulent claims, and
even those with looser requirements, such as California, have been tightening controls amid pandemic-related fraud. Several states continue
to work through massive unemployment backlogs.
The discrepancy between the number of people receiving benefits (as reported by the BLS) and the number of people claiming benefits (as
reported by the Department of Labor (DOL)) is astonishing: 12.6 million versus 26.5 million, respectively. Yet, due to backlogs and
fraud-prevention efforts, such as California’s two-week moratorium on benefits payments, the true discrepancy may even be wider than
reported.

Why is there such a difference between the reported unemployment rate (7.9 percent) and the
unemployment benefits claim rate (16.6 percent)?
It appears that the government’s unemployment tally ignores two key groups: (1) roughly 11.8 million people claiming unemployment
assistance through the Pandemic Unemployment Assistance (PUA) program, and (2) roughly 1.8 million people receiving benefits from
Pandemic Emergency Unemployment Compensation (PEUC) program. (See Figure 2.)
Figure 2: Aggregate state/federal benefits claims (September, 2020)
Persons claiming benefits in all programs (unadjusted)
WEEK ENDING
Regular State
Federal Employees
Newly Discharged Veterans
Pandemic Unemployment Assistance
Pandemic Emergency UC
Extended Benefits
State Additional Benefits
STC/Workshare
TOTAL

12-Sep
12,363,352
13,307
14,412
11,828,338
1,828,370
267,490
2,343
212,198
26,529,810

5-Sep
12,373,201
13,025
13,523
11,510,888
1,631,645
279,839
2,295
220,538
26,044,954

Change
(9,849)
282
889
317,450
196,725
(12,349)
48
(8,340)
484,856

Prior Year
1,397,264
6,561
5,721
NA
NA
5,076
9,262
1,423,884

Source: US Department of Labor

The potentially underreported unemployment rate is misleading. Worse, it risks implying that these workers—many of whom are
self-employed or gig workers—are not an integral part of the US workforce and therefore should not be included in the official unemployment
figure. These people, however, provide valuable services to the economy. They have been impacted by the pandemic, they are out of work,
and they are relying on government assistance.
Unemployment benefits typically last for a maximum of twenty-six weeks, which means many unemployment benefits will soon expire unless
the government passes new fiscal stimulus. Additionally, the rise in permanently lost jobs is concerning because the longer one stays on
unemployment, the lower the probability of eventual reemployment. (See Figures 3 and 4.)
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The US Unemployment Rate: What the Headline
Number Does Not Reveal
(Continued from page 4)
Figure 3: Level of unemployed by duration of unemployment (000s SA)

2020
Source: Bank of America Global Research, U.S. Bureau of Labor Statistics

Figure 4: Probability of reemployment by duration of unemployment (12-month moving average)

2020
Source: Bank of America Global Research, US Bureau of Labor Statistics

Though the unemployment picture remains bleak—especially considering the ambiguous headline numbers—we remain optimistic about the
future. Economic downturns and unemployment often present new opportunities. People are forced to think creatively, and many choose to
pursue their passions. Plenty of notable, successful startups were launched during recessions including General Motors, Burger King, Trader
Joe’s, Square, Airbnb, and Uber. Early data suggests this trend has continued in the current recession. Data compiled by the US Census Bureau
shows that in the third quarter of 2020, applications for businesses with planned wages jumped 69 percent relative to the all-time low set in
the fourth quarter of 2019 and are at the highest level since 2008.
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Dividend Growth: Why it Matters
compounded annual growth rate of just over 9 percent, a fact that
should provide comfort to investors who recognize the high risk of
inflation.

Identifying companies with consistent track records of paying
dividends—and, even more importantly, increasing them—has
always been a component of LBA’s strategy. With yields on the
benchmark 10-year US Treasury note close to 0.7 percent, dividend
income has become a vital source of funds for yield-starved
investors, especially those no longer engaged in the workforce.

After a decade of high single-digit S&P 500 dividend growth, the
COVID-19 pandemic has forced 10 percent of the index’s
members to cut or suspend dividend payouts. Since January,
forty-one companies have either eliminated or temporarily
suspended dividend payments, and twelve more companies have
partially cut the payout. This year (2020) will mark the first decline
in S&P 500 dividend payouts since 2009. No LBA holding has yet to
halt or cut its dividend payout. (See Figure 5.)

We incorporate dividend-paying stocks into portfolios for two reasons: to protect the purchasing power of our clients’ assets and to
generate current income. Over the past five years, the yield on the
10-year Treasury averaged 2.1 percent, while the core rate of
inflation averaged 2.0 percent. The top twenty-five LBA stocks
(as measured by market value) increased dividends at a five-year

Figure 5: Year-on-year dividend growth rates for LBA and S&P 500

LBA Top 25 Holdings*
S&P 500**

2015
11%
12%

2016
10%
4%

2017
8%
7%

2018
9%
8%

2019 2020**
8%
4%
8%
-1%

2015-2019
Cumulative Growth
55%
48%

2015-2019
Annualized Growth
9.2%
8.1%

* Annual figures are an average of the largest 25 LBA holdings by market value
** 2020 based on Factset estimates

Ups & Downs
Online alcohol sales are up over 339 percent
in some areas.
Home energy bills and housekeeping supplies
are up.
Lumber prices are up.

College tuitions had slowest growth rate on record
from February to August.
Airfare revenues are down by 23 percent.

Pool sales are up by 45-200 percent,
depending on location.

NYC rentals fell by 10.9 percent.

Video games sales are up 37 percent.

Stanley Cup viewing is down 61 percent.

2020 Amazon Prime Day sales were 45.2 percent
higher than 2019 sales.
Camping equipment sales are up.
Availability of nuts (there’s a “nut glut” because
airlines, hotels, and pubs are not using them).

6

Smoking is declining each year (but is
declining less fast in the pandemic).

Apparel sales were down year-over-year in July 2020
(after a 20 percent decline in June).
Availability of kayaks and bikes is very limited.
Nut prices: Almonds have dropped by 40 percent,
walnuts by 18 percent, and cashews by 10 percent.
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The Interesting Thing
About Low Interest
Rates
Interest rates govern everything we do in the world of finance. They
dictate the interest you earn on your checking account, the amount
you borrow towards an automobile purchase, and the borrowing
rates companies negotiate to fund operations (which impact stock
prices). Interest rates matter. Just some nitty gritty interest rate chat
before we get to the good stuff.

The Fed’s Strategies
Interest Rate Adjustments
Interest rates are determined by the Federal Open Market Committee (FOMC). The FOMC meets eight times a year and tells the Federal Reserve (Fed) to raise or lower rates. The Fed is supposed to
be an independent government entity, which raises rates when the
economy is doing well (to stave off inflation) and lowers rates when
the economy is slowing (to encourage borrowing, reinvestment, and
growth). The Fed has announced it has no plans to raise interest
rates until 2022, and it is targeting a core inflation rate of 2 percent.
When rates are lowered, the cost of borrowing money falls;
however, the savings rate drops as well. As a result, rate reductions
motivate companies to spend and invest because large savings
balances do not generate competitive returns that keep pace with
inflation. As investment and spending increase, the supply of
money in the economy also increases (and often multiplies, as we
explain later). The increased money supply encourages job creation,
supports new business launches, and broadly stimulates the
economy. However, if money floods the system when the level of
goods supplied and services offered remains steady, inflation can
occur. It is the Fed’s responsibility to carefully balance economic
stimulus and inflation risk.
Fixed Income Purchases
As a second tool to encourage growth, the Fed may choose to
purchase fixed income on the open market. Currently, it is buying
$120 billion of US Treasuries and mortgage-backed securities each
month to keep interest rates low. (In a controversial move that may
have violated its charter, the Fed purchased fixed-income exchange-traded funds, instead of direct fixed income, in March 2020
to provide a backstop to frozen credit markets). The dollar value of
the Fed’s current fixed-income holdings—more than $7 trillion—
represents an all-time high. Heightened fixed-income demand (even
artificial demand by the Fed) helps keep rates low because bond
issuers do not need to entice investment with higher yields. The
strategy also increases money supply because with each fixed-income purchase, the Fed injects cash into the system.
See disclosures on last page

Reserve Ratios
The third and final tool at the Fed’s disposal is control of reserve
requirement ratios for banks. Government regulations force banks
to keep a certain percentage of deposits (i.e., a reserve) on their
balance sheets to prevent them from lending out all deposits as
loans. To influence how much banks can lend, the Fed may adjust
the reserve requirements. As the reserve requirement drops, banks
lend more money to people and companies, economic activity
increases, and the money supply rises. For most large banks today,
the reserve rate is currently around 10 percent. Why do loans tend
to cause money to multiply? As an example, let’s assume a bank
receives a deposit of $100; it reserves $10 and loans $90. The $90
loan is invested, the balance grows to $100, and that newly earned
$100 is deposited. Once again, 10 percent is kept in reserve, and
$90 is lent. At this point, the bank has lent $180 on the original
$100, which has increased the money supply.

Today’s Low Interest Rates
Risk of Slow Growth
Banks are still tightly controlled because of the Great Recession’s
questionable lending practices, so the current reserve requirement is fairly aligned with historical norms. This is a good thing,
because at low interest rates, there is a risk that deposits may fall
(people may choose to use cash to pay down debts and invest in
alternative assets). In this case, the amount of capital available
for banks to make loans would be reduced, the banks’ incentives
to make many loans at low interest rates (a higher-risk strategy)
would be stifled, and the economy would slow rather than grow.
The US is not the only country with historically low interest rates.
Bond yields across most major economies have fallen. At the
time of this writing, the US 10-year Treasury yield was about 0.74
percent, which means—considering core inflation is currently 1.70
percent—that the real rate of return on a Treasury investment
is negative. Debates about a US Treasury being truly risk free
aside (is there a point at which our national debt level threatens
default?), if an investor wants a risk-free return, their real return is
Lowell, Blake & Associates
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The Interesting Thing
About Low Interest
Rates
(Continued from page 7)
Figure 6: Global real interest rates
10-year Yield Core Inflation Real Return
US
UK
Japan
Germany
France
Italy
Canada

0.74%
0.18%
0.01%
-0.53%
-0.23%
0.88%
0.54%

1.70%
0.90%
-0.40%
0.70%
0.50%
0.30%
0.80%

-0.96%
-0.72%
-0.39%
-1.23%
-0.73%
0.58%
-0.26%

going to be negative. Of the world’s G7 economies, only Italy’s real
10-year rate of return is positive. (See Figure 6.)
Since risk-free investments (government bonds) are generating
negative real returns, investors must accept risk and invest in
assets that provide inflation-beating returns. When the cost of
capital is lower, companies’ borrowing costs drop, and presumably
(if resources are managed well) profit margins increase and stock
prices rise. Investors must recognize, however, that a company
may borrow at low rates to repurchase shares for the purpose
of internal distribution and management enrichment. We avoid
investing in companies that falsely boost revenues through this
questionable financial engineering strategy.
LBA Strategy
What matters most in a low interest environment? We target

companies that produce high-yielding dividends, and, even more
importantly, companies with proven, high-quality, repeatable free
cash flows. Because these often go hand in hand, quality companies that raise dividend payouts above the stated rate of inflation
(to maintain an investor’s purchasing power) do well. Likewise, we
find companies that use their massive cash balances for investment, instead of financial engineering, compelling. Many metrics
help us measure a company’s health, but we turn to free cash flow
and return on invested capital (ROIC) to understand whether companies are using cash to fund operations and growth or buybacks
and other financial engineering. Free cash flow is the amount of
cash that a company generates after accounting for operational expenditures. The figure is exceptionally hard to manipulate
unless a company is outright fraudulent. ROIC conveys whether a
management team is adept at allocating capital to projects that
produce strong returns.
Today, the biggest risk associated with our prolonged, low interest-rate environment is that the low rates, instead of spurring economic activity, channel investments into stocks and other assets.
The goal of low interest rates is to create more jobs and economic
activity. However, most small businesses have been massively
impacted by COVID-19. As investors realize that investment
opportunities outside of stocks are few, we are watching closely to
track whether low interest rates are stimulating growth or simply
inflating asset prices.
Inflation, and to a lesser extent deflation, are risks in the current
environment, but equities that produce necessities and are able
to maintain margins serve as a strong hedge. If we believe the
Fed, historically low interest rates will be around for some time.
In this environment, there is often a temptation to focus on the
short term—that is, to buy high-yielding assets and to ignore their
potential risks. At LBA, though, we remain vigilant, thoughtful,
and loyal to our proven, forty-five-year-old investment philosophy
when choosing investments.

A Stock Split Does Not Create Value
Over the past several months a handful of companies, including
two LBA holdings (Edwards Lifesciences and Apple), announced
stock splits. Edwards executed a three-for-one stock split (each
owner received three shares for each share owned), and Apple
completed a four-to-one stock (each owner received four shares
for each share owned). Don’t get excited! A stock split does not
create value, it simply redistributes existing value through a larger
number of shares. When a stock splits, every shareholder will
receive more shares—but the aggregate value of those shares will
not change because of the split.
For example, if a company is valued at $100 and there are ten
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A Stock Split Does Not Create Value
(Continued from page 8)
shares outstanding, the value of each share is $10. If the company
executes a 2:1 split (that is, if it issues an additional share for each
share owned) there are now twenty shares outstanding. As outlined
in the table below, each share is now worth $5 ($100 market value

divided by twenty shares). If I owned two shares pre-split, I
now own four shares. Pre-split my shares were worth $20 (two
shares x $10 per-share value), and after the split they are still
worth $20 (four shares x $5 per-share value).
Pre-Split

2:1 Split

(a) Total market value of the company

$100

$100

(b) Total shares outstanding

10

20

(c) Value per share

$10

$5

(d) Shares I own

2

4

(e) Value per share

$20

$20

Formula

a/b=c

c*d=e

The Dow’s Recent Adjustments
In our last Reflections and Observations, we delved into the composition of different indices and explained why Lowell Blake uses the S&P
500 as our US equity benchmark. The Dow Jones Industrial Average (the Dow), as you may remember, is frequently quoted by non-financial
journalists and reporters. However, we find it to be a poor representation of the overall US large-cap universe for numerous reasons. First, the
Dow’s index is constructed from only thirty companies, whereas the S&P’s is constructed from 505 companies. By this measure, the Dow is
sixteen times smaller than the S&P—even without companies from the utility sector, which is completely excluded from the index. Second,
the Dow’s weighting methodology is problematic. The Dow is a price-weighted index, which means companies with higher share prices
are assigned greater weights (i.e., more significance) in the index. As a result, a percentage move in a higher-priced component will have a
greater impact on the Dow’s value than the same percentage move in a lower-priced component. The third issue relates to the ambiguous
selection criteria for the Dow. The index includes large, well-respected companies that—according to a five-person committee—represent
the overall economy. Because the selection process is not data-driven, there is a chance that the committee’s picks do not accurately reflect
the real economy.
The Dow was in the news last month because it revised its composition; changes to the index were made after Apple’s four-to-one stock
split. Before the split, Apple was the highest-priced, and therefore most heavily weighted, stock in the Dow. After the split, however, the Dow’s
technology sector weighting shrank because Apple’s stock price dropped. In an effort to rebalance the index, Pfizer, ExxonMobil, and Raytheon
Technologies were removed from the Dow and replaced by Amgen, Honeywell, and Salesforce. (See Figure 7 and Figure 8 for an updated
and older [1920s] list of Dow companies, respectively.) Without ExxonMobil, the Dow’s entire energy sector is now represented by just one
company, Chevron. We do not believe that a single company can effectively stand for an entire sector, especially one as diverse as energy.
In summary, we believe the combination of the Dow’s limited, thirty-company composition, its distorted weighting methodology, and its
ambiguous selection criteria result in an inaccurate portrayal of the US large-cap market. For these reasons LBA prefers to use the S&P 500
as a benchmark for US equities.

See disclosures on last page

Lowell, Blake & Associates

9

Reflections & Observations | Fall 2020

The Dow’s Recent Adjustments
(Continued from page 9)
Figure 7: Current Dow Jones Industrial Average components

•

Dow, Inc.

•

Intel Corporation

•

Chevron Corporation

•

Visa Inc. Class A

•

Walt Disney Company

•

3M Company

•

Travelers Companies, Inc.

•

American Express Company

•

Verizon Communications Inc.

•

Salesforce.com, Inc.

•

NIKE, Inc. Class B

•

Johnson & Johnson

•

Merck & Co., Inc.

•

Apple Inc.

•

Honeywell International Inc.

•

Home Depot, Inc.

•

Boeing Company

•

Coca-Cola Company

•

McDonald’s Corporation

•

Goldman Sachs Group, Inc.

•

JPMorgan Chase & Co.

•

Caterpillar Inc.

•

Procter & Gamble Company

•

UnitedHealth Group Incorporated

•

Cisco Systems, Inc.

•

Amgen Inc.

•

Microsoft Corporation

•

Walmart Inc.

•

International Business Machines Corporation

•

Walgreens Boots Alliance

Figure 8: 1920s Dow Jones Industrial Average components

•

American Telephone and Telegraph

•

American Can Company

•

United States Steel Corporation

•

The Baldwin Locomotive Works

•

•

The Texas Company

American Smelting & Refining
Company

•

Republic Iron and Steel Company

•

American Car and Foundry Company

•

General Electric Company

•

Westinghouse Electric Corporation

•

Central Leather Company

•

Utah Copper Company

•

Anaconda Copper Mining Company

•

United States Rubber Company

•

The American Sugar Refining Company

•

Studebaker Corporation

•

American Locomotive Company

•

B.F. Goodrich Corporation

•

Corn Products Refining Company

•

Western Union Company

10

Company

See disclosures on last page

The Ever-Evolving Payment System
Credit and debit cards, once cutting-edge technology, are now ubiquitous. New technologies have allowed consumers to store cards in digital
wallets like Apple Pay, which uses Near Field Communication (NFC), to turn smartphones into payment devices. Cards themselves have
evolved to include Radio Frequency Identification (RFID) chips, allowing contactless payments. And the creation of cryptocurrencies has further
extended the boundaries of the payments industry. But the real innovation in payments is largely occurring behind the scenes, in the way payment data is processed, handled, and transmitted. Companies involved in this evolution include both private company unicorns (e.g., Stripe)
and public companies (e.g., PAR Technology, Square).

How the Payment System Works
To understand how the payment system is evolving, we need to first understand how payments are processed. The simple act of swiping a
credit card is the beginning of a complex process that touches many entities. (See Figure 9.)
Figure 9: Payment processing participants

Who’s involved in credit card processing?

Source: Payment Depot

To explain how these various elements work together, let us consider an online purchase made with a credit card:
Step 1: Authorization and Authentication
A customer enters her card information in a merchant’s webstore and submits payment in return for the delivery of a good or service. Once
submitted, the merchant’s website relies on a payment gateway, a service that securely transmits payment information from a website to a
payment processor. The payment processor receives the information and determines which card network to use (e.g., Visa, Mastercard). The
processor then sends the information to the network, which transmits the data to the card issuer (i.e., the entity or bank that issued the credit
card to the customer). The card issuer receives the transaction information and checks, among other things, that the customer’s account has
sufficient funds, that the transaction is valid and meets various anti-fraud measures, and that the account is in good standing. Assuming the
transaction is approved by the issuer, the issuer places a hold on funds in the customer’s account for the purchase amount and sends the
approval to the processor via the card network. The processor then forwards the approval back to the merchant and the purchase is approved.
The merchant provides the customer with a receipt and the first part of the payment is complete.
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The Ever-Evolving Payment System
(Continued from page 11)
Step 2: Clearing and Settlement
Typically, a merchant’s point-of-sale system (POS) or gateway (as in our example) sends batches of approved transactions for processing at
regular intervals throughout the day. Three steps comprise the settlement phase: (1) the gateway sends the batch data to the payment
processor, (2) the processor reconciles the authorized payments and submits them to the card network, and (3) the card network sends the
information to the issuer and requests payment. Typically, the issuer transfers funds to the card network (less an interchange fee) within
twenty-four to forty-eight hours. The card network then transfers funds (less its assessment fee) to the merchant’s bank (the acquiring bank).
The acquirer captures a fee known as “markup,” which gets split among the processing entities (e.g., acquirer, processor, gateway), and the
remaining balance is provided to the merchant.
Figure 10: Breakdown of Payment Fees for a $100 Transaction

Consumer Pays

$

100.00

Merchant Gets

$

97.42

Credit Card Issuer Gets

$

1.64 64%

Interchange Fee

Card Network Gets
Processor Gets
Acquirer Gets

$
$
$

0.14 5%
0.30 12%
0.50 19%

Assessment Fee
Markup
Markup

Total Fees $

2.58

100%

Source: FactSet

The fees charged by the various elements of the payment system change frequently and can be difficult to pinpoint. That said, Figure 10
illustrates what each entity would earn on a theoretical $100 transaction. Typically, total fees average 3 percent or less. Although card
networks receive frequent complaints about the high cost merchants must “pay” for accepting credit card payments, they capture only a small
portion of total fees.

Looking Forward: Evolution Through Integration, Simplification, and Bundling
Many of the innovative payments companies today are revolutionizing the industry through vertical integration, value-added service bundles,
and simplified merchant sales processes. For example, PAR Technologies (PAR) offers two payment applications: (1) PAR Pay, which connects
the terminal device with the point of sale, and (2) PAR Merchant Services, which acts as a payment facilitator for credit card processing (more
on this below). In addition, PAR owns Restaurant Magic, which tracks inventory control, HR function, and back-office software. Together,
these services make PAR an essential service for franchises as PAR controls the customer, the payment, and the front- and back-offices.
Stripe serves as a payment processor, a merchant account, and a gateway. The company allows merchants to process credit, debit, and ACH
transactions and serves as a payment facilitator (PayFac). PayFacs leverage their own merchant accounts, which, for new companies, are time
consuming and challenging to secure, to provide sales capabilities to merchants. These businesses simplify the retail-startup process, but
the simplicity comes at a cost. PayFac markups may be higher than fees charged by traditional payments companies and those charged to
companies with their own merchant accounts.

12

See disclosures on last page

The Ever-Evolving Payment System
(Continued from page 12)
In their quest to innovate payments and simplify the customer experience, many payments enterprises are bundling additional services to their
core offerings. For example, PAR Technology, Square, and Stripe have developed capital lending arms to provide clients with funding. PAR and
Square offer sleek, point-of-sale systems to brick-and-mortar customers, as well as a host of software capabilities—from invoicing to payroll
management—to support their customers’ businesses.
As the payment ecosystem continues to evolve, we are constantly searching for new holdings in this space and re-evaluating our existing
holdings. Currently, we are confident in the payment companies we own, including Visa and PAR Technology. Thanks to its acquisition of Plaid
in 2020, Visa is poised for growth in ACH transactions, too. PAR Technology, which is focused on supporting quick service restaurants (QSRs),
is very likely to benefit from changes in consumer preferences in the wake of COVID-19, namely online ordering and delivery. PAR continues to
bundle more services, such as payment processing and lending, with their leading, QSR-focused point-of-sale system and software, and as a
result we believe the company will experience tremendous growth.

Stop-Loss Orders
Many of you have asked why LBA does not utilize stop-loss orders. A
stop-loss order is an order placed with a broker to sell a security once
it falls to a certain price. Once the stop price is met, the stop-loss order
turns into a market order (i.e., an order to buy or sell a security at the
best currently available price) and the broker executes the trade. In the
seconds it takes for a stop-loss order to become a market order, the
stock’s price could fall further, especially in a volatile market.
Stop-loss orders do not support LBA’s long-term holding philosophy;
during periods of volatility, they may result in unnecessary trading and
missed upside opportunities. There are numerous reasons why a stock’s
price may decline, but those reasons do not necessarily prompt us to
reconsider our fundamental, time-tested investment approach.
The following examples, featuring Amazon (AMZN) and Nvidia (NVDA), illustrate why we refrain from using stop-loss orders.

Amazon
Our first two examples concern Amazon and the potential consequences of a 10 percent stop-loss order (i.e., a decline of 10 percent in price).
Historically, whenever Amazon has declined by more than 10 percent, the stock price has regained—or surpassed—its original level within
weeks.
On February 5, 2016 Amazon’s stock price dropped by 14 percent from the previous week’s price ($587.00 to $502.13). Within two weeks, the
stock gained 10 percent ($555.23) and after about a month, Amazon’s stock returned to its late-January price. (See Figure 11.)
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Stop Loss Orders
(Continued from page 13)
Figure 11: Amazon stock price (2/5/16–2/26/16)
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AMZN

S&P 500

Similarly, on December 21, 2018 Amazon’s stock price was 13 percent lower than it had been the previous week (it dropped from $1,591.91
to $1,377.45). But the stock soon recovered; it increased by 14 percent within two weeks ($1,575.39) and, after a month, Amazon’s price was
23 percent higher than its December 12 price ($1,696.20). (See Figure 12.)
Figure 12: Amazon stock price (12/18/20–1/11/19)
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Stop Loss Orders
(Continued from page 14)

NVIDIA
Nvidia, a higher-beta stock (i.e., a more volatile stock), serves as a second example. Higher beta is not particularly uncommon for stocks
within the technology sector. On November 16, 2018 Nvidia’s stock price fell by 12 percent ($164.43 to $145.00). But within in two weeks, the
stock’s price essentially returned to its previous level ($163.43). (See Figure 13.)
Figure 13: Nvidia stock price (11/16/18-11/30/18)
0.87

2.00
(2.00)

(0.61)

(4.00)
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(8.00)
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(14.00)

NVDA

S&P 500

Likewise, on March 20, 2020 Nvidia’s stock price was 14 percent lower than the week prior (it dropped from $240.84 to $205.75), yet within a
week the stock price increased 23 percent ($252.73), and within three weeks the stock price increased 28 percent ($262.95). (See Figure 14.)
Figure 14: Nvidia stock price (3/13/20-4/20/20)
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15.00

4.14
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(10.00)
(15.00)

NVDA

04/20/20

04/18/20

04/16/20

04/14/20

04/12/20

04/10/20

04/08/20

04/06/20

04/04/20

04/02/20

03/31/20

03/29/20

03/27/20

03/25/20

03/23/20

03/21/20

03/19/20

03/17/20

03/15/20

(25.00)

03/13/20

(20.00)

S&P 500

Source for all Amazon/Nvidia charts: FactSet

In summary, if LBA had issued stop-loss orders for any of these four scenarios our clients would not have benefited from the stocks’ rapid
appreciations. We are long-term investors and do not let short-term price fluctuations influence our opinions. For this reason, we do not utilize
stop-loss orders.
See disclosures on last page
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Looking Ahead: Taxes
and Estate Planning
In January of 2018, the Tax Cuts and Jobs Act more than doubled
the gift and estate tax exemption from $5.45 million to $11.4
million. The current provision is scheduled to sunset in 2026;
at that time, exclusions will revert to 2017 levels. However, we
expect that taxes will be going up before 2026 regardless which
candidate wins the 2020 election.
Under Biden’s plan, current exclusions could sunset as early as
next year and shrink by 50 percent, to $5.79 million. Another key
feature of his proposed plan is the elimination of the step-up in
basis that currently applies to inherited assets. Regardless of the
election outcome, we do anticipate some changes will be made to
the tax code. Joe Biden has outlined a specific tax plan already
(this is what most challengers to an incumbent president would
do). While Trump has not produced a new plan, we anticipate
changes from him as well.

If the gift and estate tax exclusion is vastly reduced, we will likely
see the rise of lifetime wealth transfer techniques. These include
both basic strategies (e.g., maximizing non-taxable gifts through
annual $15,000 disbursements, paying for qualified educational
or medical expenses), and more complex approaches designed
to shift assets out of one’s gross estate (e.g., grantor-remainder
trusts, charitable lead annuity trusts).
The elimination of the step-up in basis could precipitate liquidity
challenges for many estates. With the current step-up in basis, tax
consequences for selling securities that have passed through the
estate are minimized. Depending on what happens in November,
changes to current estate-planning strategies may be required to
prevent exposure to higher capital gains tax rates.
Please contact us if you would like assistance in reviewing your
current estate planning documents. Regardless of changes to the
tax code, it is a good idea to review your estate plan every three to
five years to ensure it is up to date.

Some additional tax planning insights:
Intrafamily Loans

Required Minimum Distributions

The IRS Applicable Federal Rates which apply to intrafamily loans
are at all-time lows. While these loans can serve to assist family
or support a complex wealth transfer strategy, they are scrutinized
by the IRS so it is critical they are properly executed.

If you have not yet consulted with your accountant regarding your
2020 retirement account RMD, please do so now. If you don’t
need the income, it may make sense to refrain from taking your
scheduled distribution to save on your income taxes.

Short-term (up
to 3 years)
.14%

Mid-term (3–9
years)
.38%

Long-term (9+
years)
1.12%

The Curious Case of the
Electric Truck Company
with No Truck
What makes a good investment? The fundamentals: solid management,
clean balance sheets, barriers to entry, clear vision, transparent growth
strategy . . . all good things. What makes a bad investment? An absence
of one of those fundamentals. What makes a very bad investment? An
absence of all of those.
Nikola (NKLA) Motors is a company (we are being generous with that
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The Curious Case of the Electric Truck
Company with No Truck
(Continued from page 16)
terminology) in the electric vehicle (EV) industry; it has no revenue, no working product, and no proprietary technology in development or in
use. (It does, however, own the rights to a design purchased from a Croatian designer for $5,000.) Despite these shortfalls, NKLA carries a
current market capitalization of $7.8 billion, down from a high of $36 billion. That is not a typo.
The electric vehicle market is burning as hot as the coal-fired combustion engine it so desperately wants to replace. Following is a brief
history on what we believe is (in attempt to avoid lawsuits we shall temper our language here) a very bad investment:
•

NKLA wants to be the leader in the electric truck industry. It describes itself as “the TSLA of trucks.”

•

October 2019: NKLA announces that through acquisition it will soon own and offer the most efficient and longest-lasting 			
charged battery in the world.

•

A month later the acquisition collapses, partly due to the nonexistence of the acquisition target’s product and partly due to 		
the fraud indictment of its CEO.

•

NKLA continues along its strategic path and states it has the answers to why it repeatedly failed to deliver on any of its
battery-related promises.

•

The company publishes footage of an NKLA truck assumed to be driving down a road. It was later revealed that the truck had been towed
to the top of a hill and released. Gravity—not battery power—generated the truck’s forward movement.

•

NKLA claims it has the ability to produce hydrogen efficiently, at an 80 percent discount to industry standard. The company later admits it
has never produced hydrogen.

•

The CEO names his brother the head of hydrogen production. Apparently, his brother’s previous work experience, which centered on
pouring driveways in Hawaii, made him well qualified for the job.

•

NKLA claims there are 3.5 megawatts of solar panels on the roof of its company headquarters. Photos of the roof, later confirmed by the
media, show no panels at all.

•

NKLA claims all of its design and manufacturing processes are executed in-house. There is ample proof, however, that it pays third-party
vendors for design work.

•

NKLA partners with Bosch in Germany to produce trucks. In July 2020, NKLA’s CEO claims that five trucks have come off the assembly
line in Germany. Bosch denies the statement.

		

NKLA’s deceit continues today. There have been additional staged truck demonstrations, phony partnerships, and marketing stunts. So how
does a company with nothing to offer boast a market cap that rivals the market cap of General Mills? NKLA plays to fear and greed, the two
emotions that have always attracted grifters. Many investors are fearful of missing out on the EV revolution. Others are inherently greedy and,
as a result, take unwise risks. At the time of this writing, NKLA’s value continues to fall. When will the plug be pulled from this
non-rechargeable AAA?
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Congratulations, Mark, on 29 years at LBA!

We will miss seeing you in the office
and hearing your many quips and puns.
Below are some of our favorites:

•

Oh, the burdens of greatness.

•

Coloplast – it’s a crappy business but someone has to do it.

•

Oh well, life sucks and then you die.

•

Graco (ticker GGG) - Gee, that’s interesting.

•

Eat right, stay fit, die anyway.

•

Apple - it’s a core holding.

•

Never assume logic.

•

Canadian National Railroad - an engine for growth.

•

Goodness had nothing to do with it.

•

Nike - a real “shoe-in” for clients.

Lowell, Blake & Associates provides personalized financial services and support for individuals, families, nonprofits, and businesses.
Reflections & Observations is our biannual newsletter to keep our clients and contacts “in the know” on new trends and valuable insights.
We love to hear from you—we invite you to share with us your ideas and feedback at lba@lowell-blake.com.

IMPORTANT DISCLOSURES
This presentation is not an offer or a solicitation to buy or sell securities. The
information contained in this presentation has been compiled from third party sources
and is believed to be reliable; however, its accuracy is not guaranteed and should
not be relied upon in any way, whatsoever. This presentation may not be construed
as investment advice and does not give investment recommendations. Any opinion
included in this report constitutes the judgment of Lowell Blake & Associates, Inc.
(Lowell Blake) as of the date of this report, and is subject to change without notice.

or one or more of its officers or employees, may have a position in the securities
presented, and may purchase or sell such securities from time to time.
General Disclosures
Additional information, including management fees and expenses, is provided on
Lowell Blake’s Form ADV Part 2, available upon request or at the SEC’s Investment
Advisor Public Disclosure site https://www.adviserinfo.sec.gov/Firm/105127. As with
any investment strategy, there is potential for profit as well as the possibility of loss.
Lowell Blake does not guarantee any minimum level of investment performance or
the success of any portfolio or investment strategy. All investments involve risk (the
amount of which may vary significantly) and investment recommendations will not
always be profitable. The investment return and principal value of an investment will
fluctuate so that an investor’s portfolio may be worth more or less than its original cost
at any given time. The underlying holdings of any presented portfolio are not federally
or FDIC-insured and are not deposits or obligations of, or guaranteed by, any financial
institution. Past performance is not a guarantee of future results. Copyright © 2020, by
Lowell Blake & Associates, Inc.

Security Recommendations
The investments presented are examples of the securities held, bought and/or sold
in Lowell Blake strategies during the last 12 months. These investments may not be
representative of the current or future investments of those strategies. You should not
assume that investments in the securities identified in this presentation were or will
be profitable. We will furnish, upon your request, a list of all securities purchased, sold
or held in the strategies during the 12 months preceding the date of this presentation.
It should not be assumed that recommendations made in the future will be profitable
or will equal the performance of securities identified in this presentation. Lowell Blake,
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