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IS THE STOCK MARKET DIVORCED 
FROM REALITY?

I have been sheltering in place on a former dairy farm 
in rural New Hampshire—surrounded by more Scottish 
Highland cattle than people—and relying on my iPhone 
and Microsoft Surface Pro to keep in touch with the office 
via email and Zoom video. I haven’t sat in a restaurant in 
six months, so my dining-out costs are close to zero while 
my grocery bill is sharply higher. 

I venture out every 10 days or so to stock up on supplies 
(Hannaford supermarket, Walmart, Tractor Supply, 
Home Depot) and order frequently online. Judging 
by the traffic on my dead-end dirt road, I’m not the 
only one whose habits have changed. It’s only a small 
exaggeration to say every third vehicle going up or down 
the hill is a FedEx or UPS truck making another delivery, 
most likely from Amazon.

For many of us, the daily routine has changed 
dramatically from a year ago. This writer is no exception. 
I customarily travel extensively for business, with well 
over 100 airline flights and dozens of hotel stays over the 
course of a year. Since March 18, the number is zero on 
both counts, and the near future offers little reason to 
expect any change.

With this shifting landscape in mind, it shouldn’t be 
surprising that some companies have prospered during 
this upheaval while others—especially travel-related 
firms—have struggled. From its record high on February  

 
19, 2020, the S&P 500 Index1 fell 33.79% in less than 
five weeks as the news headlines grew more and more 
disturbing. 

But the recovery was swift as well: From its low on March 
23, the S&P 500 Index jumped 17.57% in just three 
trading sessions, one of the fastest snapbacks ever among 
18 severe bear markets since 1896. As of August 18, 
2020, the S&P 500 Index had recovered all its losses and 
notched a new record high.

Many individuals are puzzled by this turn of events. For 
those under the age of 75, the news headlines are likely 
the grimmest in memory: Millions have found themselves 
suddenly unemployed, and storied firms such as Brooks 
Brothers, Neiman Marcus, and JC Penney have entered 
bankruptcy proceedings.

How can stock prices flirt with new highs while the news 
is so discouraging? One financial columnist recently 
observed that the stock market “looks increasingly 
divorced from economic reality.”2

Is it? Let’s dig a little deeper.

The stock market is a mechanism for aggregating opinions 
from millions of global investors and reflecting them in 
prices they are willing to accept when buying or selling 
fractional ownership of a company. Share prices represent 
a claim on earnings and dividends off into perpetuity—
current prices incorporate not only an assessment of 
recent events but also those in the distant future. 
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In some sense, the stock market has always been 
“divorced from reality” since its job is not to report today’s 
temperature but what investors think it will be next year 
and the year after that and the year after that and so on.

Moreover, the universe of stocks does not march in 
lockstep. At any point in time, some firms are prospering 
while others are floundering. 

This year’s wrenching economic turmoil has inflicted great 
hardship on some firms while opening new opportunities 
for others. Based on this admittedly abbreviated list, it 
appears the stock market is doing just what we would 
expect—reflecting new information in stock prices. 

Past performance is not a guarantee of future results.

No one could have predicted the tumult we have seen this 
year in financial markets. But investors would do well to 
focus on what hasn’t changed:

1. Markets are forward-looking, so focusing on today’s 
economic data is akin to looking at the rearview 
mirror rather than the road ahead.

2. Broad diversification makes it more likely that investors 
capture market returns that are there for the taking—
including companies that do far better than expected.

3. Since news is unpredictable, a strategy designed to 
weather both expected and unexpected events will 
likely prove less stressful and easier to stick with.

Bottom line: Read the newspaper to be an informed 
citizen, not for advice on how to navigate the financial 
markets.

—Weston Wellington,  
Vice President, Dimensional Fund Advisors

1 S&P data © 2020 S&P Dow Jones Indices LLC, a division of S&P Global. All 
rights reserved. 
2 Matt Phillips, “Repeat After Me: The Markets Are Not the Economy,” New 
York Times, May 10, 2020. 

This information is intended for educational purposes and should not be 
considered a recommendation to buy or sell a particular security. Named 
securities may be held in accounts managed by Dimensional.

The information in this document is provided in good faith without any 
warranty and is intended for the recipient’s background information only. 
It does not constitute investment advice, recommendation, or an offer of 
any services or products for sale and is not intended to provide a sufficient 
basis on which to make an investment decision. It is the responsibility of any 
persons wishing to make a purchase to inform themselves of and observe 
all applicable laws and regulations. Unauthorized copying, reproducing, 
duplicating, or transmitting of this document are strictly prohibited. 
Dimensional accepts no responsibility for loss arising from the use of the 
information contained herein.

THE DANGERS OF CHASING  
BIG STOCKS

Even if you don’t follow the financial news closely, you 
may have heard once or twice or a hundred times over 
the last few months that Amazon has grown from an 
incredibly large company to a ridiculously colossal 
incredibly large company. With most of its competitors 
shuttered for weeks or months or permanently in the 
midst of a global pandemic, and with the company 
offering a safe shopping solution to a hundred million 
homebound households, it makes sense.

Way back in January of this year, Amazon’s value, 
measured as market capitalization (stock price times 
outstanding shares), was around $900 billion. Not 
exactly chump change, but as of the day I am writing 
this in mid-September, the company’s value is over 
$1.5 trillion.

Sounds like a company you want to get in on, right? 
Not to mention some of the other giant companies out 
there that are doing nothing but getting bigger: Apple, 
Google, Berkshire Hathaway. All these companies have 
had nice runs while thousands of other companies have 
suffered through 2020.
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History shows the average returns of giant corporations are a two-part story: rapid growth far in excess of the 
market average up until they become a top 10 company, followed by returns that are in line and slightly below the 
market average.

ANNUAL OUTPERFORMANCE OF TOP 10 COMPANIES  
BEFORE AND AFTER BECOMING TOP 10

 1927–2019

Time Period Annual Outperformance

The 10 years before entering the top 10 10.0%

The five years before entering the top 10 19.3%

The three years before entering the top 10 24.3%

The three years after entering the top 10 0.7%

The five years after entering the top 10 -1.1%

The 10 years after entering the top 10 -1.5%

The rich get richer, so they say. Does that mean big companies are a better bet in general than smaller ones?  
The 2020 performance notwithstanding, the historical record is pretty clear. The answer is “no.”

As companies grow to become some of the largest firms trading on the U.S. stock market, the returns that push 
them there can be impressive. But not long after joining the top 10 largest by market cap, the stock performance  
of those companies, on average, began to lag the market.
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From 1927 to 2019, the average annualized return for 
these stocks over the three years prior to joining the 
top 10 was nearly 25% higher than the market. In the 
three years after, the edge was less than 1%.1 Five years 
after joining the top 10, these stocks were, on average, 
underperforming the market—a stark turnaround 
from their earlier advantage. The gap was even wider 
10 years out.

Intel is an illustrative example. The technology giant 
posted average annualized excess returns of 29% in the 
10 years before the year it ascended to the top 10 but, 
in the next decade, underperformed the broad market 
by nearly 6% per year. Similarly, the annualized excess 
return of Google five years before it hit the top 10 
dropped by about half in the five years after it joined 
the list.

This is yet another reminder of the danger of chasing 
return. Amazon, Apple, and Google were great 
investments—in January 2020. But we can’t invest in 
January 2020, only today, so before investing, we have 
to decide if those companies will continue to beat the 
markets by wide margins going forward. They might! 
But “they might” isn’t a good foundation to rational 
decision making. History gives us a better answer:  
Be wary. 

—Steve Tepper  
(adapted from content provided by Dimensional Fund Advisors)

1 Returns are measured as of start of first calendar year after a stock joins 
top 10.

Past performance is no guarantee of future results. Indices are not available 
for direct investment; therefore, their performance does not reflect the 
expenses associated with the management of an actual portfolio.

This information is intended for educational purposes and should not be 
considered a recommendation to buy or sell a particular security.


