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It’s no secret that technology stocks, led
by FAANG1, have been posting strong
positive gains in this bull market. You’ve
probably heard about the
outperformance over the last few years,
which might also lead you to reasonably
conclude that technology stocks are not
cheap.

You’d be right – technology stocks trade
at more than a 10% premium to the
broader market, which is significantly
higher than the post-crisis 4% average.

But in my view, a closer look shows that
maybe technology stocks should be
trading at a higher premium, given that
companies in the tech space are more
profitable than the S&P 500 average.
The current return-on-equity (ROE) for
tech names is over 30%, which is nearly
double the average ROE for S&P 500
companies.2 If you look at technology
companies through a lens of price-tocash flow versus the traditional price-toPage 1

earnings, the premium starts to make
more sense.

Because technology stocks are in high
demand and trading at a premium, they
also tend to get beat up badly during
market pullbacks. The significant
market drawdown late last year – which
was technically a bear market for a
single day – wreaked disproportionate
havoc on the FAANG names. The S&P
500 fell around -20%, but Facebook
plunged -28.4%, Amazon -36.3%, Apple
-37.2%, Netflix -40.2%, and Alphabet 20.2%. With the exception of Alphabet
(Google), these declines are more in-line
with what we’d expect from big bear
markets.3
But that’s also precisely why market
pullbacks can boost the case for longterm ownership of quality tech stocks.

As I write, the S&P 500 is up
approximately +20% for 2019, but
technology stocks as measured by the
exchange traded fund IYW is up nearly
+30%.4 In short: getting beaten up on
the way down can often give us longterm investors attractive entry points.
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If you believe that there is a strong case
for secular growth in the technology
sector – which I do – then it follows that
high-quality technology companies with
competitive advantages have an
opportunity to potentially deliver strong
earnings growth for several years to
come. Market pullbacks just make them
temporarily cheaper.
Risks to Watch Closely

In a word: regulation. Now more than
ever, technology companies are dealing
with scrutiny from all angles. The Justice
Department is currently conducting an
antitrust review of Alphabet’s Google
unit as well as Facebook and Amazon.
Earlier this month, 48 Attorneys General
– led by Texas AG Ken Paxton –
announced they were joining together
for an antitrust investigation of their
own into Google’s practices as they
relate to online advertising markets.5
As pressure builds, the forward-looking
environment becomes less certain, since
regulation could pose a threat to future
earnings. At the same time, the right
kind of regulation could also benefit
new entrants and create entirely new
revenue streams into the sector. I’d
argue that regulation can create
speedbumps for the biggest companies,
but that it won’t stop the growth engine
overall.
But here’s the real kicker, which I also
think matters the most: any regulatory
breakthrough that results in real
legislation is likely to take years. 2020 is
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also an election year, meaning that big
ticket legislation that is not passed
during the balance of 2019 is not likely
to see the light of day in Congress for
another couple of years. If anything, I’d
expect any regulation targeting the tech
sector to be small at first, which I do not
believe will impact earnings in a
meaningful way. The sector remains
highly attractive even with the added
scrutiny.
Bottom Line for Investors

If you’ve been following my columns for
some time, you almost certainly know
that I don’t advocate for market timing
and that I also don’t tend to put too
much emphasis on technical analysis.
So, it’s important to note that my case
for tech stocks during market pullbacks
has everything to do with owning highquality, highly profitable companies that
have strong secular growth cases – and
trying to buy them cheaply.
At the end of the day, uncertainty
surrounding the regulatory
environment and the trade skirmish
may have some influence over pricing in
the near term, but longer term I think
high-quality technology companies will
continue to be a growth story. These are
the types of companies we’ll continue to
seek out in our earnings-focused
approach, which are incorporated into
Zacks Investment Management
strategies where appropriate.
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DISCLOSURE
Past performance is no guarantee of future
results. Inherent in any investment is the
potential for loss.
Zacks Investment Management, Inc. is a whollyowned subsidiary of Zacks Investment Research.
Zacks Investment Management is an independent
Registered Investment Advisory firm and acts as an
investment manager for individuals and institutions.
Zacks Investment Research is a provider of earnings
data and other financial data to institutions and to
individuals.
This material is being provided for informational
purposes only and nothing herein constitutes
investment, legal, accounting or tax advice, or a
recommendation to buy, sell or hold a security. Do
not act or rely upon the information and advice given
in this publication without seeking the services of
competent and professional legal, tax, or accounting
counsel. Publication and distribution of this article is
not intended to create, and the information
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contained herein does not constitute, an attorneyclient relationship. No recommendation or advice is
being given as to whether any investment or
strategy is suitable for a particular investor. It should
not be assumed that any investments in securities,
companies, sectors or markets identified and
described were or will be profitable. All information is
current as of the date of herein and is subject to
change without notice. Any views or opinions
expressed may not reflect those of the firm as a
whole.
Any projections, targets, or estimates in this report
are forward looking statements and are based on
the firm’s research, analysis, and assumptions. Due
to rapidly changing market conditions and the
complexity of investment decisions, supplemental
information and other sources may be required to
make informed investment decisions based on your
individual investment objectives and suitability
specifications. All expressions of opinions are
subject to change without notice. Clients should
seek financial advice regarding the appropriateness
of investing in any security or investment strategy
discussed in this presentation.
Certain economic and market information contained
herein has been obtained from published sources
prepared by other parties. Zacks Investment
Management does not assume any responsibility for
the accuracy or completeness of such information.
Further, no third party has assumed responsibility for
independently verifying the information contained
herein and accordingly no such persons make any
representations with respect to the accuracy,
completeness or reasonableness of the information
provided herein. Unless otherwise indicated, market
analysis and conclusions are based upon opinions
or assumptions that Zacks Investment Management
considers to be reasonable. Any investment
inherently involves a high degree of risk, beyond any
specific risks discussed herein.
It is not possible to invest directly in an index.
Investors pursuing a strategy similar to an index may
experience higher or lower returns, which will be
reduced by fees and expenses.
The S&P 500 Index is a well-known, unmanaged
index of the prices of 500 large-company common
stocks, mainly blue-chip stocks, selected by
Standard & Poor’s. The S&P 500 Index assumes
reinvestment of dividends but does not reflect
advisory fees. The volatility of the benchmark may
be materially different from the individual
performance obtained by a specific investor. An
investor cannot invest directly in an index.
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