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Executive Summary

- Markets provide a message. One message 

became acute in November . . . (Page 2), 

reopening of the economy should benefit areas of 

the market that have lagged, and previous market 

leaders may begin to underperform on a relative 

basis. 

 

- Could mean significant rotation (Pages 2-3), 

likely the early innings of a longer-term rotation to 

small-cap, international, and cyclical (or value) 

stocks. 

 

- Another message from the markets: (Page 

3), reacting to price action instead of being guided 

by a financial plan driven by asset allocation 

typically leaves the investor worse off. 

 

- A tactical change, sort of . . . (Page 3), We 

have allowed equity advances to bring stock 

allocations back to longer-run strategic weights. 

 

- Economic “scarring” remains a risk (Page 5), 

The longer workers and businesses go without 

some relief, the higher the risk of a slower 

recovery, and perhaps even a secondary 

recession.  

 

- FOMC minutes listed three options for 

increasing the monetary stimulus impact 

from LSAP (Page 9), Focusing more asset 

purchases on ten to thirty-year Treasury 

securities should help lower longer-term U.S. 

Treasury yields. 

 

- Most frustrating element . . . is the relentless 

tightening in corporate bond spreads (Page 

11), valuations in the corporate bond market are 

getting to a point where sustaining an overweight 

in the asset class is becoming more difficult to 

justify on an intellectual basis. 

 

- Past theories on various trading ranges for 

the 10-year Treasury have not successfully 

played out (Page 12), We plan on studying any 

possible breach of the 1%-yield level for the 10-

year Treasury as a potential point to lift our 

portfolio duration band.  

 

- The better showing in 3Q20 EPS has 

prompted analysts to raise expectations for 

the fourth quarter (Page 13), The improved 

outlook for 4Q combined with the broad 3Q beat 

means S&P 500 earnings from continuing 

operations for all of 2020 will exceed consensus 

expectations that were set at the end of 3Q20. 

 

-Earnings recovery plainly accelerated in the 

third quarter and should continue to do so in 

the fourth quarter (Page 14), Away from the 

glare of the headlines, earnings expectations are 

rising for the next two years, and that is quietly 

lifting investor sentiment.

 

 

 Asset Class Outlook 

Real Assets Current Previous 

Real Estate Slightly Unfavorable Slightly Unfavorable 

Infrastructure Neutral Neutral 

Commodities Slightly Favorable Neutral 

Equity Current Previous 

U.S. Equity Slightly Unfavorable Slightly Unfavorable 

Int’l Equity Neutral Neutral 

Emer. Mkts Slightly Favorable Neutral 

Fixed Income Current Previous 

Invest. Grade Credit Neutral Neutral 

Treasury/Agency Unfavorable Unfavorable 

Mortgage Backed Neutral Neutral 

Commercial MBS Slightly Favorable Slightly Favorable 

High Yield Slightly Unfavorable Slightly Unfavorable 

Emer. Mkts Debt Neutral Neutral 

Tax-Exempt Neutral Neutral 

TIPS Slightly Favorable Slightly Favorable 
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2020 Is Almost Over 
 
At the risk of gross understatement, this has been a challenging year.  For many, perhaps more 
from a personal standpoint than in regard to investment portfolios.  We routinely hear comments 
about being happy to see 2020 go as a better 2021 is anticipated.  (“How could it be any worse?” 
is a common sentiment.) 
 
Regarding investment markets, if one had not monitored regular market moves (or ubiquitous 
coronavirus coverage) and is just now looking at year-to-date market performance, they may think 
it has been an average, or even better than average, year.   
 
For example, just taking a quick look back (market data is as of December 1 closing price): 
 

• The S&P 500 prices are up 13% year-to-date (YTD).  However, the index fell more than 
33% from February highs before rebounding more than 60% from those lows till now. 

• We see similar figures for the Nasdaq Composite:  +37.7 YTD; a fall of -30% into March 
lows and then a rebound of +80%,  

• Russell 2000 small cap index:  +10% YTD (but the index was still underwater prior to a 
record-setting November gain of 18%).  This was after a draw-down of -41.5% before a 
rebound of +85% from the lows. 

• MSCI All World ex-US (foreign stocks):  a 4% gain YTD after a drop of -33.6% from Jan.1 
to March lows, and then a +56% rebound.  Non-US stocks were able to finally turn positive 
thanks to a phenomenal November as well. 

• MSCI Emerging Markets stocks index:  +10% YTD (again, big November gains); -32% 
from Jan. 1 to the pandemic reaction lows; +61.7% from the low. 

• US Dollar index:  as the premier reserve currency and international safe-haven, the USD 
rallied 9% in the early days of the pandemic, but since then it has fallen over 12% from its 
flight-to-safety heights. YTD the dollar is down almost 4%. 

• Commodities, as measured by the broad-based Bloomberg Commodity Index:  fell 26% 
from beginning of year to Covid lows, then grinded higher by almost 25%.  YTD the 
commodities index is down 8%. 

• REITs (DJ REIT Total Return Index): fell more than 40% from its February highs, then 
struggled higher, yet it increased 50% from the lows.  The index is still down about 6% this 
year. 

• Investment Grade Bonds (Barclays/Bloomberg Aggregate Bond Index):  Quality bonds did 
what quality bonds are supposed to do in a balanced portfolio—providing some stability 
as risk assets like stocks, REITS, and commodities sliced off a quarter to a third of their 
value.  The bond index fell 6.3% from early March highs to mid/late March lows, which 
was off less than 1% from the beginning of the year.  From the March lows, bonds returned 
7.6% and are up just under 7% for the year.  The safe-haven U.S. Treasuries performed 
even better as they did not experience a deep March decline related to credit risks. 

 
Markets provide a message.  One message became acute in November, concurrent with initial 
news of Covid vaccine breakthroughs:  reopening of the economy should benefit areas of the 
market that have lagged, and previous market leaders may begin to underperform on a relative 
basis. The last may be first; the first, last.  For the stock market, this could mean significant rotation 
from the U.S. to non-U.S. leadership, from large-cap to small, and from the “stay-at-home” winners 
to companies that would benefit from a reopening or resumption of a more normal economic 
picture.  A lot of the “reopening trade” has already been baked into current market prices, but this 
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is likely the early innings of a longer-term rotation to small-cap, international, and cyclical (or 
value) stocks.  These are also areas that are under-represented in many investors’ portfolios after 
years of underperformance.  While it would not be wise to chase November’s gains, increasing 
allocations to these neglected asset classes, especially on any short-term weakness/dips, would 
be prudent. 
 
Another message from the markets:  reacting to price action instead of being guided by a financial 
plan driven by asset allocation typically leaves the investor worse off.  We witnessed a number of 
clients who sold large swaths of equity in reaction to the steep price declines in March, i.e. sold 
risk assets near the bottom.  Most clients in our strategic models, commendably, did not.  With 
the sharp rebound the remainder of the year, those clients who stood pat, or who, better yet, did 
some rebalancing from cash or less volatile asset classes back into equity, are still solidly on track 
for their longer-term financial goals.   
 
The early work of developing a financial plan and prescribed target asset allocation, and the 
intestinal fortitude to stick with it during fearful or euphoric times, are still the bedrocks of long-
term financial success. 
 

 
 
 
Portfolio Positioning Update: 
 
A tactical change, sort of… 
Since tactically reducing risk assets (stocks) to slightly underweight in mid-to-late February the 
stock market has experienced a sizable rally.  Normally we would use these advances to 
rebalance back to the tactical underweight.  However, we have allowed equity advances to bring 
stock allocations back to longer-run strategic weights.  While still concerned about valuations and 
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the short-term overbought nature of the stock market, this is a de facto tactical shift back to 
neutral.  We are content to let this neutral allocation stance continue and will selectively rebalance 
clients’ Strategic Model accounts if they materially exceed the strategic targets.  Instead of 
rebalancing to a tactical underweight, we will only pare back to the strategic target. 
 
Commodities look good, but… 
We have upgraded our outlook on broad based commodities from “slightly unfavorable” to neutral.  
Consistent with a reopening theme and increasing global economic growth where Asia and 
Emerging Markets are anticipated to outpace the U.S., commodities should do well, especially 
base/industrial metals (there is still a significant oil/gas inventory glut coincident with OPEC 
uncertainty as well as questions about gasoline demand going forward).  The catch is that there 
are not well-designed investment vehicles to take advantage of this outlook.  Direct commodity 
investment is complicated by the nature of futures contracts within funds/ETFs.  Instead, our more 
favorable commodity outlook will be implemented through energy infrastructure ETFs in our 
Strategic Models and through security selection in Managed Model portfolios. 
 
Lastly, we stated earlier that equity markets are overbought on a short-term basis.  Such a phrase 
can create investor angst, so it’s important to provide some additional context.  Overbought 
market conditions are resolved one of three ways:  1) a correction occurs, bringing prices lower 
by 5-ish to 15-ish percent, give-or-take, 2) markets don’t correct but instead consolidate, moving 
sideways, within a trading range, for a period of time until the overbought condition lessens, or 3) 
the overbought condition persists and compounds as markets continue to advance.  Of course, 
during these further advances more significant correction risks grow.  (The bright lining is that 
persistence of such overbought conditions is the least common of the three outcomes.) 
 
As a result of the condition, we would continue to advocate a tranche strategy for clients who are 
underinvested in equity and need to bring their portfolio back into balance, or for those who have 
fresh money to put to work. 
 
Regardless, a short-term market condition should not make a major difference for investors with 
financial goals set on longer timeframes, who also have a prudent asset allocation plan, and who 
keep their emotions in check during bouts of market volatility.   
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Current Economic Snapshot 

Quarterly & Fiscal Year GDP Growth (Average Annual) 

Source 
2Q20 

 (Actual) 
3Q20 

 (Actual) 
4Q20 

(Forecast) 
FY20 

(Forecast) 
1Q21 

(Forecast) 
2Q21 

(Forecast) 

Bloomberg -31.4% 33.1% 4.0% -3.6% 3.1% 3.4% 

AWM/IMG -31.4% 33.1% 3.0% -3.6% 2.0% 5.0% 

Sources: Bloomberg, Bureau of Economic Analysis; Methodology: Average Annual Return 

 

Investment Management Group’s Recession Indicators 
Indicator* Current Previous Short Term Trend Long Term Trend 

CB Leading Econ. Indicators -2.9% -3.9% Positive/Neutral Negative 
3–Mon./10–YR. Yield Curve Spread +0.77% +0.59% Positive Positive 

New Orders–to–Inventories 13.9 16.0 Neutral Positive 

Cap. Goods New Orders +5.5% +5.9% Positive Positive 

Initial Jobless Claims 751k 837k Neutral Negative 

New Building Permits 1,553k 1,553k Positive Positive 
Sources: Bloomberg 
*See the Appendix for description of each indicator 

The nationwide surge in Covid cases, and the consumer, business, and government response, is 
again causing us to lower our Q4 and Q1-2021 estimate for U.S. GDP growth.  We’ve trimmed 
Q4 from 3.5% (annualized) to 3% and reduced Q1 to 2% from 4% (annualized).  We have also 
introduced a Q2-2021 estimate of 5%.  The initial outlook for 2021 is that we should experience 
strong growth for the year, but contagion surges stand to push that growth from one quarter to 
the next. 

Economic “scarring” remains a risk.  It would be mitigated by an additional aid package from 
Congress.  Probability of a deal before Christmas has risen, but color us skeptical as we cynically 
wonder if petty political squabbling will once again derail efforts that everyone agrees need to 
come to fruition.  The longer workers and businesses go without some relief, the higher the risk 
of a slower recovery, and perhaps even a secondary recession.  Our base case is that help is on 
the way, and will be in time (and that US enterprise is creative and resilient as a rule), but the risk 
of delay and broader malaise are high enough that it is important to keep these issues on the 
investment radar, as they could affect corporate profitability and balance sheet health. 

Coronavirus and the economy remain tethered and as mentioned in past missives, the high 
frequency and alternative data sets remain important indicators of what to expect.  The data sets 
we are watching most closely are below with limited commentary.  

The Dallas Fed Mobility and Engagement Index dropped quickly and significantly.  This is not a 
surprise—we warned it could drop last month—but it’s important to note that some of the lower 
mobility could be related to the Thanksgiving holiday weekend.  (One of the issues of using new 
data sets is that there is not a historical comparable of “normal” times.) 
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Dallas Fed Mobility and Engagement Index

 
Source: Bloomberg 

The New York Federal Reserve’s Weekly Economic Index has also stalled.  The next couple of 
weeks should give some indication if this is just a blip, or a more pernicious downturn in activity. 

New York Fed Weekly Economic Index

 
Source: Bloomberg 
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During our November Viewpoint webcast, we mentioned that hospitalization rates of Covid-19 
patients was likely the best indicator of how draconian government mandated mitigation protocols 
might be.  Citing data released by the US Department of Health and Human Services, it is clear 
that the percent of inpatient beds continues on the current upward trend.  Additionally, at 14.6%, 
it has exceeded the surge peaks of both March/April (13.5%) and the summer surge in July (11%). 

Covid-19 Hospitalization Rates 

 
Source: Bloomberg 

Lastly, we have come across an additional data set from Kastle Systems.  The “back to work 
barometer” tracks how many employees are swiping their ID/key-card to enter physical office 
locations.  It is an indication of how many urban, white-collar workers (who tend to be high wage 
earners with the ability for significant discretionary spending) are returning to the office, which 
then has implications for dry-cleaners, restaurants, transportation, and other higher-end 
consumer services in urban office centers.   

The data remains troublesome.  The national average remains at only about one-fifth (22.6%) of 
the pre-pandemic baseline, and back-to-work barometers for key cities are once again trending 
downward.  It is safe to say that the coronavirus has permanently changed the way we work, 
however, there is also a growing feeling that some gathering in a traditional office setting will be 
desired and necessary for collaboration, key relationships, talent development, and career 
advancement.  While it is unlikely that the index reaches its previous levels given the impact of a 
lasting remote work/flexible work trend, it is just as likely that 20% is too low and could be a coal-
mine canary signaling that more rapid economic growth may resume, or be pushed back further. 
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Back to Work Barometer 

 
Source: Bloomberg 
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Federal Reserve Watch:  Lower for Longer 

The Federal Reserve Open Market Committee (FOMC) met on November 5 and released the 

minutes from that meeting on November 25.  Fed-watchers latched on to the portion of the 

minutes that dealt with a lengthy discussion by committee members regarding the Large Scale 

Asset Purchase (LSAP) program, also known as “quantitative easing” or “QE”.   

While Chairman Powell declined to provide specifics about this discussion during the press 

conference immediately following the FOMC meeting, the minutes indicated that “most” 

participants agreed that the Fed should provide “qualitative outcome-based guidance” regarding 

future bond purchases, and that this guidance would need to be “consistent with the 

committee’s forward guidance for the federal funds rate so that use of these tools would be well 

coordinated.”  We’re not entirely sure what this qualitative guidance might look like, but may tie 

the pace, horizon or maturity of future purchases to the evolving outlook for the economy or the 

pandemic.  It also seems likely that forward guidance for asset purchases will dovetail with rate 

policy – confirming that increases in the Fed’s securities holdings will cease sometime before 

the FOMC begins raising short-term interest rates.    

Most interesting, in our opinion, was the discussion of potential steps that the FOMC could take 

in the event they want to increase monetary accommodation.  This is particularly relevant today, 

given that the accelerating spread of the virus since November 5 has begun to show up in more 

government-mandated restrictions, reduced mobility metrics, and reduced economic activity.  

With uncertain probability of a near-term fiscal response from Congress, and looming expiration 

of unemployment benefits for 13-14 million people at year-end, the FOMC could decide to 

increase the level of monetary accommodation as soon as the December 16 meeting.  

The FOMC minutes listed three options for increasing the monetary stimulus impact from the 

LSAP:  1) increasing the size of purchases (they are currently purchasing $80 billion in 

treasuries and $40 billion mortgage-backed securities per month); 2) lengthening the horizon for 

purchases (they are expected to begin winding down purchases after the end of next year); or 

3) extending the average maturity of bond purchases (the average maturity is currently around 

5-7 years).  Increasing the size of monthly purchases didn’t seem to be the best option, as the 

minutes indicated that this would likely create more bank reserves – and banks are currently 

struggling with excess reserves now.  The minutes also indicated that the FOMC had concerns 

about lengthening the horizon of purchases in smaller monthly amounts, as it could be 

misinterpreted as “tapering”.  Presumably, simply committing to $80 billion per month for a 

longer time horizon runs the risk of conflicting with forward guidance for short-term interest 

rates. 

That leaves lengthening the maturity of purchases as potentially the best option.  This option 

seems to “check the most boxes” and many Fed-watchers seem to agree.  With the FOMC’s 

rate policy already “anchoring” the front end of the yield curve, focusing more asset purchases 

on ten to thirty-year treasury securities should help lower longer-term U.S. Treasury yields 

(relative to where they otherwise would be), which in turn should reduce borrowing rates for 

businesses and households.  Heavier Fed buying in the long end of the yield curve should also 
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help prevent rates from spiking quickly as the vaccines are distributed and economic activity 

returns to a more normal level.  This provides us with a little more comfort that an improving 

economic climate in the hopefully not-too-distant future will not result in a sharp spike in longer-

term interest rates.  This is fairly good news for stock and bond prices. 

In other news, U.S. Treasury Secretary Steven Mnuchin and Federal Reserve Chairman Jay 

Powell recently had a rare public “kerfuffle” after the Treasury elected to withdraw its support for 

a number of the Fed’s emergency credit facilities, effectively ending five programs at year end 

and another four at the end of Q1 2021.  Powell protested briefly, but it is ultimately the 

Treasury’s decision to provide the capital to absorb potential credit losses incurred by the 

operation of the facilities.  While the “take up” of these facilities has been vastly reduced since 

the early days of the pandemic (and some were barely used at all), their mere presence 

provides an added degree of security for the economy and markets and an important backstop 

should financial conditions begin to tighten again (and we would remind that the community 

spread of the virus has increased markedly in recent days).  We doubt if the removal of these 

facilities will cause a problem, and they could probably also be reconstituted reasonably quickly, 

if necessary.  However, it seems to us to be a bit of a premature step to take at this time. 
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On any given day, the bond market seems to be torn by any number of thoughts that act to push 
yield levels around. While yields would seemingly experience a renewed drift downward with the 
market speculating that the Federal Reserve may look to extend the maturities of Treasury 
securities it places on its balance sheet, it also develops a case of indigestion from the potential 
for an additional stimulus package(s) to be adopted by Congress that would elevate the level of 
available supply. Beyond that, investors continue to reflect upon what is more meaningful in terms 
of the COVID-19 pandemic (i.e. swings up in cases and hospitalizations that threaten to constrict 
economic activity offset by hopes that an effective vaccine will be widely available and distributed 
in the relatively near future that will cull the long-term impacts of the disease). 
 
Perhaps the most frustrating element of these cross currents, in our view, is the relentless 
tightening in corporate bond spreads. Indeed, the option adjusted spread (OAS) level for the 
Bloomberg Barclays Corporate Bond Index closed very close to our long-term valuation concern 
level of +100 on Tuesday, December 1, 2020. Meanwhile, the OAS level for the Bloomberg 
Barclays High Yield Corporate Bond Index broke below +400 on Tuesday, December 1, 2020 for 
the first time since February 24, 2020. Needless to say, valuations in the corporate bond market 
are getting to a point where sustaining an overweight in the asset class is becoming more difficult 
to justify on an intellectual basis. 
 

IG OAS Very Close to Our Long-Term Valuation Concern 

 
Source: Bloomberg 
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High Yield Valuations Look Pretty Lofty, Too 

 
     Source: Bloomberg 
 
As we have alluded to in prior commentaries, we are far from enamored with the fundamental 
landscape in the corporate bond market. Indeed, we note that Bloomberg Intelligence’s estimate 
of trimmed mean level of leverage (gross debt over earnings before interest, taxes, depreciation 
and amortization) for the Investment Grade sector of 3.50x for 3Q2020 remains near its historical 
high set in 2Q2020 (3.54x) and well above its 10-year average of 2.82x. Meanwhile, Bloomberg 
Intelligence’s estimate of the trimmed mean of leverage for the high yield sector of 5.27x was also 
above its 10-year average of 4.71x; however, it did demonstrate some improvement versus the 
5.57x estimate for 2Q2020. Given the tight valuations present in the market, we believe investors 
need to be very discriminate as to the names they add into their portfolios at this juncture. 
 
We remain biased toward committing any funds raised from the liquidation of any of our corporate 
bond holdings into the agency commercial mortgage backed securities (ACMBS) and taxable 
municipal sectors. We continue to believe these sectors offer relative value to the bond investors 
in a world beset by low nominal Treasury and agency yields and limited spread compensation for 
agency residential mortgage backed securities (RMBS).  
 
Finally, we recognize that our past theories on various trading ranges for the 10-year Treasury 
have not successfully played out. In specific, the yield for the 10-year seems to have successfully 
broken through 0.90% and has been on a relatively steady uptrend since early August. 
Nevertheless, we have a difficult time believing that intermediate and long-term yields are about 
to make a substantial move higher given the cross currents we referenced earlier. (Please see 
Scott’s piece on the Federal Reserve for additional details and thoughts). As such, we plan on 
studying any possible breach of the 1%-yield level for the 10-year Treasury as a potential point to 
lift our portfolio duration band (85% to 95% of the Bloomberg Barclays Aggregate Bond Index). 
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Earnings for the third quarter of 2020, came in better than expected, as companies doubled down 

on their digital offerings while cutting costs in lagging legacy areas. Third quarter earnings 

declined by only 6.5% over 3Q 2019, compared to an expected decline of 25% at the beginning 

of the quarter. The better showing in 3Q20 EPS has prompted analysts to raise expectations for 

the fourth quarter. The improved outlook for 4Q combined with the broad 3Q beat means S&P 

500 earnings from continuing operations for all of 2020 will exceed consensus expectations that 

were set at the end of calendar 3Q20. Full-year 2020 earnings will still be down meaningfully 

compared with profits in 2019, by approximately 15%. 

Why did earnings meaningfully exceed pre-reporting expectations? Over 85% of companies 

surprised on the upside; normally, about 75% of companies exceed expectations. Another reason 

for the disconnect between expectations and actual results is that many companies that 

traditionally provide quarterly and/or annual guidance pulled that guidance or never issued it for 

3Q20. Analysts, dependent on that guidance, may have projected revenue and margin 

expectations based on trends visible in the second quarter, which was particularly bad – although 

better than pre-reporting expectations. 

Consistent with past periods, the gulf between declining earnings and rising earnings was 

substantial; the main difference is that many more companies than usual reported down earnings. 

Based on Bloomberg data, the 53% of companies reporting higher earnings posted average 

annual EPS growth of 30% for 3Q20. The 45% of companies reporting lower earnings averaged 

a decline of 22% year-over-year. 

But in terms of the dollar value of earnings, a relatively small set of sectors and industries were 

responsible for the overall decline in 3Q20 S&P 500 earnings from continuing operations. These 

industries are Oil, Gas and Consumable Fuels within the Energy sector, Airlines and Hotels, 

Restaurants, and Leisure within the Consumer Discretionary sector. 

A handful of sectors, including Technology, Consumer Staples, Utilities, and REITs posted low- 

to mid-single-digit percentage EPS growth for 3Q20. And two sectors, Communications Services 

and Healthcare, grew earnings at a mid-teens percentage pace for the third quarter. Within 

sectors, some of the highest-growth industries included Media & Services within Communication 

Services; Software within Technology; and Automobiles within Consumer Discretionary. 

In the absence of clear guidance from CEOs and CFOs, analysts who form the EPS consensus 

badly missed on their earnings forecasts for 2Q20 and 3Q20. Despite having been not once but 

twice bitten, analysts have been cautious about pushing up expectations for the year’s final 

quarter. 

Currently, the consensus for 4Q20 calls for a decline in the 10%-11% range. Almost certainly, 

those companies that do provide guidance will have low-balled expectations. And analysts 

working without guidance may show the caution that has characterized their year-to-date 

prognostications. 

Does that mean 4Q EPS will sharply surprise to the upside? Not so fast. Recall that 3Q20 earnings 

were generated in a relative “trough” in the pandemic. The summer months showed a slowing in 
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new infections, hospitalizations, and deaths. Summer activities are generally conducted outdoors; 

and masking and social-distancing practices enacted in the spring also likely contributed to the 

summer slowdown. 

Perhaps we let down our guard as we moved indoors. Infections are now at the highest level 

during the crisis. Even deep-red states have issued mask mandates as infection rates (measured 

as a percentage of tests) have spiked to double-digits across the upper Midwest and in other 

areas. Restaurants restricted from indoor dining must now depend on patrons sitting in chilly or 

even frigid outdoor settings. Even minor moderation in business activity and consumer spending 

will impact the year-over-year comparison, which is against seasonally strong and fully pre-

pandemic 4Q19 earnings. In short, we continue to believe a low-double-digit decline in 4Q20 EPS 

is realistic; but that is slightly better than our expectation at the beginning of 3Q20 EPS season. 

We look for earnings improvement in 2021. But the bigger factor is that we expect the 

“deadweights” on 2020 earnings from deeply negative areas to swing to positive contributions in 

2021. These most notably include Gas & Oil E&P, Airlines, and Lodging, Restaurants, and 

Leisure. 

The outlook for 2021 is uncertain. The timing of wide availability of vaccines, and their early 

success in suppressing infection rates not just in the U.S. but worldwide, will be a significant 

determinant of earnings power next year. Of lesser but still significant importance will be the 

policies pursued by the new administration to stimulate growth and get the economy back toward 

full potential, along with the “buy-in” from corporate America and small business operators. 

Earnings for 2021 are projected to grow by 22-23% over 2020, after an approximate 15% drop in 

earnings in 2020. This means that 2021 earnings are expected to be about 3.5% higher than 2019 

earnings. 

If 2021 is uncertain, 2022 is murkier still. On a preliminary basis, S&P 500 earnings are projected 

to be $195, representing 15% growth over 2021. That would bring the forward p/e of the S&P 500 

down to about 14 at the end of 2021 based on today’s prices, compared to the current forward 

p/e of over 22. This helps explain why the market isn’t necessarily extremely overvalued even 

with the current high multiples.  

Business journalists, in trying to explain movements in the stock market, point to what is readily 

visible. That most notable includes progress in vaccine development. Other factors include the 

pace of new COVID-19 infections and hospitalizations, the economic data series being reported 

on a month-over-month basis, and the ongoing process of finalizing the election. 

Investors, not business journalists, actually drive the market. Investors focus on earnings, which 

are particularly visible during the reporting months of January, April, July and October. While 

earnings did not grow year-over-year in 3Q20, earnings recovery plainly accelerated in the third 

quarter and should continue to do so in the fourth quarter. Away from the glare of the headlines, 

earnings expectations are rising for the next two years, and that is quietly lifting investor sentiment. 
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Description of IMG Recession Indicators 

 Conference Board Leading Economic Indicators (LEI) - The indicator tracks the Year-over-Year percentage
change in the Conference Board Leading Economic Indicators Index. The index is an American economic leading
indicator intended to forecast future economic activity. It is calculated by The Conference Board, a non-
governmental organization, which determines the value of the index from the values of ten key variables.

 U.S. Treasury Yield Curve (3-month to 10-year Spread) – This indicator measures the spread between the fixed
income yields of the 3-month Treasury Bill and the 10-Year Treasury Bond. The lower this number, the flatter the
yield curve is. The flatter the yield curve is, the less longer term investors are getting compensated over shorter
term investors for the inherent interest rate risk. If the spread goes below zero, this means that the yield curve has
inverted.

 ISM New Orders-to-Inventories Spread – This indicator looks at the spread of reported new order levels versus
reported current inventories levels. The Institute for Supply Management (ISM) surveys 300 manufacturing firms
on numerous manufacturing data points to get data points for both new orders and inventories.

 Core Capital Goods (New Orders) – This indicator tracks the Year-over-Year percentage change in the value of
new orders received during the reference period. Orders are typically based on a legal agreement between two
parties in which the producer will deliver goods or services to the purchaser at a future date.

 Initial Jobless Claims – This indicator tracks the number of initial unemployment claims of people who have filed
jobless claims for the first time during the specified period with the appropriate government labor office. This
number represents an inflow of people receiving unemployment benefits.

 New Building Permits – This indicator tracks the number of construction permits that have been issued and
approved for new construction, additions to pre-existing structures, or major renovations.

DISCLAIMER: These are not the only indicators that the IMG team looks at, and no decision should (or will) be made 
on any single indicator. These are simply what the IMG team utilizes to help forecast potential for a recessionary 
environment. 
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Disclosures 
Investment products and services provided by Arvest Investments, Inc., doing business 
as Arvest Wealth Management, member FINRA/SIPC, an SEC registered investment 
adviser and a subsidiary of Arvest Bank. Insurance products made available through 
Arvest Insurance, Inc., which is registered as an insurance agency. Insurance products 
are marketed through Arvest Insurance, Inc., but are underwritten by unaffiliated 
insurance companies. Trust services provided by Arvest Bank. 

The Investment Management Group (IMG) is comprised of Arvest Wealth 
Management registered investment adviser representatives who provide portfolio 
management services with respect to certain of Arvest Wealth Management's 
investment advisory wrap fee programs (the "IMG managed programs"). 

Arvest Wealth Management does not provide tax or legal advice. Be sure to consult 
your own tax and legal advisors before taking any action that would have tax 
consequences. 

Consider your investment objectives, and the risks, charge and expenses of any 
investment product carefully before investing. Obtain a prospectus or other product 
information from your Client Advisor and read it thoroughly before investing. 
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