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Fourth Quarter 2020
Each quarter, we review our gauges that help shape our view for the overall econom-
ic environment. These 5 gauges in turn drive our expectations for the stock market. 
Recall 12:00 is neutral, anything to the right of 12:00 is positive for stocks, anything to 
the left of 12:00 is negative.
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U.S. Economy

The first gauge covers the U.S. economy. We keep this gauge at a half forward posi-
tion heading into the new year. For the third straight quarter, this gauge is in the half 
forward position, reflecting our expectation of above trend economic growth. We be-
lieve we are still in the “V-shaped” portion of this economic recovery. Q3 GDP jumped 
by just over 33% and the Atlanta Fed GDPNow forecast calls for over 10% growth in 
Q4. 

As the vaccine rolls out more broadly in 2021 and the economy moves ahead with 
the reopening process, we expect economic strength to continue well into 2021. 
Ultimately, we believe that economic growth will return to long-term trend levels just 
above 2%, but the rebound effect from the economic shutdown should continue in 
the first part of the new year.
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Percent Change in Gross Domestic Product

1/1/2000 to 3/31/2021
United States GDP Annualized Growth

Source: FRED, Federal Reserve Economic Data
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All of this is said with the understanding that the near term is still very uncertain from 
an economic perspective. Over the next few months as the pandemic surges, more 
shutdowns and economic hardships will persist. It will take time for the vaccine to 
become more broadly available. 

While late in arriving, the next round of fiscal stimulus was signed into law just days 
before the new year. Hopefully, this aid will help bridge the gap during this challeng-
ing period until we get further into 2021 and make more progress against the pan-
demic. At $900 billion, the package represents over 4% of the U.S. economy.

As we have expected all along, the reopening process will inevitably encounter 
bumps along the way until we make significant progress against COVID-19. This 
keeps us from moving the gauge to the full forward position. 

The job market has bounced back strongly from layoffs early in this pandemic crisis 
and progress continues to be made on this front. However, job improvement has 
slowed and with a tough couple of months in front of us, the job market could come 
under some near-term pressure.
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1/1/1999 to 11/30/2020

Percent, Seasonally Adjusted

One part of the economy that has provided a strong tailwind has been the housing 
market. With interest rates low and some movement out of cities occurring, in the 
middle of 2020, new home sales approached the 1-million-unit annualized sales 
pace for the first time since 2006. Although sales levels cooled later in the year, the 
November reading of an 841,000 annualized pace was still at a level not seen since 
before the housing crisis. 

New One Family Houses Sold: United States

Thousands, Monthly, Seasonally Adjusted Annual Rate

Source: FRED, Board of Governors of the Federal Reserve System
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U.S. Census Bureau and U.S. Department of Housing and Urban Develop-
ment, New One Family Houses Sold: United States [HSN1F], retrieved from 
FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed-
.org/series/HSN1F, January 6, 2021.

1/1/2000 to 11/30/2020

Existing home sales, housing starts and building permits also hit levels not seen 
since before the ’08-’09 Financial Crisis.

We believe that the economic recovery will continue in 2021, but there will be some 
bumps along the way. Overall, we believe the U.S. economy is headed in the right 
direction and improvements will continue. 
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Monetary Policy

One of the items supporting the economic recovery is Monetary Policy. We keep this 
gauge in a full forward position. 

There is not a lot of new news to report about the Fed as we go into 2021. The mas-
sive support from the Fed that began in March with unlimited quantitative easing and 
a whole host of other programs continues with no end in sight. 

The Fed has reiterated repeatedly that it will continue to support the proper function-
ing of the financial markets and their actions have backed this up. The Fed’s balance 
sheet, which had been slowly declining prior to this crisis, increased by more than $3 
trillion dollars in just a matter of months, pushing the total balance sheet to over $7 
trillion dollars near the end of 2020.
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Note: QE1 (11/25/08-3/31/10) = $1.24tn in mortgage securities; expanded (3/16/09-3/31/10) = $300bn in 
Treasuries. QE2 (11/3/10-6/30/11) = $600bnin Treasuries. QE3 (9/13/12-10/29/14) = $40bn/month in 
mortgage securities (open ended); expanded (12/12/12-10/1/14) = $45bn/month in Treasuries.QT 
(10/1/17-7/31/19) = balance sheet pared by $675bn. RM (11/1/19-3/15/20) = reserve management, 
$60bn/month in Treasury bills. QE4 (3/16/20-infinity). 
*Fed data are averages of daily figures for weeks ending Wednesday. 
Source: Federal Reserve Board
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Ultimately, this massive stimulus by the Fed helped support capital markets from the 
early days of the pandemic crisis period. Over the past decade, we have seen that 
when the Fed is increasing its balance sheet, stocks have reacted favorably and 
subsequently, both stocks and bonds enjoyed a powerful rebound from the crisis 
lows through year-end. 

Inflation has become a bigger topic of late driven in part by the massive increase in 
public debt responding to the pandemic crisis. Furthermore, the anticipated post-
vaccine recovery accompanied by a massive surge in money supply, could put 
upward pressure on inflation. 

Also, the Fed indicated it would look at inflation a bit differently with the broad 
interpretation they would be willing to let inflation run above 2% for a period of time, 
meaning a bit hotter moving forward. This will be a topic we continue to monitor, but 
currently inflation expectations are still only suggesting 2% inflation five to ten years 
out. 

We know this will be a choppy reopening process, but the Fed is providing unwaver-
ing support and we therefore keep this gauge in the full forward position.
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Valuations

Next are valuations, which we keep in a slow reverse position. Needless to say, the 
rally in the stock market from the lows in March has been strong, pushing the forward 
price to earnings or P/E ratio of the S&P 500 to its highest level in about 20 years. 

S662 Source: Ned Davis Research

Monthly Data 1983-02-28 to 2020-11-30S&P 500 Forward vs. Trailing Price/Earnings Ratios
S&P 500 One-Year Forward Price/Earnings Ra�o*(2020-11-30 = 22.66)

S&P 500 Trailing 4Q Price/Opera�ng Earnings Ra�o**(2020-11-30 = 29.38)

37.7-Year Mean = 15.0

35.8-Year Mean = 18.5

Source: Refinitiv

* Based on consensus operating EPS estimates 
for the next fiscal year, adjusted for fiscal 
year-end dates.

** Based on trailing 4Q operating EPS for S&P 500 Index as 
reported by S&P. Operating EPS data begins 1984-12-31. 
Current P/E based on earnings as of 2020-06-30.
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We are in a period where earnings or “E” have rebounded significantly from the lows 
hit in Q1, but they have not yet surpassed their prior highs. The reopening will take 
some time for businesses to get operations back up to full speed, but operating 
margins have snapped back as revenues have increased and costs have been 
contained. Recall that the stock market is forward looking, and investors are looking 
beyond the shorter-term earnings challenges and at the improvements taking place 
broadly in the economy and corporate America. Businesses performed better than 
analysts expected through the worst parts of the pandemic crisis and investors have 
rewarded these companies with the S&P 500, NASDAQ Composite, Dow Jones 
Industrial Average and Russell 2000 Indices all hitting new all-time highs in the fourth 
quarter. 

So, why not bring this gauge further back into reverse territory with valuations so 
high? We need to analyze stocks in relation to other asset classes, with the primary 
alternative asset class for most investors being bonds. While valuation multiples are 
high, very low interest rates help offset that. 

With the Fed pushing interest rates down, fixed income yields across most maturities 
are being suppressed. The 10-year U.S. Treasury yield has moved up rather steadily 
since August, but it still sits below 1% at year end. We can compare the earnings yield 
of the S&P 500 (which is the inverse of the P/E ratio) to the yield on the 10-year Trea-
sury and it shows on a relative basis, stocks are more attractive than bonds. 
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S&P 500 Earnings Yield vs. 10-Year Treasury Yield

Earnings Yield Minus Constant Maturity Treasury Yield (2020-11-30 = 1.84)

S&P 500 Earnings Yield (est.) — Red Line
2020-11-30 = 2.72%

10-Year Constant Maturity Treasury Yield — Blue Line
2020-11-30 = 0.88%
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Monthly Data 1966-01-31 to 2020-11-30

Source: Ned Davis ResearchS798

16.0

14.0

12.0

10.0

8.0

6.0

4.0

2.0

0.0

0.0

1.0

-1.0

-2.0
-3.0

-4.0

-5.0

2.0

3.0

4.0
5.0

6.0

7.0

Source: Federal Reserve Board

Source: Federal Reserve Board, Standard & Poor’s

When interest rates are low, it supports higher stock market valuations. Simply said, 
the low yields of bonds are not providing a lot of competition to stocks and investors 
will pay a premium for earnings. We would expect the P/E multiple to contract 
somewhat as earnings continue to recover, but we do anticipate them to remain 
above historic levels due to the low interest rate environment.

As an active manager, we look at valuations on a company-by-company basis. 
Although a few large-cap growth companies have powered index levels to all-time 
highs and their valuations might be extended, the average stock has not had as 
strong of a rally. So, that provides us at Clark Capital an opportunity to seek out high 
quality companies at a good price and we continue to make very purposeful invest-
ments in both stocks and bonds. 

Investor Sentiment

The next gauge is Investor Sentiment, which can be thought of as a measure of 
speculation or pessimism in the market. For the second quarter in a row, this is the 
only gauge we are adjusting, and we bring it backwards and put it right between slow 
and half reverse. Recall, this gauge is a contrarian indicator, so extreme pessimism is 
a positive from a market perspective and extreme optimism is just the opposite. 

Optimism has increased as the market has reached record highs. We have had some 
significant swings in investor sentiment over the course of 2020. At this point, senti-
ment is leaning too optimistic in our opinion, which compels us to bring this gauge 
into the reverse zone. Trading sentiment is one indicator we look at and after swing-
ing into extreme pessimism in March, this measure has moved back into that extreme 
optimism zone, which could set up some near-term market weakness.
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S&P 500 Index Performance
Full History:Full History:   1994-12-30 to 2020-12-17
NDR Daily Sentiment

Composite is
% Gain/
Annum

% of
Time

  Above 62.5 -7.70 28.38
  41.5 - 62.5 8.21 44.54
  Below 41.5 28.62 27.08

Buy/Hold = 8.39% Gain/Annum

S&P 500 Index Performance
Chart View:Chart View:   2006-01-03 to 2020-12-17
NDR Daily Sentiment

Composite is
% Gain/
Annum

% of
Time

  Above 62.5 -5.52 29.59
  41.5 - 62.5 5.27 42.27
  Below 41.5 26.89 28.14

Buy/Hold = 7.46% Gain/Annum

DAVIS265

S&P 500 vs. NDR Daily Trading Sentiment Composite Daily Data 2006-01-03 to 2020-12-17

Source: Ned Davis Research, Inc.

Source: S&P Dow Jones Indices

S&P 500 Index (2020-12-17 = 3,722.48)

NDR Daily Trading Sen�ment Composite (2020-12-17 = 73.33)
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Extreme Pessimism

Excessive Op�mism

Put/call ratios have become extreme again as well with investors taking a much 
more bullish stance on the market based on option activity. Another indicator we look 
at to determine investor sentiment is fund flows, which track what investors are doing 
with their money versus simply surveying what they say. Although bond funds have 
dominated inflows over the last several months, equity funds have seen some recent 
periods of inflows as well. While not at an extreme, the steady flow of money out of 
equity funds has seen more mixed results in recent weeks.

DAVIS207

Equity and Bond Flows Including ETFs

Source: Ned Davis Research

Source: Lipper, A Thomson Reuters Company

Weekly Data 1996-06-21 to 2020-10-02

Bond Fund Flows (Taxable + Muni) 4-Week MA ($Millions) (2020-12-18 = 4,352.75)
Bond Fund Flows (Taxable + Muni) 39-Week MA ($Millions) (2020-12-18 = 5,260.23)

All-Equity Fund Flows 4-Week MA ($Millions) (2020-12-18 = -1,527.97)
All-Equity Fund Flows 39-Week MA ($Millions) (2020-12-18 = -3,239.63)

Cumula�ve Change in Bond Fund Flows ($Billions) since 1997-06-20 = $1896      Since 2009-12-31 = $1334
Cumula�ve Change in Equity Fund Flows ($Billions) since 1996-06-21 = $560      Since 2009-12-31 = $-229
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Another indicator is the CBOE Volatility Index or VIX Index, which is often referred to 
as the Fear index. The VIX Index spent late November and early December in the low 
20s, its lowest levels since the pandemic began. Fear is still elevated from a historical 
perspective, but it is down to levels last seen prior to the pandemic, which might be 
indicating some complacency in the market. In fact, December was the least volatile 
month of the year with the market only moving up or down 1% or more on 2 days. 
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Based on the cumulative data we analyze for investor sentiment, we believe an 
adjustment back into the reverse position is appropriate moving into 2021 and we put 
this gauge on the line between slow and half reverse.

Interest Rates

Interest rates are the final gauge, and we maintain a full forward position, which mir-
rors our monetary policy gauge. Recent comments by the Fed, along with actions it 
is taking in the market, lead us to believe we will be in a lower for longer interest rate 
environment for the foreseeable future. 

It might be hard to believe that the yield on the 10-year U.S. Treasury ended 2019 at 
1.92%, but driven by the Fed and a flight to quality from nervous investors, rates hit 
new all-time lows in 2020 across many parts of the yield curve. We close out 2020 
with the 10-year yield below 1%. 
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With the Fed’s return to its zero interest rate policy and shorter-term yields anchored 
so low, the yield curve has steepened as the longer end has moved a bit higher. The 
yield on 30-year U.S. Treasuries remains subdued, but it at times hit 1.7% in November 
and December, well off its closing low of 0.99% on March 9. Although U.S. govern-
ment debt levels are increasing, which is being exacerbated by pandemic spending, 
the cost to service this debt remains low. 

Ultimately, lower rates should be helpful to the economy as it reduces the cost of 
capital and it appears rates will remain low for the foreseeable future driven in large 
part by the Fed. Therefore, we keep this gauge in the full forward position. 

Conclusion

We know these remain challenging times, but the good news is that the U.S. econo-
my has rebounded strongly, and the vaccine has started to roll out across the United 
States. The election is now over and investors can focus on other matters. 

We continue to believe that the U.S. economy and corporate America will come 
through this crisis, although it will take some time. We also anticipate a bumpy road 
to recovery from both an economic and stock market perspective, particularly in the 
near term, but we believe we are heading in the right direction. 

We expect economic improvement to continue as the vaccine becomes more widely 
available. As is often the case, the worst periods of market performance, like Q1, are 
often followed by some of the best times in the market, like Q2, Q3 and Q4. That is 
why we continue to urge clients to stick to their financial plans and not make deci-
sions based on short-term movements in the markets.
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