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Third Quarter 2020 Investment Outlook 

 

Summary 
 
2020 already feels like a decade and we are only halfway through. 
 
Over the first six months investors experienced one of the biggest quarterly losses in stock market 
history, followed by one of the biggest quarterly rallies. The COVID-19 pandemic was a rogue 
wave and the resulting severe economic impacts have exposed deeply rooted structural and societal 
problems plaguing the United States. 
 
Although financial markets have recovered due to the unprecedented monetary and fiscal policy 
support, a quick return to normal or a “V-shaped” economic recovery is far from certain. Recent 
flare-ups of COVID-19 cases in parts of the country that re-opened first are forcing governments 
to reverse their plans to get the virus outbreaks under control. 
 
In addition to COVID-19, the economy and markets will also contend with the impacts of social 
upheaval, trade frictions, and the upcoming November elections. All of these will be major factors 
in how the markets perform in the second half of the year. 
 
We think it is prudent to brace for more rough waves as well as a likely sea change ahead.   
 
 
Mark J. Majka, CFA 
Chief Investment Officer 
 
July 7, 2020 
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Rough Waves and Sea Change 

Stephen Roach wrote recently that the sudden shift in which America finds itself often exposes deep-rooted 
structural problems that can impair economic recovery and spark abrupt asset-price movements. The 
widening wealth gap of the past 30 years was created by fiscal as well as central bank policies that produced 
large gains in financial assets for the affluent but little in the way of economic growth and real wage gains 
(income after the impact of inflation) for the majority of Americans. 
 
Economic stress brought on by the COVID-19 pandemic, combined with protests and unrest against racism 
brought to the surface many ugly undercurrents of the modern American society. We are likely to 
experience more rough waves in the second half of the year. The upcoming fall elections are likely to lead 
to a sea change of new policies across America.  
 
Asset price inflation returned quickly during the second quarter due to the unprecedented actions taken by 
the Federal Reserve to support credit markets and provide liquidity support. Once the Fed announced these 
policies in late March and early April, risk assets recovered and began to price in a V-shaped economic 
recovery and expectations for a quick return to normal. These policies most likely mean we will not see 
another large market decline like the one we experienced in March. Since the pandemic started, the Fed’s 
support programs have totaled over $3 trillion and its balance sheet has expanded to just over $7 trillion, 
with some predicting it could top $10 trillion by the end of this crisis.   
 

 
In addition, Congress also acted quickly to enact fiscal spending programs to help businesses and 
individuals. The next two charts show that the U.S. fiscal deficit (based on spending through June 30th) has 
never been greater since the World War II years. Even the Great Depression (shaded grey area) never 
experienced anything close to the levels of spending bills Congress has passed over the past three months.   
2020 federal spending and the resulting deficit (blue line, right chart) will be the largest in the nation’s 
history relative to GDP. 
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The most glaring uncertainty currently relates to the much-dreaded “second wave” of the COVID-19 
pandemic. The first wave was a rogue wave without precedent, while a potential second wave has the 
potential to cause a relapse in the fledgling economic recovery. Starting in mid-June, COVID-19 cases 
began to climb again in states that did not effectively adhere to more strict social distancing and mask 
wearing policies. Governors in those states have been forced to reverse the reopening plans. 
 
It does not appear that the risk of the second wave is properly priced into the financial markets. Stock 
market’s strong recovery during the second quarter and ongoing rally, continue to rest on hopes of a quick 
end to the pandemic and an equally fast economic recovery. 

 
The green line in the next chart shows how the world economic growth was forecast to progress from early 
2019 out into late 2021 before the pandemic. The purple line is a forecast of a V-shaped recovery, while 
the red line (W-shaped) shows how the global economy may turn out if there is a second wave of the 
pandemic. Under either scenario, world GDP growth will not get back to its pre-pandemic output until late 
2021 at the earliest. An effective vaccine would certainly be the most important variable that could best 
accelerate economic growth and allow for a quicker return to normal.   
 
 

 
 

Once Wall Street started to understand the magnitude of the impact of the pandemic on the global economy, 
analysts began to dramatically slash earnings forecasts for 2020.  However, when economic re-openings 
started, and as companies were able to provide more guidance on near-term demand trends, analysts have 
since reversed some of those large cuts and earnings estimates were revised higher globally. As shown in 
the next two charts below, these revisions have been a positive catalyst for stocks over the past two months.  
However, it remains to be seen if the economy can continue to recapture lost ground especially given the 
resurgence of COVID-19 in the U.S. in late June. 
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Despite a nearly 20% return during the second quarter in the broad stock market indices, investors generally 
remain wary of the stock market. The next chart from AAII shows investor sentiment over the last 30+ 
years. Current investor sentiment remains low, similar to the 1991 and 2008/2009 recessionary levels. Even 
with the large snapback rally of the second quarter, there still appear to be many investors who remain on 
the sidelines and this could represent potential for future gains if the economy continues to normalize.  
 

 
 

Other datapoints indicate that an excessive amount of speculation and crowding. The following chart shows 
that the tech sector weight as a percentage of the overall S&P 500 Index is now back to multi-decade highs, 
while other cyclical sectors such as financials and industrials are near multi-decade lows. The data suggests 
there is not much conviction in a cyclical recovery, but if investors have to own stocks they are paying up 
and crowding into stocks they perceive will continue to do well in the “new normal” of work-from-home 
and buy-everything-online.  
 

 
 
The next chart shows the levels of speculative activity via trading volumes of call and put options volumes. 
It is clear from the parabolic move in the chart in call option volumes (bets on prices going higher) that 
speculation has been rampant and excessive with mostly younger traders using highly leveraged options to 
try and make income. This has led to the consternation and dismay among legendary investors like Jeremy 
Grantham and Stan Druckenmiller. 
 
Even Warren Buffett is being called out by the new breed of options traders as too old-school, too cautious, 
and not with the times. Warren Buffett once famously said that “Only when the tide goes out do you 
discover who’s been swimming naked.” Right now, it seems the options market is loaded with tons of 
skinny dippers. 
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The price/earnings (PE) ratio of U.S. stocks relative to the rest of the world has widened dramatically over 
the past decade. As you can see in the following chart, for most of the past 40 years, U.S. stocks have traded 
at a premium to international stocks. Since around 2010, this relationship has widened considerably, in part 
due to the higher tech sector exposure in the U.S. stock market. 
 
It is also important to point out the ebbs and flows of this relationship over time. After a decade of 
outperformance, many investors now believe that U.S. stocks will permanently trade at a higher PE level 
and spread relative to international stocks. The chart shows that, while overvaluations can last for many 
years, the U.S. PE premium can and does disappear quite rapidly. This PE spread compression happened 
in the tech bubble peak of 2000 and it could happen again given the extreme levels of positive investor 
sentiment towards tech stocks. It is not necessary for tech stocks to plunge to rectify this valuation 
imbalance. While many tech stocks sports very high valuation, the situation is nowhere near as egregious 
as during the 1998-2000 tech bubble era. Rather, tech stocks could just produce below average returns 
going forward, while non-tech stocks get their day in the sun. 
 
 

 
 
 
A big part of the reason for the S&P 500 tech sector weight hitting new highs and the U.S. stock market PE 
valuation expanding relative to global stocks is that the U.S. tech sector was experiencing higher sales and 
earnings growth before the pandemic and that relative advantage has expanded since. The next chart 
illustrates this trend. This data goes a long way toward explaining the resilience and outperformance of the 
tech sector in recent years. 
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Another way to show how bifurcated the U.S. stock market has become is to look at the relationship between 
growth and value stocks. The blue shaded areas in the following chart show periods when growth stocks 
outperformed value stocks. We are currently in the longest and most extreme period of growth stock 
outperformance since 1975 and this is largely due to the massive outperformance of U.S. tech stocks, which 
currently make up 31% of the MSCI Growth Index. The last peak of value over growth stocks occurred in 
2007, around the time interest rates peaked and the Fed instituted is Zero Interest Policy (“ZIRP”) program 
in response to the Global Financial Crisis. Growth and tech stock valuation tend to expand when interest 
rates are low, while value stocks do better in rising rate environments. This is especially true of financial 
stocks, which has been one of the worst performing sectors since the Fed went back to its ZIRP in March 
2020. 
 

 
 
On the fixed income front, the Fed announced in June that it planned to maintain its ZIRP at least until the 
end of 2022. This is interpreted as the Fed’s way of setting expectations that bond yields are unlikely to 
move meaningfully higher for a long period of time. 
 
A few months prior, in April, the Fed announced it would begin purchasing corporate debt for the first time 
in its history. The Fed was forced to take this action to restore stability and liquidity in the credit markets 
as it was starting to unravel at the onset of the pandemic. Corporate bond yields rose substantially and the 
investment grade credit (rated BBB or higher) as well as high yield (rated below BBB) markets became 
unhinged quickly as investors dumped everything in a flight to safety move towards U.S. Treasuries.  Credit 
markets essentially ceased to function, prompting the action from the Fed. Once the Fed announced multiple 
credit support programs, credit spreads quickly retreated, with investment grade credit yields now even 
lower than they were at the end of February. It should be noted that most of the Fed corporate bond buying 
will be focused in investment grade credit and not high yield, which explains why investment grade credits 
have lower yields today than they did prior to COVID-19 whereas high yield bonds do not.  
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While the Fed policy moves have been quite positive in restoring bond market liquidity and stability, it has 
not been so kind to bond investors. With money markets now offering yields near 0%, the 10-year U.S. 
Treasury bond yield under 0.7% (as of 6/30/20), the 30-year maturity U.S. Treasury bond yield near 1.4%, 
and intermediate maturity investment grade credit yields barely over 2.0%, bond investors now have 
essentially no way to earn positive real returns (after inflation).  Most of the U.S. Treasury curve offers 
negative real yields.  Although high grade bonds still offer risk diversification benefits to a portfolio over 
time, absolute yields will likely remain low for the foreseeable future. This poor risk/return setup for fixed 
income represents a sea change in terms of how balanced portfolios are likely to be constructed in the future.  
It is difficult to see how the old 60/40 balanced portfolio has much chance to succeed for investors when 
the 40% bond portion cannot keep up with the rate of inflation. Investors will have to rely more heavily on 
stocks to generate returns.  This may lead to the “old” 60/40 balanced portfolio becoming more like a 70/30 
portfolio. Of course, there is no free lunch in investing, so with this transition investors will also have to 
accept higher risk and volatility to reach their investment objectives.    
 
Looking out into the second half of 2020, the pandemic remains the major factor driving the economic 
recovery prospects. A much hoped for medical breakthrough in terms of drug therapy or vaccine would 
cement a strong global economic recovery given the magnitude of monetary and fiscal support already in 
place. 
 
The other major event that will have a sizable impact on investor sentiment and market prices in the second 
half of 2020 are the November elections in the U.S.  In politics, five months is an eternity, but as things 
stand here in early July, we have a sitting President that has the worst economy and highest unemployment 
rate of any sitting President since Herbert Hoover heading into a major election. Combined with the political 
and social upheaval currently dominating news headlines, President Trump faces a difficult uphill battle to 
get reelected. 
 
If Democrats sweep both the House and Senate too then there is going to be a real sea change in government 
policies and especially tax policy.  The large runup in stocks from Trump’s election and until the pandemic 
was influenced by cuts in corporate tax rates amid low interest rates. Tax cuts drove 2018 earnings 
substantially higher and had a very positive impact on stock valuations and gains. 
 
Under the Biden Administration, expectations are that tax rates on corporations and high-income Americans 
will increase. With income imbalances and wealth disparity at extremes, these potential policy changes will 
help towards creating a more fair and just society, but it is not necessarily a good thing for stock market 
valuations.   
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The next chart on the left shows the annual operating earnings growth forecasts for companies in the S&P 
500 Index over the last decade. Analysts who create earnings forecasts typically begin each year with an 
optimistic view and then typically cut earnings over the course of the year. This trend explains why most 
lines start higher and then go downward to the right over time. 
 
Since 2011, the only year with a material uptick in earnings growth expectations was during 2018 and this 
was a direct result of the tax reform act signed into law by President Trump in late 2017. The 2018 line 
shows the material impact this had on S&P 500 Index earnings, which ended up being 23.8% higher than 
2017 earnings due to lower tax rates. During 2019, the U.S. economy slowed down substantially (China 
trade war, etc.) and earnings growth estimates (green line) ended up barely above 0%. The 2020 decline 
represents the large, negative impact of the pandemic, while 2021 estimates reflect current expectations of 
a major economic and earnings recovery off of a depressed 2020 level. The right side chart shows the 
outperformance of stocks that were beneficiaries of the 2017 corporate tax cuts.  According to Empirical 
Research Partners, all of the margin improvement experienced by S&P 500 companies since 2015 has been 
attributable to lower tax rates.     

 

 
 
The current earnings growth estimate of 29.6% for 2021 vs. 2020 assumes no change in the U.S. corporate 
tax rate. Should Biden win the election and is able to enact higher tax rates then 2021 S&P 500 operating 
earnings estimates will likely be much lower than the current estimate of $163/share. It is forecasted that a 
corporate tax increase from 21% to 28% would reduce 2021 earnings estimates by 8%. If there is also an 
increase in individual capital gains tax rates, this would be another potential headwind for stocks in 2021 
and beyond, especially high multiple tech and growth stocks that are all the rage with most investors today.    
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IMPORTANT DISCLAIMER:  
 
This report and all content on www.kastelcapital.com is presented for educational and/or entertainment purposes 
only. Under no circumstances should it be mistaken for professional investment advice, nor is it intended to be taken 
as such. The commentary and other contents simply reflect the opinion of the author alone on the current and future 
status of the markets and various economies. It is subject to error and change without notice. The presence of a link 
to a website does not indicate approval or endorsement of that web site or any services, products, or opinions that 
may be offered by them. Neither the information nor any opinion expressed constitutes a solicitation to buy or sell 
any securities or investments. Do NOT ever purchase any security or investment without doing your own and 
sufficient research. None of the parties adding to or affecting the content of www.kastelcapital.com in any way shall 
have any liability for any loss sustained by anyone who has relied on the information contained herein. Neither 
www.kastelcapital.com nor any of its principals or contributors are under any obligation to update or keep current 
the information contained herein. The principals and related parties of www.kastelcapital.com may at times have 
positions in the securities or investments referred to and may make purchases or sales of these securities and 
investments. The analysis contained is based on both technical and fundamental research. Although the information 
contained is derived from sources that are believed to be reliable, they cannot be guaranteed. 
 
FAIR USE NOTICE: www.kastelcapital.com and reports downloaded from the site contain copyrighted material the 
use of which has not always been specifically authorized by the copyright owner. We are making such material 
available in our efforts to advance understanding of issues of economic and social significance. We believe this 
constitutes a 'fair use' of any such copyrighted material as provided for in section 107 of the U.S. Copyright Law. In 
accordance with Title 17 U.S.C. Section 107, the material on the site and in reports downloaded from the site is 
distributed without profit. If you wish to use copyrighted material from this site for purposes of your own that go 
beyond 'fair use', you must obtain permission from the copyright owner. 
 


