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SUMMARY

• The market’s rise has been
justified by strong
fundamentals, in our view.
• We expect continued growth
in earnings and remain bullish
on stocks.

12.06.2021

Putting Things in Perspective
If Delta Couldn’t Stop the Stock Market’s Remarkable
Performance, Omicron Likely Won’t Either
The last three years have been truly remarkable for all of us, here’s what it has meant
for US stocks:
The S&P 500 has risen 81% since January 2019, delivering gains of 29%, 16%,
and 21% (YTD) respectively in each of the last three years.
2. In the last year alone, it rose to over 40% from its low last October to the
recent high (see chart below).
3. The 200-day moving average (our favorite gauge of the long-term moving
average) barely declined in the first quarter of 2020 because the recovery was
so rapid and is now rising at an annualized rate of 27%.
4. All of this occurred, despite a devastating worldwide pandemic that caused
the worst global recession since the Great Depression; and continues with the
new Omicron variant.
1.

While we believe the pace of the market’s advance is not sustainable over the next 12
months, we think such strong momentum is a bullish indicator, reflecting the
magnitude of the rebound in the economy and earnings. In the chart below we have
highlighted levels of technical support, one of which is around current levels. Should
fears about Omicron’s economic impact escalate, we see further support between
4,300 and 4,400.

Chart 1: An Exceptional 12 Months

• We believe investors should
prepare themselves for the
inevitable corrections that
will come.

Shown for illustrative purposes. Not indicative of RiverFront portfolio performance.

The size of the market’s rebound caught many by surprise. Given the scale of the pandemic, with its multiple waves and
variants, it is safe to say that few would have foreseen the magnitude of the recovery in stock prices, profits, and profit
margins. If ever there was a case for our mantra of ‘Process over Prediction’, this has been it.
Credit for this outcome can be given to a huge fiscal response, massive monetary intervention, and exceptional corporate
management. The US was a roughly $22T economy and it lost about one tenth of its value or $2T during the recession. As you
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can see this was a significantly greater decline than the 2008 recession.

Chart 2: GDP in Record Territory Despite Continued Pandemic
To offset the loss of demand and jobs, the Federal Government
passed six spending bills totaling over $5T and the Federal
Reserve increased its balance sheet by nearly $4.5T since March
2020. By any standards this was a “shock and awe” response and
has led to the strength of the subsequent recovery, in our view.
S&P 500 companies managed their costs effectively, so earnings
and margins have soared to record levels as shown in chart 3
below. This is an extraordinary feat and goes a long way to
explaining the market’s advance.

Chart 3: Earnings and Profit Margins Well Above PrePandemic Levels
Shown for illustrative purposes. Not indicative of RiverFront portfolio performance.

Pace of earnings to slow down. Markets tend to react to
news at the margin, and the news on the economy and
especially on earnings, has consistently surprised to the
upside. Consensus 2021 earnings for the S&P 500
started the year around $165 and are now over $200
(source: Standard & Poors). In our view, that kind of
earnings surprise is very unlikely in 2022 with margins
having already roared to record levels. Furthermore, we
expect the Federal Reserve to gradually reduce the size
of its balance sheet and we think, given the challenge of
agreeing on the current spending bill before Congress,
whatever spending bill is passed is likely to be the last
for quite a long time.
The emergence of Omicron. It has been depressing to
learn of another variant of COVID-19. No one can know
what the impact of further strains will be, hence the
global stock market sell-off. What we do know is this:
1.

The drug industry has been very innovative in
producing vaccines and now anti-virals with plans
for tackling this variant. Indeed, Pfizer and
BioNTech recently announced that their joint mRNA
vaccine against COVID-19 could be tweaked within
100 days specifically to counter Omicron.
2. Americans have largely decided whether they want
Shown for illustrative purposes. Not indicative of RiverFront portfolio performance.
to get vaccinated or not. Thus, the spending habits of
the last 6-9 months seem unlikely to change materially.
3. Despite the arrival of the more contagious Delta variant, the S&P 500 continued to rise with only limited setbacks. We do
not think the reaction to Omicron will be significantly different.
4. Should this variant have more serious economic effects, we expect Fed policy to become more accommodative again.
The importance of risk management and mental preparation. Sustain and Distribute investors tend to own more stocks
these days due to the very low yields on bonds. This leads to more volatility and potentially bigger drawdowns in their
portfolios. As discussed earlier, we do not anticipate another significant bear market as occurred in 2020. At that time,
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COVID-19 was a complete surprise whereas now it is dealing with a largely known entity and has developed the tools to help
mitigate the consequences.
With the 200-day moving average around 4,300, 5.5% below last Friday’s closing level, investors should not be surprised by a
continued correction to this rising moving average (see chart 1). This is not a forecast, just a recognition of how far stocks are
above their own trend. At RiverFront, we have risk management measures as part of our process, but we think it is also
important for investors to prepare themselves mentally and emotionally for the corrections that are part of the journey of a
stock investor.
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