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FOCUS ON THE FACTORS
A year ago, our Outlook 2020 ended with 
a continuation of the historic economic 
expansion and a bull market in U.S. equities. 
Who could have imagined the dramatically 
different landscape that 2020 would bring or 
the challenges and opportunities of managing 
investments amid a pandemic? Fortunately, 
we can draw on our firm’s many years of 
experience, which includes investing through 
a depression, many recessions and numerous 
bull markets. As the pandemic has impacted 
our lives and the lives of our clients, we have 
worked to keep our investment portfolios 
well-positioned in the face of changing and 
sometimes difficult conditions. We know that 
at some point we will see the pandemic in the 
rearview mirror, and we will be able to absorb 
the knowledge and insights we have gained 
with the benefit of 20/20 hindsight. 

As we write in December 2020 and look ahead 
to early 2021, the investment landscape will 
largely be determined by COVID-19 and 
how the market reacts to the new president 
and make-up of Congress. As for the health 
concerns, we look forward to seeing significant 
progress toward implementation of vaccines 

and treatments for COVID-19. Nevertheless, 
we are cognizant that as coronavirus and related 
hospitalizations rise to the point of taxing the 
healthcare system, local or regional shutdowns 
may be needed to contain the situation. 

The chart on page two shows that markets 
have been up and down under presidents from 
both political parties. Historically, regardless 
of which party occupies the White House or 
the mix of Congress, the market returns have 
been remarkably similar. 

Rather than focusing on events over which 
we have little control, our primary focus as 
investors is on factors with the potential to 
drive the market over the long term. These 
include economic growth, inflation, corporate 
earnings, interest rates and sustainable 
dividend yields. These and other factors will 
be challenging to the achievement of a full 
economic recovery before the end of 2021.

Aside from short-term considerations, we 
are also looking further ahead to understand 
trends that could influence our approach to 
investing many years out. One such trend is 

EQU IT Y MARKE TS

Paul W. Gifford, Jr., CFA 
ChieF investment OFFiCer
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We know that at some point we will see 
the pandemic in the rearview mirror and 
we will be able to absorb the knowledge 

and insights we have gained with the 
benefit of 20/20 hindsight.“

”
Investors benefit by ignoring 

political noise
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EQU IT Y MARKE TS

the unusual shape of the ongoing economic 
recovery from the sharp recession due to 
COVID-19. Market commentators often use 
letters or symbols to aid them in explaining 
the complexities of economic recoveries. You 
may recall in our April 21 edition of The Market 
Share e-newsletter, we explained the V-, W-, 
U-, L- and square root-shaped recoveries. 
Recently, analysts have described the recovery 
from the pandemic-induced downturn as being 
“K-shaped.” This simply means that different 
parts of the economy recover at different 
times and to different degrees. And, different 
companies, sectors, industries and groups of 
people diverge like the arms of the letter K in 
how well or poorly they recover. We’ve seen 
evidence of a K-shaped recovery over the past 
several months. Changes in the economy are 
leading to a larger separation of successful 
and unsuccessful companies, favoring some 
sectors or industries over others.    

Large publicly traded companies have 
generally bounced back stronger than other 
companies as they continue to have access 
to the capital markets—whether it be to issue 

debt (corporate bonds) or equity. Moreover, 
obtaining this financing costs them very little. 
In contrast, smaller companies have seen 
banks tighten their lending standards and limit 
access to credit. Many small business owners 
face the added difficulty of obtaining financing 
even as they work to keep their businesses 
open. We’ve seen this most clearly in the 
divergence of equity market performance 
between large  and small company stocks. 

The dispersion of stock-price returns and 
corporate earnings is also noticeable among 
industries and sub-industries. For instance, 
many information technology companies, 
especially those that support business 
collaboration online and e-commerce retailers, 
have continued to grow and thrive. Meanwhile, 
traditional retail stores and energy companies 
have been confronted with the need to 
drastically change their business models. 
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Erik GErlitz
investment AnAlyst

Erik joined 1st Source in 2020 as an investment 
analyst and trader. He helps the investment group 
with analysis of investments and client portfolios. 
Erik is currently a Level II Chartered Financial Analyst 
candidate.  Prior to joining 1st Source, Erik worked as 
a financial service professional with Charles Schwab 
where he served clients ranging from tentative 
first-time investors to experienced traders. He has 
volunteered with US Lacrosse, helping with logistics 
and statistics for youth tournaments in Indiana.

The Market Share is an e-newsletter focused on market 
insights for your investments. Stay informed and subscribe to 

The Market Share by hovering your smartphone camera here:

WELCOME TO THE TEAM!

KEEP WELL INFORMED!

Your 1st Source for market information
Market ShareTH

E
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SUSTAINABLE INVESTING

ENVIRONMENTAL SOCIAL GOVERNANCE

SUSTAINABLE INVE STING

This challenging year has also seen more 
interest in sustainable investing. The 
sustainable investing approach takes a 
company’s environmental, social, and corporate 
governance (ESG) practices into consideration 
in addition to the traditional investment 
decision making processes. Incorporating ESG 
metrics may improve investment results as it 
is used to identify better managed companies 
that are mitigating risks and capturing new 
opportunities. It can also flag companies that 
are likely to face headwinds driven by evolving 
regulatory, environmental, demographic or 
technological trends.

Sustainable investing can also provide 
investors with the opportunity to better reflect 
their personal values within their investment 
portfolio and make a positive impact on specific 
issues. In the past couple of months, we have 
expanded our investment opportunities to 
encompass ESG considerations in select funds. 
If you wish to include these in your portfolio, 
please contact us to discuss your options.

Pollution and Waste

Natural Resource Use

Clean Tech

Climate Change

Environmental Opportunities

Energy Efficiency

Alternative Energy

Human Capital

Product Liability

Data Security & Privacy

Health and Safety

Consumer Protection

Social Opportunities

Local Community Impact

Corporate Behavior

Transparency

Corporate Governance

Accounting Practices

Ownership and Control

Board Independence

Ethics
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LOWER AND LOWER FOR LONGER

Erik d. ClaPsaddlE, CFA
viCe President And seniOr Fixed inCOme mAnAger

We are not sure if it has ever been easier 
or more frustrating to write our outlook 
for fixed income investing. Our desire for 
improvements in the health of the U.S. 
economy to be reflected in gradually rising 
interest rates has been stymied by the central 
bank’s belief that its Zero Interest Rate Policy 
(ZIRP) should restart for an extended period. 
Federal Reserve (Fed) officials announced 
in mid-September that they do not plan to 
raise interest rates again until the economy 
has reached full employment, inflation has 
reached 2%, and is on course to moderately 
exceed 2% for some time. For perspective, 
the inflation target the Fed uses (the core 
Personal Consumption Expenditures Price 
Index or “PCE”) has averaged an annual 
increase of approximately 1.7% for the past 
20 years and that has dropped to 1.6% for 
the past 10 years. If inflation continues to 
be the Fed’s fixation, which it has been for 
decades, we would expect interest rates to 
remain low for at least the next few years.

As the Fed has pumped trillions of dollars into 
the bond market and renewed its commitment 
to ZIRP, we have become more diligent in our 

efforts to invest in the right investment-grade 
bonds (corporate and municipal), preferred 
stocks and government mortgage-backed 
securities for our investment portfolios that 
hold fixed income securities. We are also 
focused on holding high-yield bonds at 
weights that are appropriate. When investing 
in fixed income securities, we consider our 
longer-term view on inflation and how it 
will affect bond prices and interest rates 
going forward. Regardless of the drastic 
monetary policies implemented by the Fed, 
we believe longer-term interest rates will 
slowly rise as substantial budget deficits will 
require increasing debt issuance. In our view, 
inflation will likely recede to near 2% and we 
look forward to a growing economy over the 
coming years.

The one thing that has been made clear to us 
over the past decade is that low interest rates 
and a strong economy make analyzing the 
credit worthiness of a borrower much more 
challenging. The interest rate environment 
has pushed spreads (the difference in yield 
between a non-Treasury bond and a Treasury 
bond of comparable maturity) to historically 



F IXE D I NCOM E

PAGE 8

tight levels and has created conditions that 
do not adequately compensate bondholders 
for the credit risk they incur. For this 
reason, we cannot let our guard down when 
conducting credit analysis. We strive to find 
the right balance between preserving capital 
and maximizing income by focusing on fixed 
income investments that meet our credit 
quality standards and are in sectors with 
limited macro headwinds. 

We understand the value of fixed income 
securities in an investment portfolio. Our 
many years of experience position us to 
navigate the intricacies of investing in the 
bond market. As always, we will do our best 
to provide you with straight talk and sound 
advice while keeping outstanding credit 
analysis and fixed income allocation at the 
forefront of our investment process.
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INVESTMENT IN  
INTELLECTUAL PROPERTY
Erik d. ClaPsaddlE, CFA

The pandemic has highlighted how quickly 
consumer preferences can change. Going 
forward into a post-pandemic environment, 
we envision less societal fear, but greater 
caution that may continue to change the way 
consumers engage with companies. Over the 
next few years, we see many parts of the 
economy accelerating as consumers adapt 
either voluntarily or involuntarily. 

Historically, one of the most important 
drivers of the U.S. economy has been the 
manufacturing  of goods in the U.S. and selling 
them both domestically and internationally. 
The importance of manufacturing essential 

goods domestically was certainly highlighted 
during the early months of the pandemic as 
ventilators and certain prescription drugs were 
less available.

Economists, labor market participants, 
politicians, academics, and others have 
focused on manufacturing as essential to the 
U.S. economy—usually regarding producing 
heavy equipment and automobiles. But, over 
the past few decades, a less tangible form of 
manufacturing—intellectual developments—
have been growing in importance. We have 
seen this in the rise of sectors, such as 
healthcare and information technology, that 
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TH E ECONOM Y

rely extensively on intellectual property (IP). 
As far back as 2014, the United States Patent 
and Trademark Office (USPTO) stated that IP-
intensive industries accounted for $6.6 trillion 
in value added to the economy—an increase of 
30% from 2010 (we await an updated number 
from the USPTO). In 2014, relative to the rest 
of the world’s gross domestic product (GDP), 
the collective economic value of IP-driven 
industries in the United States was second only 
to China’s entire economic output for the year 
and was approximately 35% larger than Japan’s 
GDP. Investments in intellectual property have 
grown from contributing 2.5% of total GDP in 
the 1970s to 10.3% in the past ten years. We 
provide you with these statistics to reaffirm the 
importance of intellectual property research 
and development and manufacturing to the 
U.S. economy. 

Intellectual property also feeds back into 
the economy in the form of increased 

manufacturing productivity within the 
automotive, heavy equipment, and other 
industries. IP also provides understanding into 
a cleaner environment. 

The growing importance of IP to the U.S. 
economy may continue to drive a wedge in the 
country’s  relationship with China. The U.S. is not 
the only country with concerns about China’s 
apparent disregard for intellectual property 
rights; the European Commission recently 
issued a report on the global challenges of 
protecting intellectual property and cited 
China as Europe’s “priority 1” worst offender. 
Not only will the pursuit of IP be important 
for manufacturing and the world’s economies, 
but it will also be vital in the pursuit of global 
economic power.
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A REMINDER OF RISK AND 
OPPORTUNITY

rob romano, CFA
viCe President And direCtOr OF reseArCh

One of the core principles of our investment 
philosophy is to help our clients understand that 
making emotional decisions can have a negative 
impact on portfolio returns. The following recap 
of 2020 market events provides an example of 
the difficulty of predicting market movements, 
much less investing based on those predictions.

On the back of the worst global pandemic 
since the Spanish Flu in 1918, equity markets 
suffered their worst first quarter on record 
in 2020 with the S&P 500® Index declining 
19.6% after reaching a record high on February 
19th. At their low points, the S&P 500 was 
down 34% and the Russell 2000® Index of 
small-company stocks was down 43%. The 
swiftness of the decline in the equity markets 
was unprecedented. The S&P 500 dropped 
34% in only 23 trading days, making this the 
fastest bear market in history. Equity markets 
outside the U.S. offered no refuge for investors. 
At their respective lows, the MSCI EAFE Index 
of international developed markets was down 
35% and the MSCI Emerging Markets Index had 
fallen 36%. 

In terms of the amount of liquidity provided, the 
range of financial instruments purchased, and 
how quickly the stimulus reached individuals 
and corporations, the fiscal response of 
the U.S. government and Federal Reserve 
provided a much needed confidence boost 
for the financial markets. The massive liquidity 
response combined with bearish investors 
taking a more positive view ushered in an equity 
market rebound. The S&P 500 triggered a 
circuit breaker (halt in trading) four times in the 
month of March based on drops of 7% from the 
previous close. This has occurred only one other 
time since circuit breakers were established in 
1987. Historically, equity markets have found 
bottoms when volatility spikes and investor 
sentiment has turned negative. This is exactly 
what happened in March when the CBOE 
Volatility Index (VIX), often referred to as the 
fear gauge, and sentiment reached levels not 
seen since the recession of 2008. 

In August, the S&P 500 reached a new high, 
making it the fastest recovery from a bear 
market low. The rebound took less than five 
months, while the median recovery has taken 
48.6 months (see chart below). The move in the 
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equity market to new highs has been historic. 
The S&P 500 was trading at an elevated forward 
price-to-earnings (P/E) ratio of 22. While 
equity valuations look high when compared to 
corporate bond yields and the 10-year U.S. 
Treasury note yield below 1%, we believe stock 
valuations remain attractive. In the near term, 
equity market opportunities remain but are 
fewer given the 65% market rebound off the 
lows in March. 

Market breadth has been weak with a handful 
of large-cap technology companies driving 
investment returns in the S&P 500 and Nasdaq 
Composite indexes, while the average equity is 
still trading in negative territory (see chart on 
page 13). 

The pandemic has accelerated many trends 
including where we work, how we shop, and how 
we entertain ourselves. The global pandemic 
and the economic shutdown resulted in the 
operating earnings of S&P 500 companies 
collectively declining 33% in the second quarter 
of 2020, with travel and leisure, energy and 
financial companies reporting the largest 

declines. In somewhat of a surprise, the earnings 
season for the second quarter had the highest 
percentage of S&P 500 companies exceeding 
analysts’ earnings estimates since collecting this 
data began in 1994. This is because analysts 
reduced their second quarter earnings estimates 
to extremely low levels after few companies 
provided earnings guidance due to the pandemic 
affecting business conditions and the unknown 
reopening date of the U.S. economy. As third 
quarter earnings come to a close, the S&P 500 
earnings were down 6% year-over-year versus 
analyst expectations of -17%. Looking forward 
to 2021, analysts’ consensus for earnings 
expectations for the S&P 500 are for a sharp 
recovery with operating earnings increasing 
44% to $164 above record high 2019 earnings. 
This would be the fastest recovery in corporate 
profits coming out of a recession.

The U.S. economy is driven by consumer spending. 
As such, the high bar for corporate earnings in 
2021 will be difficult to achieve unless  vaccines 
and better therapeutics to treat COVID-19 
are widely available so that the economy can 
emerge from the pandemic and people can 

S&P 500 Forward vs. Trailing Price/Earnings Ratios
Monthly Data 1983-02-28 to 2020-09-30S&P 500 One-Year Forward Price/Earnings Ratio* (2020-09-30 = 23.25)
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get on with their lives. Financial markets are 
forward-looking and have anticipated a sharp 
rebound in S&P 500 earnings from the trough 
in 2020’s second quarter. We believe some of 
the expected good news is already reflected in 
equity prices with the S&P 500’s forward P/E at 
22 times earnings.

Money market levels exceed the levels of the 
2008 financial crisis and at nearly $5 trillion, 
represent a source of potential demand for 
equities on any market correction. As for equity 
investing, our Asset Allocation Committee has 
continued to recommend an overweight to 
growth investments. This decision has added 
considerable value to the accounts we manage 
for our clients. Value-oriented investing has 
continued to underperform growth-oriented 
investing, largely because the energy sector 
remains firmly in bear market territory with the 
supply of oil and gas exceeding demand by a 
wide margin. 

Moreover, the financial sector will continue to 
struggle with increased credit losses and lower 
net interest income given the Fed’s commitment 

to keeping interest rates low for several years. 
Currently, we believe the market environment 
will continue to favor growth stocks over 
value stocks. The information technology and 
healthcare sectors remain among the few equity 
sectors where companies are producing revenue 
growth. Macro conditions including ultra-low 
interest rates, high unemployment and anemic 
global economic growth do not favor a change in 
market leadership from growth to value. Though, 
as the vaccines for COVID-19 become more 
available we would expect economic growth to 
accelerate and interest rates rise, there may 
be a rotation away from growth to value or to 
companies that have yet to fully participate in 
the market rally.

We believe the equity markets are due for a 
pullback after moving up 65% from their lows. 
This potential correction could provide an 
opportunity to add equities to our portfolios 
as markets continue to be supported by ultra-
low interest rates, large amounts of liquidity in 
money market accounts, and an accommodating 
Federal Reserve.

EQU IT Y MARKE TS

Source: US Bank deposits Federal Reserve. Money market fund assets Bloomberg and Amundi Pioneer as of September 30, 2020.    

There is no guarantee that forecasts discussed will be realized. Past performance is no guarantee of future results.

Surge in Liquidity on the Sidelines Has Supported Asset Prices    
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I N  CLOSING

There is no doubt that the pandemic is a 
shared experience that we will talk about for 
decades, but we will move past this. In our 
planning sessions, we aim to envision what a 
post-pandemic world will look like. Below are 
trends that we are looking to for investment 
opportunities: 

• Economic and industry changes
• Technology
• Sustainability 
• Work structure 
• Demographics   

Several trends that were already in place have 
been accelerated by the pandemic, such as, 
consumers making purchases online rather 
than visiting a store and employees working 
from home rather than going into the office.

There are unknowns throughout the economy 
and markets, and these will be the wall of 
worry that global investors will need to climb. 
Amid these uncertainties and the economic 
recovery, we work to mitigate risks and strive to 
find investment opportunities with the potential 
to help our clients meet their financial goals. 
We continually seek to improve our investment 
process.  We update the technology we use in 
order to better understand how changes affect 
your portfolio. Together these  help us make 
even better investment decisions.

There is no simple way to summarize 2020. 
However, we are optimistic that 2021 will be 
a more stable year with a better economy. We 
hope you continue to stay healthy, stay strong 
and know you have a partner with 1st Source 
Bank Wealth Advisory Services.
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• Our investment philosophy is focused on the needs 
and objectives of our clients.

• We place a high value on long-term consistent 
investment returns.

• We believe in broad diversification as a way to 
manage risk, grow assets and preserve wealth 
within each client’s investment portfolio.

• Economic and financial markets are cyclical. 
Therefore, we believe value can be added through 
tactical adjustments to a portfolio’s asset allocation.

• We track measures of investor sentiment to look for 
indicators which help us make prudent investment 
decisions on behalf of our clients.
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Our Investment Management team brings over 200 years of 
combined professional experience to our clients. A local decision-
making team with accessible Portfolio Managers sets 1st Source 
apart. Our team continues their pursuit of learning and achieving 
elevated distinctions to add value to client relationships. Three of 
our investment staff members hold the Chartered Financial Analyst 
designation, three staff members are CERTIFIED FinAnCiAl PlAnner™ 
professionals and one staff member has the CRSP (Certified 
Retirement Services Professional) designation. By working directly 
with clients, they can tailor portfolios to meet their needs.

Marie Alvarez Jon Cisna, CFP® Erik Clapsaddle, CFA, CFP®

Jason Cooper Chris Davis Erik Gerlitz

Paul Gifford, CFA Noreen Kazi, MBA Jackie Kronewitter, CFP®, CRSP

Rob Romano, CFA

TH E TEAM

Certified Financial Planner Board of Standards, Inc. (CFP Board) owns the CFP® certification mark, the CERTIFIED FINANCIAL PLANNER™ certification 
mark, and the CFP® certification mark (with plaque design) logo in the United States, which it authorizes use of by individuals who successfully 
complete CFP Board’s initial and ongoing certification requirements.
CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA Institute.
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