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PART 1: GDP &

EMPLOYMENT

Real gross domestic product (GDP) is a
measure of the total production of goods
and services in the economy. Real GDP in
the U.S. has averaged 3.8% over the last
231 years (1790 to 2020). At that rate
of growth, the size of the U.S. economy’s
production was, in effect, doubling every
18 years. When growth like this occurs, the
average material standard of living increases
for the U.S. population. Unfortunately, the
1960s was the last decade where real GDP
exceeded 3.8%.

The U.S. economy (GDP) will need to return
to above a 2.5% average so the Federal
Reserve (Fed) will have the flexibility to
reduce its balance sheets (raise rates) and
for Congress to have the flexibility to address
the national debt through a fiscal policy mix
(reduced spending and higher revenues).
The top personal income tax rate has been
cut six times since 1980. During the 10 years
that followed the Tax Reform Act of 1986,
U.S. GDP averaged 3.0% a year.
The tax cuts ushered in by President Donald
Trump’s administration boosted GDP growth
to 2.53% from 2017 to 2019. Trump’s
annual (%ACR) economic growth (GDP) was
1.6% from 2017-2020. GDP losses from the
pandemic were a -10.1% GDP decline over
two quarters. This exceeded the -3.98%
GDP decline set over 6 quarters during the
financial crisis (2007- 2009), after which, it
took the U.S. economy 8 quarters to return
to the GDP high that was established in
September of 2007. Since the latest GDP
bottom (Established in March 2020) the U.S.
has had two very strong quarters, however
it still remains 2.52% as of September
2020 below the high that was established in
September of 2019.
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Source: Federal Reserve Bank of St. Louis and the Bureau of Economic Analysis, calculated by Arrow.

Hedging portfolios from an increase in longterm rates remains a common theme as
2021 begins, especially after the 10-year
Treasury yield hit 0.51% on Aug. 4, 2020
and then rose to near 1.2% in Jan 2021 and
yet that yield is still well below its long-term
mean. The short-term to long-term yield
spread inverted in 2019, flattened, and then
steepened in 2020. The 2019 inversion was
a precursor to what will most likely someday
be called the shortest and second deepest
U.S. recession in history.
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Typically, when the yield curve falls below
a positive .50 (50 basis point) spread, GDP
declines into a recession. Since 1979, when
the .50 threshold has been crossed (Figure
2), a recession has begun on average within
191 days. Once that cycle has started, the
U.S. economy has taken 182 to 517 days
before the start of the next expansionary
period. The yield curve ratio fell through the
.50 threshold in 2019 through February 2020.
The average expansion since 1929 is 62
months. The longest economic expansion in
history ended in Feb. 2020 at 128 months.
The record expansion was aided by the
2018 tax cuts, a strong labor demand,
firm household spending, and high levels
of capital spending. Unfortunately, the
expansion that started in June of 2009
and ended in February 2020 only produced
growth of 2.2% annually, the weakest
real GDP growth among the 14 expansion
periods since 1927.
Consumer spending is very dependent on
employment—without income, spending
plummets. Consumer spending comprises
about 65% to 67% of aggregate GDP.
Most economists expect GDP growth near
2.5% to 3.0% in 2021, which is much
better than the -3.5% decline experienced
in 2020. The preliminary estimate for
2020 Q4 is 4.0% annualized.

Fig 2.
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This was the first yield curve inversion since
2006. Toward the end of 2019, the 10-year
Treasury yield rose 14% from Aug. 2019
through year-end 2019. Stock markets don’t
perform well after short-term rates exceed
long-term rates because investors anticipate
slower economic growth that often slips into
a recession, which typically happens about
a year after an inversion. Most investors
expected long-term rates to rise in 2020;
rates plunged from near 1.9% to 0.9%.

While Wall Street closely watches the
spread between the long-term and shortteam rates, a better measure may be to
look at the three-year average of the yield
curve spread.

Yield Curve Ratio

The longest U.S. economic expansion
ended in February 2020 at 128 consecutive
months. In 2019, the Fed returned to its
accommodative monetary policy, lowering
rates. Each move pushed the markets closer
toward a downward-sloping yield curve. In
2019, the yield curve inverted slightly with
10-year rates dropping 48% from the 3.15%
high in October 2018.
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Source: Federal Reserve Bank of St. Louis and the Bureau of Economic Analysis, calculated by Arrow.
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Employment Outlook 2021
The commonly reported U3 unemployment
rate (orange line, Figure 3) began 2020
at a 50-year low of 3.5% in Feb. 2020.
Soon after the Covid-19 outbreak, it rose
to 4.4% and then soared to 14.8% in Apr.
2020. The U3 rate excludes the Federal
Pandemic Unemployment Insurance (PUA)
begun in April for workers not covered
by state assistance. The “true” rate was
16% in April after adding PUA claims (grey
line). Both rates declined steadily after
the implementation of PUA, other federal
home/employer assistance programs, and
the easing of stay-at-home orders in the
late spring/summer. Both rates plateaued in
the 4th quarter (Q4), ending 2020 at 6.7%
and 7.3%, respectively.

Fig 3.

The industries hardest hit by the pandemic
were restaurants, hotels, travel, and
amusements/recreation. Elder care
facilities, transit, entertainment, and local
government were also negatively impacted.
During the 4th quarter of 2020, job gains
were widespread in most other industries.
Retail, delivery workers, professional and
business services, temporary help, health
care, manufacturing, and construction all
registered large job gains. This indicates a
generally improving economy. There were
fewer permanent job losses and fewer
workers forced to work part time. There
was an increase in the number of people
starting to look for work again after being
out of the labor force.
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If they work and are widely distributed in a
timely fashion, one might reasonably expect
the labor market to heal rapidly in 2021.

Additional Stimulus

Economic support is needed for vaccine
distribution, aid to businesses, state/local
governments, and households as they
recover from financial and medical costs
from the pandemic. If adequate or effective
support fails to materialize, employment
may remain depressed at levels not seen
since 1981.

Increased taxes on small businesses more
adversely impact employment than taxes
on large corporations, which offshore much
of their profits and which only employ
about 15% of all Americans. Nearly 100
companies in the Fortune 500 had an
effective federal tax rate of 0% or less, and
their effective rate for all 500 firms was only
11.3% in 2018. In the eight years prior to
2018, 258 corporations paid an effective
federal income tax rate of 21.2%.

16.0%
14.8%

Vaccines

Tax Environment

U.S. Unemployment Rates

17%

Factors that may influence the
unemployment rate in 2021:

A recent Bloomberg survey of 2021
unemployment rates shows a mean
unemployment rate forecast of 6.0% with
a high of 7.5% and a low of 4.5%. While
they are hopeful for a strong rebound in
employment, industry analysts and the
Congressional Budget Office do not project
significant improvement until 2022.

The Congressional Budget
Office Interim Economic
Projections 2020 -2021:
“Despite the initial rebound in
employment, health risks are
expected to linger, and some
degree of social distancing is
projected to remain in place into
2021. In addition, the expected
pace of labor market recovery
will be dampened by the prospect
that many businesses may not
recover from the revenue loss
they experienced in 2020. In
CBO’s current projections, growth
in nonfarm payroll employment
averages about 600,000 per
month in 2021. By the fourth
quarter of that year, household
employment is projected to
recover to 148 million, which
would still be 7 percent lower than
it was in the fourth quarter of
2019. Although the employmentto-population ratio rises to 56.2
percent, it will still be about 5
percentage points below its prepandemic rate.”

Investors should remember that the
stock market cycle is not the same as
the economic cycle. Typically, the stock
market peaks nine months prior to
the economic cycle peak. All of these
factors should compel investors to invest
more prudently in 2021 by designing a
portfolio with greater concentrations in:
• Higher quality securities
• Fixed income products that can be
responsive to interest rate changes
• Diversified equity market exposure
outside the U.S.
• Alternative investment strategies
that will help preserve capital.
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PART 2:
The Federal Funds Rate (FFR) is the
interest rate charged on bank excess
reserves held at the Federal Reserve.
This rate is the primary driver of shortterm U.S. interest rates. The FFR rose
from 0.12% to 2.42% from year-end
2015 to mid-2019 as the Fed’s monetary
policy focused on restraining inflation
through the curtailment of money supply
growth and available credit. Since 1965,
the Fed has implemented six rate-hike
episodes lasting 46 months, on average.
Markets are generally anticipatory.
They react to central bank policies to
manage inflation and employment. The
2020 Q1 pandemic shock drove 2020
Q1 GDP down -5% and then caused it to
plunge -31% in 2020 Q2, which forced
the Fed to cut its FFR to near zero,
flood the economy with liquidity, and
buy Treasury and corporate bonds with
unprecedented U.S. Treasury assistance.

INTEREST RATES
Most investors in 2020 did not expect alltime low rates, so many scrambled assets
in their portfolios to match their total return
and risk expectations in a rapidly changing
environment, that made it more difficult for
those needing portfolio income (yield).
As bond prices move in the opposite
direction of rates, long-term bonds are
more sensitive to rate moves, as their
duration tends to be longer. Portfolios
with longer durations tend to be more
sensitive and volatile than those with
shorter durations, and the current low
interest rate environment increases this
risk. For example, a fund with a five-year
duration would be expected to lose 5% of
Fig 4.
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its net asset value if interest rates rose
by one percentage point or gain 5% if
interest rates fell by one percentage point.
Therefore, lowering portfolio duration
may lower interest rate risk for investors.
Investors should consider utilizing shortterm investments such as short-term
bond funds and ultra-short bond funds.
It’s important to know, of course, that
short-term investments also carry lower
yields and investors should balance yield
needs with the focus on lower-duration
investments to lower overall interest
rate risk. Investors should also consider
investments in nontraditional bond or fixed
income portfolios that have low duration
while delivering a competitive yield.

Fed Funds Rates Since 1954
Key

Fed Funds Rate
Declining Rate Periods
Recessionary Periods

Source: Federal Reserve Bank of St. Louis and the Bureau of Economic Analysis, calculated by Arrow.
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As the Fed strives to strike the right balance
with its monetary policy, investors may
seek out nontraditional bond solutions and
other income investments with a potential
to perform regardless of the direction of
interest rates. Individual strategies within
the nontraditional bond fund category vary
greatly. Investors seeking a fixed income
alternative would be well served to consider
each strategy based on its unique merits,
such as correlation to traditional fixed
income benchmarks. Achieving a competitive
yield through each individual’s appropriate
asset allocation will continue to be a
challenge for investors building an incomeoriented portfolio.

The Fed keeps a close eye on how fast the
economy is expanding because the pace of
growth is crucial to its two goals: maximum
employment and stable inflation (target
moderately above 2%). The Fed Funds
Rate, the central bank’s preferred policy tool
in recent years, is a benchmark for many
consumer and business loans. Lowering the
Fed Funds Rate is typically done to stimulate
the economy and to help provide certainty
to investors. These steps are designed to
pressure the long end of the yield curve
lower. Lowering long-term rates will help
bring down the cost of borrowing for
corporations, helping them fund long-term
projects, add to working capital, and pave
the way for future economic growth.
Fed Funds Rate management is a tool
employed to keep the American economy
running at a steady non-inflationary rate.
At times, Fed policy drives longer-term
Treasury bond yields to be lower than yields
on short-maturity bonds and bills, resulting
in a yield curve inversion. This is a rare
occurrence often seen before a recession,
at a time when investors are often
pessimistic about the economy.
Fig 5.

The table below illustrates how asset
classes have responded to short-term rate
moves. We expect that short-term rates
will continue to be controlled by the Fed at
or near their current extremely low rates
per the Fed’s recent announcements, which
state that the Fed will tolerate inflation
above its 2% target rate.

Rates (%)
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Again, investors may benefit from moving
beyond traditional fixed income strategies.
Investments that incorporate global,
diversified sources of income—along with
opportunities for capital appreciation from a
mix of other yield-producing asset classes—
may be worth strong consideration. Even if
short-term and long-term rates stay rangebound for an extended period, investors
should be looking for nontraditional fixed
income strategies that can adapt to this
challenging rate environment.

Fed Funds Rates Since 2000

Declining

GDP
US Inflation
30 Day T-Bill
Bonds
Equity
Short-Term Bond
Intermediate-Term Bond
Long-Term Bond
Nontraditional Bond
Emerging Markets Bond
High Yield Bond
World Bond
Natural Resources
Real Estate
Commodity: Gold
Commodity: Oil
World Allocation

Investors remain focused on interest rates
and economic fundamentals in 2021 as they
manage total return portfolios during a time
of Fed yield repression and astronomical
money supply growth stemming from Fed
policies and Treasury security issuance
needed to fund trillion of dollars in fiscal
deficits. Dividends will continue to play a
prominent role in meeting portfolio return
expectations. The search for yield remains
a prominent theme in 2021.
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St. Louis and Morningstar,
calculated by Arrow.
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PART 3:

INFLATION

Too many investors are complacent,
especially after having recovered from the
deepest and quickest plunge in U.S. stocks
since 1934. It took the S&P 500 only 22
trading days to fall -33.3% from its record
high reached on February 19, 2020, making
it the fastest drop of this magnitude in
history. Since then, broad stock indexes have
not only recovered all the losses suffered in
their spring 2020 declines, but they have
soared about 20% to 30% above their 2020
highs. Investors have learned not to fight the
Fed as they enjoy the fruits of easy money.
In a bull market, most investors must
properly balance their portfolios to account
for the disproportionate impact that “winners
and losers” have on their target allocations.
Of particular concern is investors’ inflation
expectation, which began to rise significantly
in November 2020 in anticipation of a
Covid-19 vaccine-induced economic recovery
in 2021. Investors went from expecting
inflation rates near 0.50% in March 2020 to
1% in May 2020 to expectations north of 2%
in January 2021, as evidenced by the spread
between five-, 10-, and 30-year maturity
U.S. Treasury Inflation Protected Securities
(TIPS) and nominal five-, 10-, and 30-year
U.S. Treasury Bond yields. (Figure 7). This
spread is a popular measure of inflation
expectations over the next five, 10, and 30
years. With U.S. Treasuries at historically
low levels, investors have little protection
from rising inflation, especially with current
meager yields.

Fig 6.
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Source: Federal Reserve Bank of St. Louis and the Bureau
of Economic Analysis, calculated by Arrow.

periods since 1960, the current break-even
has been near 2.0%, which is at the 1%
percentile. We’re more comfortable basing
our decision-making using history, mindful
that the past isn’t the present, rather
than “this time it’s different and history
is irrelevant.” As recently as Oct 2018,
inflation was above 2.5%.
If inflation were to normalize at the Fed’s
target of 2% over the next 30 years,
investors in 30-year U.S. Treasuries will have
a negative real return of -0.50% annualized.
If inflation were to normalize at the median
30-year rolling average of 3.3%, investors in
30-year U.S. Treasuries will have a negative
real return of -1.30% annualized.

The Fed’s mandate—to effectively promote
the goals of maximum employment, stable
prices, and moderate long-term interest
rates—currently targets inflation of 2%.
We have been below these levels
Fig 7. CPI Urban YOY%
since the great recession except for
a few months in 2011, 2018, 2019,
Rolling Averages (1913—2020)
and 2020. Historically, the Fed
Since 1913
Since 1960
has sought a stable economy with
CPI Stats
5 yr. 10 yr. 30 yr. 5 yr. 10 yr. 30 yr.
slightly positive inflation. Over the
past 20 years, the Fed has remained
Maximum
15.7
8.8
5.4
10.1
8.8
5.4
accommodative when inflation has
Median
2.5
2.7
3.3
2.7
2.8
3.8
remained below 2% to 2.5%. It
Minimum
(5.9) (2.9)
0.4
1.1
1.2
1.8
also eased aggressively to contain
Break Even Stats
deflation and corporate default-risk.
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To place current inflation expectations
into context, CPI Urban, the inflation
benchmark for TIPS, has data back
to 1916 (see the CPI Urban YOY%
Figure 7). For all 30-year rolling

U.S. TIPS Break Even
12/31/2020
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35%
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36%

30%

22%

24%

22%

1%

Source: Federal Reserve Bank of St. Louis and the Bureau of Economic
Analysis, calculated by Arrow.
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Historical Movements
of the U.S. Dollar and
Inflation

Fig 9.

Fig 8.
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When lower commodity and goods demand is
coupled with a strong U.S. dollar, inflation is
more often kept at bay. The dollar had been
in a steep decline from 2017 through Jan
2020, until it surged from Feb 2020 through
May 2020. Thereafter, the dollar weakened,
declining -7% due to easy monetary policies,
Fed yield repression, and a 30% plus
explosion in various measures of money
supply. These are all unprecedented signals
of very high economic risks stemming from
central bank and government spending plans
designed to lift global growth and accelerate
inflation, which reduces debt burdens with
“cheaper dollars.” This makes a strong
case for commodities and international
investments in 2021 and beyond.
Many commodities trade in U.S. dollars
across global markets. A declining dollar
often helps commodity prices as global
investors must pay more for U.S. currency
conversion. This is evident in the period
following 1999, when commodities rallied on
a declining dollar. The opposite happened in
12

8%
6%

Return From
Jan-70

To
Oct-74

Commodity

40.5%

U.S. Equity

-1.1%

Countries

6.7%

2%

7

0%
-2%
-4%
-6%
-8%
-10%

Gulf
Crisis
1990

Return From
Mar-87

To
Sep-90

Commodity

39.6%

U.S. Equity

5.7%

Countries

9.6%

45
Return From
Mar-99

To
Jun-08

Commodity

20.3%

U.S. Equity

2.0%

Countries

40

14.4%

8

4%

Dollar

PPI

-12%

Past performance is not indicative of future returns.
See asset class proxy disclosure. Source: Morningstar
and Federal Reserve Economic Data (FRED), calculated by
Arrow.

Commodity/Equity Ratio

Whether it is measured by consumer
prices (as reflected by the Consumer Price
Index), or producer prices (as reflected by
the Producer Price Index, or PPI), or raw
materials such as commodities, as we’ve
outlined above, inflation has been below
3% since 2011. There has been a lack of
global demand to drive prices higher, due to
subdued economic growth. For perspective,
we looked at historical market environments
and how they have changed over the years.
The accompanying image shows the history
of the U.S. dollar and inflation, as illustrated
by the PPI, (a price index of commodities and
goods produced and consumed, green line,).
There are periods where the gap between
the two lines diverges dramatically, which are
typically harbingers of rising and declining
consumer inflation (CPI). Uptrends are often
followed by abrupt declines, associated with a
strong U.S dollar and declining inflation.

Stock and Commodity Cycles

6

Oil
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73-74

Does that spell trouble for the U.S.
equity market?
Figure 9 shows the ratio between the GSCI
(commodity) Index vs. the S&P 500 (equity).
When the ratio is low, it means commodities
are cheap relative to equities. Historically,
when the ratio dipped below 2 and
reversed upward, commodities significantly
outperformed the equity market.
An historically low ratio is associated with
equity market peaks while a high ratio is
often a precursor to an equity bull market.
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2009, following the infamous financial crisis
of 2008, when the dollar gained comparative
global strength and commodities prices
suffered. Rising inflation is associated with
a weaker U.S. dollar, which is what the Fed
has desired since 2015. Macroeconomic
trends are favorable to real assets such
as commodities as well as managed
futures strategies, which could profit from
commodity, currency, and financial market
price volatility.

Return From
Oct-76

Equity -Normal P/E

Given this risk, we believe that investors
should reevaluate their portfolio
composition, placing an emphasis on higherthan-expected inflation in the future.
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Asset Class History Rolling Performance Periods Since 1970

Fig 10.
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Past performance is not indicative of future returns. See asset class proxy disclosure.
Source: Morningstar, calculated by Arrow.
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Figure 10 illustrates the calendar year
performance for 11 different asset classes
and their historical three-, five-, and 10year averages vs. their current return for the
same timeframe. This chart illustrates how
close the U.S. markets are to their historical
average and how far commodities and
international markets are from their mean
returns. In early 2016, we made a case for a
reversion to the mean for commodity prices.
After many consecutive years of losses,
downtrodden foreign securities, energy, other
natural resources, precious metals markets,

real estate, and other inflation hedge asset
classes rebounded strongly in 2017 and
for much of 2018, peaked in May 2018,
and troughed in March 2020. Since then,
commodities and foreign securities rallied
30% to 40%. Emerging market
stocks have bested their prior highs
while commodities are edging closer
to their May 2018 highs.

PART 4: MARKET

FUNDAMENTALS
Global yields remain near all-time lows:
27% of all global investment grade bonds
sport negative nominal yields and about
57% offer nominal yield less than 2%
(with current inflation near 1.4%). Global
sovereign bonds offer a mean yield near
1.0% to 1.2%. Extremely low yields and
abundant liquidity, fueled by the easy
money policies of central banks, are feeding
investor appetites for high-risk assets as
sources of portfolio return. These actors
have been the primary drivers of the current
equity market boom.

and 142 months less than the
longest bull market, which lasted
151 months and ended in November
1961. The current bull has recorded
a 37.7% total return. Mean yearover-year GDP data to the far right
is only for the equity bull market
periods (Eco Gro RGDP). GDP for all
of 2020 was -3.5%.

Figure 11 compares monthly bottoms to
monthly troughs, the fundamentals during
the last 16 equity bull markets since June
1932, with the latest initiated on March 23,
2020 or April 2020. The median duration of
the bull markets was 42 months with their
mean cumulative total return at 84.9%. The
current bull market has been running for
nine consecutive months—33 months less
than the median duration of all bull markets
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Fig 11.
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Figure 11 compares the fundamentals of
16 bull markets (right side) after 16 bear
markets (left side). It shows 16 market
declines on a month-end basis with a
median duration of 17 months with a
median -22.5% decline (all declines were
greater than -20% on a day-end basis, not
shown).

point, market fundamentals revert to their
means. Time and valuation alone are not
enough to kill a bull market run. U.S. equity
PEs are not nearly as high as they were in
March 2000. They also reached a cyclical
peak in October of 2018.
Figure 13 references what happened to the
equity markets after PEs started to turn
down.

Global economic growth is expected to
be near 3% to 4% and 2.5% to 3.5%
domestically in 2021, after being down
-4.1% and -3.5% in 2020. Current central
bank policies foster low interest rates and
market liquidity that buoy stocks and other
risk assets. However, if the “right” mix of
fiscal spending and monetary policies fails to
materialize, economic and market volatility
The current bull market is overvalued based is likely in 2021, especially with the need to
on its normalized 10-year P/E, dividend
fund government deficits at time of record
yield, and other factors (Figure 12). At some current account trade and fiscal deficits
16
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Historically, stock market fundamentals
such as price-to-earnings ratios (P/Es) and
dividend yield (Yld) revert to their norms
(medians), which have a normalized P/E
near 16 and a 3.3% yield versus a current
normalized P/E of 20.6 and a 1.8% yield,
respectively. Current valuations are about
28% above 10-year normalized P/Es and
125% above mean 12-month trailing P/E
since 1932 of 17.4 (current P/E is 39.2).
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Past performance is not indicative of future returns. See asset class proxy disclosure.
Source: Morningstar, calculated by Arrow.
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Past performance is not indicative of future returns. See asset class proxy disclosure.
Source: Morningstar, calculated by Arrow.

at a time when the Fed balance sheet is
near $7.4 trillion. High economic volatility
historically fosters low equity valuations (P/E
contractions).
Being aware of prior bull market hysteria
helps investors prepare for bear market
risks; investors may like to make sure their
portfolio is well diversified. Remember,
financial markets are always shifting between
greed and fear. Historically, a declining market
has always come back, regardless of how
shocking the events were that drove it down.

The lines between optimism and euphoria
are blurred but not unknowable. There
is no sure-fire method for signaling a
bear market. Stocks are always risky, but
they are riskier at times when current
fundamentals are far above market norms.
Take a holistic approach, therefore—do not
just look at previous bull and bear markets.
Rather, define your own risks versus reward
measures and then adjust your portfolio to
fit your views, needs and times rather than
the whims of euphoria and panic.
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The problem with this most obvious and
seemingly simplistic issue is that the
lines between optimism and euphoria
are unknown. Moreover, there is no sure
variable or omniscient equation that tells
us when the market is going to go down. In
reality, the risks inherent in equity markets
generally continue to grow until one day
they randomly overpower the market into
a sharp and sometimes protracted decline.
So, what can we do? We take a holistic
approach to assessing the general stage of
the market. Specifically, we look at previous
bear markets, and instead of trying to find
one infallible method to define their onset,
we look for simple patterns that tend to
repeat.
In the past, poor equity market performance
has been preceded by high market
valuations, investor concern about growth
(as evidenced in the yield curve), and
unhealthy levels of leverage. Although no
single condition is an infallible predictor of
equity markets, an understanding of where
we are with respect to these aforementioned
predictors has proven useful for enterprising
investors.

Fig 14.

In the last 26 years, the S&P 500 has
experienced three bear markets and two
corrections. The tech bubble, the great
recession, and most recent Covid-19related bear markets are widely known by
investors. The two corrections in Figure 14
surprisingly receive little attention. While
the two corrections beginning in June
1998 and in March 2012 both caused quick
erosion of shareholder value and raised
the question of an impending bear market
just like the recent periods of U.S. equity
market volatility, these corrections were
short-lived and were immediately followed
by a continuation of the secular bull market
for the S&P 500. In order to decipher the
differences between each environment,
we have identified four valuation metrics
for the S&P 500, four U.S. Treasury yield
spreads, and three leverage ratios that
serve as useful indicators of equity market
health. These are shown in Figure 14, which
compares the state of the last two bear
markets based on month-end data.
Yellow indicates a value above the 70th
percentile and red indicates a value
above the 85th percentile for each
variable.

Bear Market Checklist
Bear Markets
Mar-00
Sep-07

Corrections
Jun-98
Mar-12

Now
Jan-21

Valuations of S&P 500
Price to Earnings
Price to Book Value
Free Cash Flow Yield
Dividend Yield

28.9x
4.9x
2.8x
1.1x

17.1x
2.9x
1.9x
1.8x

25.9x
4.4x
2.5x
1.4x

15.1x
2.3x
7.9x
2.0x

30.0x
4.1x
4.1x
1.6x

Treasury Yield Spreads
30 year - 10 year
10 years - 2 year
10 year - 3 month
2 year - 3 month

-0.2x
-0.5x
0.1x
0.6x

0.2x
0.6x
0.8x
0.2x

0.2x
0.0x
0.4x
0.4x

1.1x
1.9x
2.1x
0.3x

0.7x
0.8x
0.9x
0.1x

Leverage
Debt/Assets (Financials)
Assets/Equity (Financials)
Net Debt/EBITDA

42.8x
14.0x
4.0x

44.6x
13.0x
4.4x

39.7x
13.3x
3.7x

25.2x
8.7x
1.5x

16.4x
8.6x
1.6x

Total Sell Scores

9.5/11

5/11

8/11

1/11

4/11

The bear market checklist indicates that the
equity markets showed signs of weakness
prior to the bear markets of March 2000
and September 2007. In particular, the
markets prior to the tech bubble bear
market showed nine out of 11 indicators
beyond their 85th percentile values and one
other indicator beyond its 70th percentile
value, registering a sell score of 9.5/11. In
addition, the checklist shows that prior to
the great financial crisis bear market, equity
markets began flashing red and yellow
for extreme values in each of the three
categories prior to the massive drawdown.
An investor using the checklist to begin
exercising caution would have reduced
portfolio losses in each case.
We notice a similar pattern within the
checklist when examining the June 1998
and March 2012 corrections. In June of
1998, the checklist flashed extreme caution
with 70th and 85th percentile values
flashing in each category. After the shortlived correction, the market returned to its
bull market state for about 1.5 years, but
indicators worsened eventually, leading to
the tech bubble bear market. However, in
March 2012, the S&P 500 experienced a
short three-month drawdown but returned
to the secular bull market as the indicators
only showed a sell score of 1/11. Investors
who reduced their exposure in fear of a
pending bear market missed out on a multiyear period of double-digit equity returns.

Past performance is not indicative of future returns. Source: Bloomberg, Federal Reserve Economic Data (FRED),
calculated by Arrow.
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The Arrow bear market checklist shows that
we are in the middle of a June 1998 and a
March 2012 situation. While risks exist in
today’s market, there seems to be merit to
investing in equities as late cycle returns are
significant creators of investment wealth.
While valuation indicators are red and yield
spread indicators are yellow, leverage levels
are low and our sell scores do not visually
look anything like the bear market of 2000
that began only a year and a half after the
correction beginning in June 1998. Instead,
our bear market checklist indicates that
an enterprising investor should remain
invested and monitor whether or not certain
indicators begin to further evolve towards a
sell score of beyond 5, which would indicate
a more unfavorable risk/reward trade-off.
Figure 15 illustrates equity returns are
typically muted for several years after a bull
Fig 15.

market cycle ends. Importantly, however,
investors should remain cognizant of the
risks presented by extreme levels shown
in the valuation section of our checklist.
Investors should allocate their portfolios
to risk assets that help mitigate the risks
highlighted in our checklist.
We recommend that investors stay invested
in equities, but assume a more defensive
positioning. Specifically, we recommend
U.S. value and international equities where
valuations are more attractive, dividend
yields are higher, and returns are less
sensitive to estimates of future growth. In
our view, domestic and international value
will enable investors to achieve the late-cycle
returns that can be substantial while limiting
exposure to fast erosions of wealth that are
characteristic of equity bear markets.

REVERSION

After the Bull Market Performance
Forward Looking Returns from Bull End

Bull Market
End

Bull Market
Duration

1 Year

3 Years

5 Years

10 Years

Rank

Feb-37

57

0.6%

3.7%

3.7%

3.6%

11

Oct-38

8

3.4%

5.2%

3.7%

3.1%

9

Mar-46

48

-0.4%

0.7%

0.9%

1.2%

14

Nov-61

151

5.2%

3.3%

2.1%

2.3%

12

Jan-66

44

6.4%

-2.4%

1.2%

3.3%

12

Nov-68

27

-7.9%

5.0%

4.1%

5.4%

10

Dec-72

32

-1.1%

4.1%

6.1%

7.2%

8

Sep-76

23

8.7%

5.0%

2.1%

10.7%

5

Apr-81

39

17.1%

16.4%

19.1%

13.9%

1

Aug-87

62

8.4%

9.6%

11.4%

9.1%

2

Oct-89

25

6.3%

10.6%

7.8%

7.9%

3

Jul-98

95

2.5%

7.0%

6.8%

5.7%

6

Aug-00

24

12.4%

8.2%

7.0%

6.5%

4

Oct-07

62

0.3%

7.2%

6.4%

4.2%

7

Dec-19

130

18.4%
6.0%

5.9%

6.0%

Average

5.3%

Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar,
calculated by Arrow.
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PART 5: EQUITY

Mean reversion is one of the most powerful
forces in investing. Investing around mean
reversion is not simple—in practice, it is
much more difficult than it looks in theory.
It’s impossible to predict in practice what
may cause market to reverse and mean
reversion to take hold, but history teaches
you that when a market catalyst comes, the
reversion can be significant.
A market crisis can create panic for
investors, but it can also be an opportunity.
In 2009, the headlines were full of fear and
panic. Mean reversion in investing is the
assumption that a market’s price will tend
to move toward its average price over time.
In February of 2009, the market’s 10-year
return was -3.43% and the historic 10year average was 8.74%. As illustrated in
Figure 16, that bottom became the buying
opportunity of a lifetime. It was extremely
rare that the 10-year market average
goes negative and the spread between the
historic average was -12.17% (the second
lowest difference since 1939).
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Rolling 10-Years Performance
of the U.S. Equity Market

Rolling 10-Years Performance
of the U.S. Equity Market

Fig 17.

Fig 16.
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Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar,
calculated by Arrow.

Figure 16 was created to educate about
investor behavior. Market drops provoke
fear and anxiety among investors—but
ultimately, when the market recovers, it
rewards those who treated the drawdown as
a buying opportunity. Figure 16 was created
in 2009 to help investors put that crisis
into perspective. The green dots represent
the average 10-year performance into the
future at that moment in time from those
historical bottoms. The black dot represented
the average of the green dots, essentially
a forecast where the market should have
been 10 years in the future (February 2019).
The black dot is the historical average of
22

the green dots as of February 2009. The
market’s 10-year average into the future
after the last two financial turnings was
15.85%. The markets were up 16.7% over
the last 10 years from the February 2009
bottom, slightly higher than the black dot.
The mean reversion works both ways—
from highs, the market’s price will move
toward the average price over time.
Based on where the markets have been,
investors should slightly adjust their equity
market expectations from what they have
experienced over the last 10 years. We all
know the saying “what goes up must come
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Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar,
calculated by Arrow.

down.” Investors should understand that
markets may revert back to their mean.
In October 2019, the equity markets were
nearing another technical high, which could
be a warning that equity markets were
gearing to turn. In Figure 17, the red dots
represent the average 10-year performance
into the future at that moment in time from
those historical tops. The yellow dot now
represented the average of the red dots as
of the current high in February 2019.
It important to remember that the
performance differences between investing
after the market top or market bottom are

dramatically different in shorter periods
of time. However, the distinction becomes
negligible the longer you hold your position
in either environment.
While looking at the long-term technical
trends of the equity market can be very
telling, the same holds true looking at
valuation trends. The market P/E ratio
can deviate from its historic mean value
for long periods of time without reverting.
In Figure 18, combining or tying these PE
trends to technical market trends can be a
very effective mechanism to identify those
turning points.
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Stock market valuation ratios such as priceto-earnings ratios were at extreme levels by
historical standards in 2000. By September of
2000, the PE of the equity market was 179%
higher than the historical PE average. In
Figure 19, history shows that high P/E ratios
relative to the long-term market average
is usually followed by slow growth in stock
prices.
Fig 18.

When something stays above its long-term
average, you may want to consider whether
something has fundamentally changed
to justify it. In this case, there are many
factors that could justify a higher PE than the
historical average. Simple mean reversion
theory suggests that either equity prices
must fall substantially, or earnings must
accelerate sharply, or some combination of
these events must happen.
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Fig 19.
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Many strategies, such as buying stocks with
high relative strength (that have gone up
the most over a recent time period or have
had the highest earnings growth in the last
few years) are effectively strategies. They
are betting against mean reversion in the
near term. Investors many need to consider
that a long-term trend of PE reversion may
have started in October of 2018.
Although mean reversion is a very
powerful concept, its implementation can
be much more challenging. Investing is
a game of probabilities. When something
deviates from its long-term averages,
the probabilities are that it will eventually
revert back to them. And the longer it
deviates and the greater the magnitude of
the deviation, the higher the probability of
reversion is. But that probability is never
100%, no matter how long a trend goes on.
It is important to understand that when you
bet on mean reversion, you are likely to be
early. And it takes patience and discipline
to get to a point where you are eventually
right. Only then can you realize its benefits.
Given the technical and fundamental
metrics may have reached extreme
levels, and given that they will likely
revert to their long-term averages
over time, the solution here seems
quite simple: take positions that
will benefit from a rise in volatility.
In a world of lower equity returns,
investors should consider turning to
assets that are not highly correlated
to equities such as commodities,
managed futures, global macro or
long/short equity strategies.
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PART 6: TACTICAL

OPPORTUNITIES
There was a good deal of market
turmoil in 2020 as the COVID
pandemic roiled economies and supply
chains globally. Here, at the beginning
of 2021, we’re only just beginning to
gain some visibility on economic issues
and there are many uncertainties
ahead in terms of additional stimulus,
the deployment and success rates of
vaccines, the employment picture,
and a host of other unknowns. On
an optimistic note, it does appear
that the dust is beginning to settle,
progress is being made, and volatility
in the markets is subsiding. However,
as the future unfolds, we believe
that the pandemic will have lasting
impact on the various sectors and the
economy as a whole. Diversification
into alternative investments and the
adoption of tactical strategies may be
more important than ever to enhance
returns and reduce risk.

In Figure 20, the blue line shows the rolling
three-year performance of the Top 10
holdings of the S&P 500 versus the S&P 500
Index itself. When the line is moving up, the
Top 10 are outperforming the overall index.
The orange line shows the rolling threeyear difference between the performances
of the S&P 500 Capitalization Weighted
index and the equal weighted version of the
S&P 500. When this line is moving down,
capitalization weighted is outperforming
equal weighted.
Figure 20 shows massive outperformance
of the Top 10 from 1993 to 2000 (the “Tech
Boom”). From 2015 to now, we are again
experiencing a similar concentration of
performance from the Top 10 holdings of
the S&P 500.
Fig 20.

P/E ratios and other value indicators are
well above historical averages and there is
extreme lack of breadth in the equity market.
Figure 21 illustrated the performance of the
equity market in narrow periods. Narrow
Market periods on average have seen strong
performance of the largest companies against
the overall market. These narrow markets
last on average about 5 years; during that
timeframe the top 10 companies typically
generate significant alpha. It appears the
divergence between the top 10 largest and
the overall market may have turned in August
2020. This, and the pronounced divergence
between the performances of the Top 10
holdings and the equal weighted version of
the S&P 500 suggest that going forward,
broader market strategies are perhaps due
for a period of outperformance as valuations
revert toward historical norms.

# Rolling 3-Year Equity Alpha
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Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar,
calculated by Arrow.

27

Fig 21.

Equity Concentration: Narrow and Broad Periods
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Fig 23.

Sector Exposure of Largest Companies
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Past performance is not indicative of future returns. Source: Morningstar, calculated by Arrow.

The 12/31/2020 top 5 U.S. companies
comprise 20.8% of the S&P 500 which
up 18% over the last year. These levels
haven’t been seen since the height of
the tech boom. What’s more, these same
companies with the highest weights in
the index also happen to have the highest
returns and contribution to return of the
S&P 500 over the last five years. This
disparity of returns in the S&P 500’s
constituent members became even
more pronounced during 2020. The S&P
500’s return over the last five years was
102.03%, and 31.28% of that came from
just the five largest companies in the
index (Apple, Microsoft, Amazon, Google,
and Facebook). Figure 22 places that in
Fig 22.

stark visual relief. This was even more
pronounced in 2020 than in previous years,
with the S&P 500 up over 18% in 2020
and over 56% of that performance come
from the top five stocks alone. This degree
of concentration in the market makes
comparing other strategies difficult and
assessing true risks deceiving.
The S&P 500 is a capitalization-weighted
index. This is why the largest technology
companies have such a dramatic influence.
Investors who buy products based on the
S&P 500 may be unknowingly taking on
more exposure to “big tech” than they
realize. Equal weighting the components of
the index results in diminishing the size bias.

Contribution to S&P 500’s Return over last 5 years
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Past performance is not indicative of future returns. Source: Morningstar and Barclay, calculated by Arrow.

Figure 24 illustrates the 10-year rolling
difference between the total market index
capitalization-weighted versus same index
equal-weighted between 1980 to 2020.
When the line is trending upward, capweighted is outperforming. When the line is
trending downward, then Equal-Weighted is
outperforming. Also note that when equalweighted is outperforming, the environment
is more conducive to active or alternative
strategies such as tactical and global macro,
managed futures, and world allocation.
No doubt, some alternative-oriented mutual
funds and ETFs have suffered disappointing
performance during the last decade, which
is not surprising given the strong run
in equities over that same time period.
Investors should be cautioned against
chasing performance and encouraged to

Key
Technology
Industrials
Health Care
Financial Services
Energy

Consumer (Defensive)
Consumer (Cyclical)
Communication Services
Basic Materials

view alternatives as a possible cushion
against market downturns. Nevertheless,
“liquid” alternatives have improved over the
last decade. The line used to be drawn as
either a bull (long-only) or bear (short-only)
strategy. But some options in the space
are now designed to weather bear markets
while also seeking competitive returns when
equities are on the upswing. These types of
alternative investments may be especially
attractive options for investors seeking to
hedge market downturns without sacrificing
potential performance.
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Fig 24.

Market Concentration Ratio

Fig 25.
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Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar and
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With the recent prolonged recovery bull
market, the relative underperformance
of alternatives is not surprising. Figure
24 highlights how insignificant allocation
decisions were between stocks and bonds
in the 10-year period ending October 2010.
During this period, equities provided more
risk and less return than bonds, mirroring
what happened in the 1930s and the
1970s. If U.S. equity markets migrated into
another weak market cycle like they did
from November 2000 to October 2010, the
implication of negative or flat returns for an
equity and bond portfolio is far reaching.
This is why those who influence asset
30
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Alternative vs. the Market

allocation decisions may want to consider
utilizing tactical and alternative strategies
to help extend the efficient frontier.
Investors who seek further diversification
typically allocate to international equities,
growth, and value equities, and equities of
different capitalization ranges and sectors.
Unfortunately, these efforts do not always
combine assets that move independently of
one another. When a bull market prevails,
investors rarely complain. On the other
hand, in a world of lower equity returns,
advisors and planners turn to alternative
assets such as real estate, global macro,
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Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar, calculated
by Arrow.

commodities, long/short equities, managed
futures, and fixed income arbitrage (nontraditional bond). Why? Basically, because
adding alternatives to a portfolio of
traditional assets may potentially lower risk
and increase returns. A clear understanding
of how this happens requires studying
alternative strategy returns and their
correlation to the returns of stocks and
bonds.
To realize the benefit of diversification, a
portfolio’s underlying asset classes must
behave differently in varying market
conditions. Figure 26 illustrates the risk and

return of the alternatives vs the market
over a one-year period heading into the
market low of March 2020. The overall
equity market was down greater than 7%.
But it was a tale of two markets—the top
10 largest companies of the S&P 500 were
up 15%, yet the bottom 490 were down
15%. In this one-year period, the allocation
frontier is inverted. In such an environment,
bonds, alternatives, and tactical strategies
outperformed the equity markets.
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Thinking about diversification requires
investors to understand what negative
correlation means and how a given
investment instrument should be used
when blending it into a portfolio. If an asset
class goes up and down independently
of traditional assets (equities or bonds),
it means that there are times when they
are doing the same thing as equities or
bonds and times when they are doing
the opposite. The biggest complaint on
most alternative products is that they are
not adding as much value during those
downtrends for the targeted traditional
asset and that they only add value
when that traditional asset is going up.
This is why investors need to look at
the correlation of alternative vehicles
under consideration. Look for investment

Fig 26.

strategies that are non-correlated to
the asset that it will be replacing or
complementing. Investors should also look
at how the performance and risk of that
strategy can deliver absolute returns to
their portfolio. Many investors seek absolute
returns through a low volatility approach.
However, there are now strategies available
that embrace the volatility. In some cases,
utilizing higher volatility strategies allows
the investor to utilize less to add value.
Most alternative categories contain funds
that pursue strategies divergent in one
or more ways from conventional returns
generated from traditional assets. Many
products in these categories describe
themselves as “absolute return” portfolios,
which seek to avoid losses and produce

Alternatives vs. The Market -

One Year as of 3/31/2020

15.0%
Tactical Income

S&P 500
(Top 10)

12.5%

10.0%

Managed Futures:
Aggressive

Intermediate Core Bond
7.5%
Managed Futures:
Conservative

5.0%

Global Macro:
Hedged

Return

2.5%

0.0%

-2.5%

-5.0%

Tactical Allocation:
Conservative

Market Neutral

returns uncorrelated with the overall bond
market; they employ a variety of methods
to achieve those aims. The environment
in the coming year could be poised for
adding alternatives, especially in the event
of a short-term market correction or even
a recession. When adding an alternative
strategy to a traditional portfolio, long/
short methods are specifically designed
to work with the ups and downs of
the market. But again, a key metric to
consider is correlation—specifically, a
low correlation to the asset class that
is presenting the reason for concern. It
doesn’t make sense to add something with
a high correlation to stocks if the stock
market is the cause for concern.
It’s easy to understand investors’
excitement over technology companies
and the products and productivity these
companies provide. Ultimately, the
earnings and performance of big tech
companies going forward must support the
significant price advances of the last few
years. As we look ahead, we recommend
that investors get their exposure to the
tech sector by other, more tech-centric
approaches where holdings are selected
and weightings are managed with more
criteria than just capitalization size. Going
forward, we believe “fundamentals” and
the ability to shift when trends emerge
or fail will matter. We recommend that
investors consider tactical strategies that
are nimble, managed futures strategies,
and global macro strategies.
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Past performance is not indicative of future returns.
See asset class proxy disclosure. Source: Morningstar, calculated by Arrow.
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PART 7:

INVESTING
ABROAD

In 2020, the U.S. experienced its first
recession since 2009. Since then, the
U.S. equity market has experienced
steady growth while international markets
have been relatively anemic. For each
rolling period, international markets have
underperformed their historical averages as
the share of the global economy outside of
the U.S. has significantly underperformed
the U.S. market. The acceleration of this
underperformance hit a new low in August
of 2020.
Was this the international bottom? In
reviewing previous international bottoms,
it appears the double bottom pattern
between Jun 2018 and Oct 2020 mirrors
what happened from June 1983 to Feb 1985
and from Feb 1999 and Nov 2000. Investors
should be looking abroad for regions that
are in earlier stages of expansion relative
to the U.S. Having a meaningful allocation
to international equities in their portfolios
could provide an important opportunity
for investors, providing diversificationgenerating alpha and reducing portfolio risk.
Fig 27.

Figure 27 illustrates the calendar year
performance for three market segments and
their historical three-, five-, and 10-year
averages vs. their current return for the
same timeframe. This chart illustrates how
close the U.S. markets are to their historical
average and how far international markets
are from their mean returns. In 2018, we
made a case for a reversion to the mean for
international investing. The long-term U.S.
market averages now exceed their historical
rolling averages and international markets
are far below their historical averages. After
many consecutive years of underperforming,
downtrodden foreign securities are still in an
excellent position to start to revert to their
historic means.

U.S. Equities vs. International Markets

Asset Class History Rolling Performance Periods Since 1970
S&P 500

MSCI

International
Country Markets

10 Years (12/20)
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6.00%
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(5.28)%
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1 Year (12/20)
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Past performance is not indicative of future returns. See asset class proxy disclosure. Source:
Morningstar, calculated by Arrow. Data as of 12/31/2020.
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Rolling 10 Yrs - Equity Market Differential:
U.S. vs. International

Fig 28.
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Are we are starting to shift back
to another strong international
market? Long averages suggest that the
international markets are still very far from
their historic averages. Over the last five
years, the universe of investible countries
has on average generated an 8.0% return
compared to the U.S. market’s 15.2%. The
average five-year return of the U.S. market
since 1974 is 11.0% while the international
country average is 13.4%. This past year
marked the end of another strong U.S.
equity market environment—a cycle that
lasted from November 2009 to August
2020 where the S&P 500 annual return
has averaged 14.0% vs. the MSCI EAFE’s
5.1%. The U.S. market outperformed all 48
countries (investable market outside the
U.S.) during that period.

INTERNATIONAL STRENGTH

1982-12

That strong international environment
was jump-started by the popping of the
technology bubble, and the environment
bottomed after the great financial crisis of
2008/2009. The cycle of domestic strength
from November 2009 to August 2020 (new
peak) was five years longer than other
strong U.S. market cycles. Was the last
peak in August 2020 the beginning of a new
international strength environment? Only
time will tell if the cycle of U.S. strength
vs. the world is coming to an end. What
investors should understand is that once
the transition has started, they should
expect to be in this environment for several
years (the average of the last two strong
international cycles was over nine years).

-14%

1980-12

Figure 28 illustrates the alpha difference
between the international market (average
of investible country markets) vs. the U.S.
market. The last time the divergence was
skewed toward the U.S. market (positive
alpha) was in October 2000. What followed
from November 2000 to October 2009 was
that the S&P 500’s annual return averaged
-.02% vs. the country average, which was
13.3%.

Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar,
calculated by Arrow. Data as of 12/31/2020.

Fig 29.

U.S. Equities vs. International Equities

Environment
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Past performance is not indicative of future returns. See asset class proxy disclosure. Source: Morningstar,
calculated by Arrow. Data as of 12/31/2020.
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The value of a wider opportunity to invest
overseas is evident when considering that
most international countries have a very
low correlation to the U.S. equity market.
Figure 30 measures the correlation of each
of the 48 country markets against the
S&P 500 and MSCI EAFE. This correlation
grid confirms that over this period, many
international markets were not as highly
correlated to the U.S. However, many
international products are highly correlated
to the broad international market, which is
highly correlated to the U.S. market. Figure
30 overlays where 85% ($3.1 trillion)
of the international assets are invested
among ETFs and mutual funds (green dots
and diamonds) as of 12/31/20 (220 out of
961). Within Figure 30, we added all the
funds that outperformed the U.S. market
over the last five years (green diamond).
The international fund average over the
last five years was up 15.2% (out of a
universe of 1,181). This was similar to the
MSCI EAFE performance. During that same
timeframe, only 31 international funds beat
the S&P 500—their average return was
19.1%. The 31 funds had on average a
correlation to the S&P 500 (.81) and MSCI
EAFE (.83). Over the last five years, only
38

seven countries outperformed the U.S.
market, Taiwan, Russia, Peru, New Zealand,
Brazil, Korea, and China. Their average
return was 17.3% and had on average a
correlation to the S&P 500 (.64) and MSCI
EAFE (.68).
If investors are not looking at the
correlation of their international exposure
to the U.S. market, they may be narrowing
their opportunity to potentially generate
alpha and help manage volatility. Global
allocation provides diversification benefits,
which is one of the underpinnings of wealth
management.
Over the last year nine countries
outperformed the U.S. market. Those
countries’ average return was 30.7%. The
primary international benchmark for most
investors (the MSCI EAFE) was up 8.3%
over the last year. Among the 48 investible
markets, 19 outperformed the MSCI EAFE
and their average return was 21.8%.
Determining when to invest in these
countries can be difficult, which is why it’s
important to find investment strategies
that have discipline and exposure to
foreign stocks or countries—these
strategies potentially ensure that investors
are not missing significant gains when
markets overseas rally, or suffer significant
losses when U.S. stocks decline.
In 2020, the U.S. equity market was very
strong, 18.5%. Nine countries (Korea,
Denmark, Nigeria, Netherlands, New
Zealand, China, Sweden, Finland, and
Taiwan) outperformed the U.S. market,
averaging a 30.7% return in 2020. In
2020, the international benchmark was
up 8.2% and ranked 20 among the 48
countries.
The long-term rally in U.S. stocks has
benefited many investors. The performance
of the U.S. market has also indirectly led
to equity bias to a single country for many
investors. This leaves these U.S. investors
vulnerable when downturns occur in the
U.S. and leaves them underexposed to
equity rallies in other parts of the world.

International Country Correlation to U.S.
and International Markets — 5 Years

Fig 30.
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This outperformance of the benchmark
for international equities relative to the
U.S. highlights a missed opportunity
for investors who utilize international
benchmarks that are highly correlated
to the U.S. equity market. Stocks of
large U.S. companies with operations
overseas are sometimes highly correlated
to the performance of the international
stock markets in developed countries,
so these investments may be providing
less diversification than investors believe.
Among the 43 countries available during
the last weak U.S. equity cycle, those
countries’ average annual performance
was 13.3% (91% of them outperformed
the S&P 500). During the same cycle, the
MSCI EAFE was up 3.61% and 79% of the
countries outperformed that international
benchmark. This illustrates the importance
of finding alpha away from the developed
markets.
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While there is still room for growth in the
U.S. market, investors should understand
that the overall strength of the U.S. market
vs. the world may be changing. A majority
of market capitalizations are outside the
U.S., providing investors with opportunity
to generate greater returns from their
international exposure over the next few
years. Having a sizable exposure to the
international market in your portfolio, like
many endowments do, can be sensible and
opportunistic. Additionally, it can enhance
diversification and potentially help reduce
risk.
Constructing a portfolio to prepare for
the unknown events of 2021 and beyond
may require more than a static stock/
bond blend (60/40 portfolio). Investors
may wish to consider diversifying
their international exposure. Strategy
diversification is often overlooked as an
important part of diversification. Investors
often fail to incorporate tactical and
adaptive (alternative/absolute return)
elements that have the ability to respond
to changing markets. And of course, asset
classes to consider for 2021 should include
those often referred to as alternative

Emerg.
Market

Frontier
Market

1.65%

7.38%

6.56%

0.27%

11.99%

9.62%

13.22%

6.59%

7.17%

10.15%

4.00%

3.62%

9.71%

12.51%

6.95%

1.10%

Past performance is not
indicative of future returns. See
asset class proxy disclosure. Source:
Morningstar, calculated by Arrow.
Data as of 12/31/2020. There are
1152 international mutual funds
(oldest share class) and ETFs for the
universe (Figure 30).

International
Funds vs. the Market
Fig 31.

1 Yr
S&P 500
MSCI EAFE
Int’l Fund Beat S&P
Avg. Return (beat)

3 Yrs

5 Yrs

10 Yrs 15 Yrs

18.4% 14.2% 15.2% 13.9% 9.9%
8.3%

4.8%

8.0%

6.0%

5.0%

477

129

136

13

29

34.1% 19.4% 18.4% 15.4% 11.4%

Fund Universe (MF & ETFs)

1,556

Avg Return (all)

18.4% 14.2% 15.2% 13.9% 9.9%

% Beat S&P 500

31%

1,368
9%

1,181
12%

766
2%

476
6%

Past performance is not indicative of future returns.
See asset class proxy disclosure. Source: Morningstar,
calculated by Arrow. Data as of 12/31/2020. There are
1152 international mutual funds (oldest share class) and
ETFs for the universe.

assets. Most investors have very little
exposure to international markets. Yale,
on the other hand, is currently allocating
31% of its equity exposure to international
equity market.
For 2021, investors may wish to add tactical
(such as country rotation, yield focused)
and adaptive such as active strategies that
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are tactical or global macro strategies to
their traditional assets. When doing so, it is
important to consider correlation in order to
seek true diversification. The markets are
always unknown; they go up and they go
down. It is important to use a strategy that
matches the individual investor’s investment
objective, risk tolerance, and time horizon.
Endowment strategies may not be suitable
for all investors and no investment strategy
is perfect or can guarantee positive returns
in every environment. Being too defensive
against a downturn can lead to missed
opportunities in the way of upside potential.
Fig 32.

But taking on too much risk can lead
to excessive losses and cause irrational
reactions. The strategies discussed here are
not without their own risks. Each one has
defensive elements, but can also provide
upside potential. It is not necessarily
a matter of preparing for a black swan
drawdown event, as the markets may
ultimately provide positive returns for the
year. But time and the law of averages are
working against traditional asset classes, so
portfolios should be adapted to prepare for
a less predictable outcome than we have
seen in previous years.

International Asset Class Matrix

1YR

3YR

5YR

10YR

15YR

Weak USA
2003 to 2010

Strong USA
2011 to 2020

U.S. Equity
18.4%

U.S. Equity
14.2%

U.S. Equity
15.2%

U.S. Equity
13.9%

International
Momentum
11.2%

International
Momentum
24.7%

U.S. Equity
13.9%

Emerging Mkts
17.9%

Sovereign Debt
6.0%

Global Value
12.0%

International
Momentum
8.6%

U.S. Equity
9.9%

Global Value
20.7%

International
Momentum
8.6%

International
Momentum
15.7%

Emerging Mkts
5.7%

Emerging Mkts
11.8%

Global Value
7.2%

Global Value
9.7%

Emerging Mkts
16.6%

Global Value
7.2%

International
Equity
9.3%

U.S. Bonds
5.3%

International
Equity
7.6%

Global Macro
5.7%

Global Macro
7.4%

Global Macro
13.7%

Global Macro
5.7%

Global Macro
9.2%

Global Value
4.7%

International
Momentum
7.3%

Global Real
Estate
5.7%

Emerging Mkts
6.4%

Emerging
Markets Bond
11.3%

Global Real
Estate
5.3%

Emerging
Markets Bond
6.0%

Global Real
Estate
10.6%

International
Equity
4.9%

World Bond
7.1%

Sovereign Debt
4.5%

World Bond
8.4%

World Allocation World Allocation World Allocation
4.5%
7.0%
5.5%

Sovereign Debt
8.3%

International
Equity
4.2%

Emerging
Markets Bond
6.7%

International
Equity
5.3%

World Allocation
5.8%

U.S. Bonds
7.5%

Emerging
Markets Bond
4.2%

Global Macro
6.7%

Emerging
Markets Bond
4.9%

Sovereign Debt World Allocation World Allocation
5.2%
6.9%
4.3%

World
Allocation
6.2%

International
Momentum
4.2%

Sovereign Debt
5.3%

Sovereign Debt
4.5%

International
Equity
4.7%

Sovereign Debt
6.5%

U.S. Bonds
3.8%

Emerging
Markets Bond
5.1%

Global Macro
4.1%

Global Real
Estate
5.1%

U.S. Bonds
3.8%

U.S. Bonds
4.5%

Commodity
6.4%

Emerging
Markets Bond
3.6%

Global Value
3.3%

World Bond
4.0%

World Bond
4.7%

Emerging Mkts
3.6%

Global Real
Estate
4.3%

International
Equity
6.1%

Emerging Mkts
3.0%

Global Real
Estate
-5.4%

Global Real
Estate
3.0%

U.S. Bonds
4.4%

World Bond
2.4%

World Bond
4.0%

U.S. Bonds
5.6%

World Bond
2.9%

Commodity
-23.7%

Commodity
-8.2%

Commodity
-1.9%

Commodity
-8.8%

Commodity
-7.8%

U.S. Equity
3.0%

Commodity
-8.8%
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Past performance is not indicative of future returns. See asset class proxy disclosure.
Source: Morningstar, calculated by Arrow. Data as of 12/31/2020.

Asset Class Proxy Disclosure:
Past performance does not guarantee future results. Categories display the returns of current funds in the Morningstar
category during the time period shown, subject to survivorship and/or re-categorization. Index and strategy research
returns assume reinvestment of dividends, but do not reflect any management fees, transaction costs or expenses.
Indexes are unmanaged and are not available for direct investment.
Figure 5: 30 Day T-Bill (SBBI U.S. Treasury Bills), Inflation (IA SBBI U.S. Inflation), Bonds (BBgBarc U.S. Agg Bond), Equity
(S&P 500), Commodity: Gold (LBMA Gold Price), Commodity: Oil (WTexas Crude Int Oil), Morningstar Categories: ShortTerm Bond, Intermediate-Term Bond, Long-Term Bond, Nontraditional Bond, Emerging Markets Bond, High Yield Bond, World
Bond, Natural Resources, Real Estate; Figure 8: U.S. Dollar (RTW U.S. Dollar Index), Producer Price Index; Figure 9: U.S.
Equity (S&P 500), Commodity (S&P GSCI), Countries (see Fig 27 note below); Figure 10: Inflation (IA SBBI U.S. Inflation),
30 Day Tbill (IA SBBI U.S. Treasury Bills), Intermediate Govt Bonds (IA SBBI U.S. Intermediate-Term, Government Bond),
Long-Term Govt Bonds (IA SBBI U.S. Long-Term Government Bond), Long-Term Corporate Bonds (IA SBBI Long-Term
Corporate Bond), High Yield Corporate Bonds (Barclays U.S. High Yield Corporate Bond), U.S. Large Cap Stocks (S&P 500),
U.S. Small Cap Stocks (IA SBBI Small Company Stock), Commodity Markets (S&P GSCI), International Country Markets
(see Fig 27 note below), Real Estate (AI Real Estate); Figure 11: SPX (S&P 500); Figure 12-13 & 18: Equity (S&P 500),
PE (Shiller PE); Figure 15: Equity (S&P 500); Figure 16 & 17: Equity (S&P 500 & Cowles U.S. Equity Index); Figure 19:
Bonds or B (BBgBarc U.S. Agg Bond), Equity or E (S&P 500); Figure 20: S&P 500, S&P 500 Equal Weight; Figure 24: Agg
Bond (BBgBarc U.S. Agg Bond), Equity (S&P 500), Morningstar Categories: Equity Value (Large Core Value, Mid Core Value
and Small Core Value), Equity Growth (Large Core Gth, Mid Core Gth and Small Core Gth), Commodity/Natural Resources
(GSCI and Natural Resources category), Allocation- 50% to 70% Equity, World Allocation; Int’l Country Avg. (see Fig 27
note below); Managed Futures(Barclay CTA Index & Barclay Top50); Tactical/Global Macro (Barclay Global Macro & Tactical
Allocation Category ); Figure 25: Bonds (BBgBarc U.S. Agg Bond), Equity (S&P 500), 6040 (60% Equity & 40% Bonds), Global
Macro (AI Research: Global Macro DWGM Strategy), Long Short Equity (Barclay Equity Long/Short) Commodity (AI Research:
Extended Commodity AIEC strategy), Managed Futures (Barclay Top50), Multi-Alternative (Barclay Hedge Fund) Real Estate
(FTSE NAREIT), Morningstar Category: Nontraditional Bond, Alternative Funds includes alternative mutual funds and private
placements; Figure 26: Equity (S&P 500), Global Macro: Unhedged (AI Research: Global Macro DWGM Strategy), Managed
Futures: Aggressive (AI Research: DWMA Strategy); Tactical Allocation: Conservative (AI Research: DWTB Strategy); Global
Macro: Hedged (Barclay Global Macro), Tactical Income (AI Research: DWTFI Strategy), Morningstar Category: Managed
Futures (Managed Futures Conservative); Nontraditional Bond, Market Neutral, Multi Alternative Fund, Long Short Equity
and Intermediate Core Bond; Asset Allocation Frontier is comprised of every Morningstar allocation category (conservative
to aggressive, including all the target date categories; Figure 27: Int’l Country Markets (average of 48 investable countriesArgentina, Australia, Austria, Belgium, Brazil, Canada, Chile, China, Colombia, Denmark, Egypt, Finland, France, Germany,
Greece, Hong Kong, India, Indonesia, Ireland, Israel, Italy, Japan, Korea, Malaysia, Mexico, Netherlands, New Zealand,
Nigeria, Norway, Pakistan, Peru, Philippines, Poland, Portugal, Qatar, Russia, Saudi Arabia, Singapore, South Africa, Spain,
Sweden, Switzerland, Taiwan, Thailand, Turkey, UAE, United Kingdom and Vietnam); Figure 28: Stocks (S&P 500 Index),
Int’l Countries (see Fig 27 note above); Figure 29: US Market (S&P 500) and Int’l Countries (See Fig 27 note above); Figure
30 & 30a: Country Mean Reversion (AI Research, AIMR Strategy), Country Rotation (AI Research DWCR Strategy), Int’l
Country Average (48 countries: see Fig 27 note above), Emerging Market (MSCI EM); Frontier Market (MSCI Frontier Market);
Figure 31: Country Mean Reversion (AI Research, AIMR Strategy), Country Rotation (Nasdaq Country & Stock Momentum),
Int’l Country (48 countries: see figure 27), Emerging Market (MSCI EM); Frontier Market (MSCI Frontier Market); Figure
32: U.S. Equity (S&P 500), U.S. Bonds (BBgBarc U.S. Agg Bond), International Momentum (AI Research DWCR Strategy),
Global Value (AI Research, AIMR Strategy), Global Macro (AI Research International Equity Strategy), Commodity (GSCI),
Sovereign Debt (HY) (AI Research CSSD Strategy), Morningstar Categories: World Allocation, World Bond, Global Real Estate,
Diversified Emerging Mkts, Emerging Markets Bond, International Equity (Foreign Large Blend).
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Arrow Investment Advisors - Portfolio Solutions

The Arrow Advantage

TARGETING PORTFOLIO SOLUTIONS

Mutual Funds

About Arrow Investment Advisors, LLC
The financial advice industry is in the midst of
profound evolution. Today’s forward-thinking
advisors, investment management consultants,
and savvy investors seek to enhance portfolio
diversification through targeted, low-correlated
asset management solutions. A leading provider
of such solutions is Arrow Investment Advisors.
Founded in 2006, Arrow Investment Advisors
(AIA) is an independent, privately-owned
registered investment advisor, located in Laurel,
Maryland—strategically between Washington,
D.C. and Baltimore.
The firm was founded by specialized investment
professionals who believe in the philosophy
of delivering portfolio solutions that enhance
returns and mitigate risk. Arrow has assembled
a team of investment professionals who are
distinguished by their breadth of experience
and depth of industry knowledge. This team
has successfully developed, managed, and
distributed mutual funds, variable trust funds,
exchange traded funds and wrap programs.
Arrow is dedicated to helping advisors and
investors achieve their goals through research,
education, and ongoing development of dynamic
portfolio solutions.

Additionally, AIA creates and publishes
quantitative model portfolios of alternative
investments each month, which are designed
to assist investment professionals in hedging
traditional portfolios.
Arrow’s financial advisor clients are supported
by a national team of regional investment
consultants, institutional service professionals,
and the firm’s internal sales and service desk.

“We believe in offering targeted
portfolio solutions for the everchanging capital markets.
We focus on creating value for
our shareholders by offering
investment strategies that seek to
enhance returns and mitigate risk.”
		

— Joseph Barrato, CEO

AIA is the advisor to Arrow Funds, a family of
open-ended tactical and alternative mutual
funds (www.ArrowFunds.com). AIA was an early
innovator in offering institutional-quality, nontraditional investment approaches through liquid
mutual funds. Arrow Funds are appropriate
for individuals and businesses; non-profits,
endowments and foundations; and qualified and
non-qualified retirement plans.
AIA is also the advisor to the exchange traded
product line known as ArrowShares. With both
index-based and active strategies available,
Arrow creates traditional and alternative
investment portfolios for investors seeking
exchange traded products with daily liquidity.
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TARGETING PORTFOLIO SOLUTIONS

www.ArrowFunds.com

Category

Arrow DWA Tactical:
Income Fund

Nontraditional Bond

Arrow DWA Tactical:
Balanced Fund

Allocation
50% to 70% Equity

Arrow DWA Tactical:
Macro Fund

Tactical
Global Macro

Share Class

Symbol

CUSIP

A

ASFFX

042765107

C

ASFTX

042765206

I

ASFNX

042765305

A

DWAFX

042765404

C

DWATX

042765503

I

DWANX

042765602

A

DWTFX

042765701

C

DWTTX

042765800

I

DWTNX

042765883

A

MFTFX

042765875

C

MFTTX

042765867

I

MFTNX

042765859

Arrow Managed Futures
Strategy Fund

Managed Futures

Exchange Traded Products

Category

Exchange

Symbol

CUSIP

Arrow Dow Jones
Global Yield ETF

World
Allocation

NYSE
ARCA

GYLD

04273H104

Arrow DWA Tactical:
Macro ETF

Tactical Global
Macro

NASDAQ

DWAT

042765792

Arrow Reserve Capital
Management ETF

Conservative Ultra
Short-Term Bond

CBOE

ARCM

042765719

Arrow DWA Tactical:
International ETF

Foreign Growth Momentum

NASDAQ

DWCR

042765685

Before investing, please read the fund’s prospectus and shareholder reports to learn about its investment
strategy and potential risks. Mutual fund and exchange traded fund investing involves risk including loss of
principal. An investor should consider the fund’s investment objective, charges, expenses and risks carefully
before investing. There is no guarantee that any investment will achieve its objectives, goals, generate positive
returns, or avoid losses. This and other information about the fund is contained in the prospectus, which can
be obtained by calling 1-877-277-6933. Please read the prospectus carefully before investing. Not all funds are
available at all investment firms.
Content reviewed by an affiliate, Archer Distributors, LLC.

Featuring the Exchange Traded Product Line

ArrowShares
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About Arrow...
TM

TARGETING PORTFOLIO SOLUTIONS

ArrowShares

TM

EXCHANGE TRADED SOLUTIONS

Visit our website: www.ArrowFunds.com
Arrow Funds, including the exchange traded product line ArrowShares, is a mutual fund
company with a passion and energy for helping investors meet their financial goals. We
believe in offering targeted portfolio solutions for the ever-changing capital markets. We
focus on creating value for our shareholders by offering investment strategies that seek to
enhance returns and mitigate risk.
Arrow’s vision is to be recognized as the leading provider of alternative and tactical investment
solutions for financial intermediaries and their clients. We have assembled a team of
investment professionals with a breadth of experience and depth of industry knowledge.
Education and research remain the cornerstones of our business, backed by our commitment
to the highest level of service.
Acting independently from the funds and ETFs, Arrow Insights provides indexing and market
research. With weekly InFocus updates and InPerspective commentary, Arrow Insights strives
to serve as a thought leader targeted to financial professionals. For more information, visit
www.ArrowInsights.com (registration restricted to financial professionals only).

Before investing, please read the fund’s prospectus and shareholder reports to learn about its
investment strategy and potential risks. Mutual fund and exchange traded fund investing involves
risk including loss of principal. An investor should consider the fund’s investment objective, charges,
expenses and risks carefully before investing. There is no guarantee that any investment will achieve
its objectives, goals, generate positive returns, or avoid losses. This and other information about the
fund is contained in the prospectus, which can be obtained by calling 1-877-277-6933. Please read
the prospectus carefully before investing. Not all funds are available at all investment firms.
Content reviewed by an affiliate, Archer Distributors, LLC.

Past performance is not indicative of future returns. Historical information is provided for
comparative purposes only. Any forecasts or forward looking statements may or may not occur. This
material is intended to be general in nature for informational purposes only. This material is not to
be considered investment advice and is not a recommendation, offer or solicitation to buy or sell
any securities. Investment objectives, time horizons and risk tolerances vary, and therefore, this
material was not prepared for any individual. The opinions expressed are those of the author(s) as of
the time the material was prepared and are subject to change with time as market conditions vary.
The information, graphs and data contained herein are derived from proprietary and nonproprietary
sources, and have not necessarily been audited for accuracy, despite being believed to be fair and
accurate. As such, no guarantee nor responsibility is given in any way for errors and/or omissions.
All investments involve risks, including the potential for loss.

For more information, please call (877) 277-6933
Press 1 for Sales Support, Press 2 for Account Services

AD-021121

