SECOND QUARTER
SUMMARY

2020

The second quarter of 2020 saw U.S. equity markets make a mighty
comeback, as the S&P 500 clawed back 20% of the 23% it lost in
the first quarter, finishing the half-year off just 3.3%. Bonds (both
taxable and tax-exempt) posted nearly a 3% return in the quarter, and
international stocks (MSCI All-Country World) were up over 16%. So
everything is right with the world again and investors can go back to
their usual expectations, right? No, things are very different today.
It is a very complex backdrop against which financial markets have
made their gains, after experiencing such a large drop. The world
has seen a global pandemic, government actions of quarantine and
travel restrictions, a series of global fiscal and monetary stimulus
and accommodative actions and a number of different approaches to
economic re-openings and relaxations of those restrictions. This has
impacted interest rates, economic growth rates, corporate earnings,
employment and consumption. By most accounts, we are still in the
early innings.
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It is hard to consider financial markets without looking at the impact of the pandemic. The chart below overlays
the price level of the S&P 500 to the average daily increases in U.S. cases of the virus.

S&P 500 Adjusted Close as Percent of All-Time High and Daily Increase in U.S. Cases

Source: FactSet and covidtracking.com

It is clear to see the initial wave of the pandemic and the more recent uptick as the virus presents itself
aggressively in states that had very moderate initial experiences. Stocks took a dramatic fall as markets
attempted to gauge the economic impact, then began an aggressive climb from late March through the end
of the second quarter. As it turned out, the quarantine has been the most significant impact to the economy,
though more than 137,000 deaths in the U.S. are a terrible toll. At its peak, the seasonally adjusted 4-week
average of continuing unemployment claims was more than 23 million citizens this year, representing more
than 7% of the total U.S. population. Today that number is still extremely high, at over 20 million people. That is
a significant impact to spending and consumption.
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The U.S. economy experienced one of its worst quarters on record, with a decline in gross domestic product
of more than 30% year over year. We have experienced two quarters of economic contraction in 2020, the
classical definition of a recession. The chart shows the expectation that 2020 will be a negative growth year
for the U.S. economy, and while 2021 should be better (consensus today is that it will be above the long-term
average), the two years combined leaves us about where we ended 2019.

U.S. Real GDP - Median Forecasts

Source: FactSet

Significant unemployment and a large pull back in consumption impacting overall GDP do not sound like
facts that would cause financial markets to rally. Helping to mitigate these has been the pace of re-opening
and the various stimulus packages adopted by Congress and the Federal Reserve.
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The U.S. and other countries around the world reacted at almost warp speed to step into the mix as the economic
impacts of the virus and the various governments’ reactions became known. In addition to the speed, the size of
the actions is also notable. While not specifically coordinated, much of the world took action to support economic
activity and financial market functioning by approving fiscal stimulus packages and different forms of monetary
actions. These steps included lowering interest rates, increasing central bank balance sheets, and introducing
credit and liquidity facilities. While the absolute numbers are large, it is amazing to see the actions as a
percentage of the annual total economies of the different countries and regions. In the near-term, these measures
helped to mitigate some of the damage that the quarantines and layoffs had on the global economy.
Global Policy Commitments

Source: Natixis PRCG

So, are these actions enough to reconcile the rebound in financial assets? As we point out, stocks have recovered
almost all of their decline, but those movements can’t be totally explained by the equation of economic
contraction balanced by fiscal and monetary stimulus. There is an additional component: hope. Since this
recession was caused by a pandemic as opposed to excesses or misallocated investment in the economy (the
usual cause of a recession), the market has been willing to look into the future – past the end of the recession
and into 2021. The expectation is that we will have a quick recovery as soon as the threat of the virus is behind
us and we can return to “normal.” This expectation continues to be talked about in the media as the “v-shaped”
recovery, and while there are quite a number of versions of just what this shape might look like and how long it
will take to fully return to normal, so far equity markets have performed with an expectation that we see some
version of back to normal fairly quickly.
This brings up the next question of “Are markets right?” There are a number of unknowns about both the
virus and how it will progress, and how governments and the population will react as things continue to work
themselves out. Certainly some form of vaccine would be a tremendous help, and with more than 100 possible
versions in different stages of testing, there is a good chance we find an answer that helps a large part of the
population. In the meantime we have concerns about our children going back to school, the current surge in cases
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and the impact on the hospital system, the possibility of further quarantines and another round of shutdowns
and the potential for any further stimulus. Is the market ignoring these things? Moreover, that doesn’t even
consider trade issues and other geopolitical concerns.
The market is not the economy and the economy is

Earnings contribution by industry

not the market. The S&P 500 is a slice of the overall

Contribution to 2019 S&P 500 operating earnings

economy, but it is not constructed to give us a holistic
picture. So trying to project “the market’s” reaction to
all of the economic impact by looking at the S&P 500, or
any other equity index, is probably not the best answer.
As the chart shows, five of the most severely impacted
industries in the U.S. represent only 7% of the operating
earnings of the S&P 500 index. Sadly, much of the impact
of the pandemic has been felt by small businesses, which
are disproportionately concentrated in the retail and
hospitality sectors. Conversely, the three biggest stocks
in the index, (Apple, Microsoft and Amazon) represent
over 16% of the market cap, more than the bottom 300
stocks combined! Those three companies have not
experienced the same level of impact on their business
and earnings as the economy at large. Bill Spitz recently
wrote a piece that further discusses the issues related to
the S&P 500. Click here to read “The Great Divide.”

Source: JP Morgan Asset Management

There is also the impact of the pandemic on corporate
earnings to consider, which will affect valuations and
stock prices.
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There has been a pretty significant decline in expectations of earnings. Consumption was dramatically
influenced by the quarantine, so earnings should be lower as it takes time for that demand to return in the form
of consumer purchasing. The current price of the S&P really isn’t supported by the current earnings, but the
market is forward-looking and it is the 2021 earnings estimates that are really important. Consensus today is
that 2021 S&P 500 earnings will be around $164 per share, which is below what the market had expected for
2020 but is pretty close to 2019. The issue we see is that that level of earnings in 2019 came with 15 million more
people in the workforce. Remember, we still have a pretty large number of people collecting unemployment.
How does corporate America deliver the same earnings with significantly fewer workers? Either those who are
working have to be much more productive or the government has to step in and support spending with another
round of stimulus. Without one or both of these, we would expect to see earnings estimates start to come down,
which could make stocks look more expensive.

S&P 500 Forward 12 Month Blended EPS Progression

Source: Strategas

Consumption was dramatically influenced by the quarantine,
so earnings should be lower as it takes time for that demand to
return in the form of consumer purchasing.
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When we look at the price to earnings ratio of the S&P 500 adjusted over time, we see that today things don’t look
especially cheap. And this is a backwards 10 year look at earnings, not a forward estimate. Stocks have been more
expensive than they are now a few times in the past, but not often. When looking at the valuation of equities, we
have to keep two facts in mind. First, valuations are based upon the discounting of future earnings. We tend to
compare the earnings across time, but we also have to consider the rate at which we discount those earnings
to arrive at their current value. Today, interest rates are really low. As we write this, the yield on the 10-year U.S.
Treasury is less than .60 %. The current implied inflation rate for the next ten years is more than double that. That
low interest rate makes stocks look more attractive today than in the past with the same level of earnings. Second,
and somewhat related since we are using a Treasury bond in our conversation, is what are the expected returns
for other assets? Because interest rates are so low, fixed income is not an exciting alternative, which also makes
holding stocks more attractive from a relative standpoint.
Cyclically Adjusted PE Ratio
(S&P 500 PE Based on Last 10 Years’ Earnings)

Source: Multpl, Data as of 6/24/2020

We tend to compare the earnings across time, but we
also have to consider the rate at which we discount those
earnings to arrive at their current value.
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One way to compare these asset classes is
to look at the owners’ yield between stocks
and Treasuries. If we compare earnings
on the S&P 500 over its current price and
subtract the yield on the 10-Year Treasury,
we get the chart to the right which shows
the implied equity risk premium. This
number is how much more earnings or yield
you need to hold stocks over the Treasury
bond. The bigger that spread compared
to its history, the more risky stocks are
assumed to be and the cheaper they are
when compared to bonds. Today, they are
not quite as cheap as the average since the
Great Financial Crisis, but slightly cheaper

Source: Goldman Sachs Investment Strategy Group

than the average over the last 25 years. Again, the level of interest rates helps tell this story; bonds are pricey
compared to their long run relationship to stocks. If interest rates remain low, which is an expectation given the low
growth rates of the economy and inflation, then the current valuations can make sense.

THE ROAD AHEAD
At the midpoint of 2020, we see a global economy that is still trying to deal with the impacts of the pandemic. It has
hurt employment, consumption and earnings. Central banks and governments have been quick to try to lessen the
damage, utilizing a large number of efforts and applying large amounts of capital. Things are starting to improve.
The leading economic indicators are starting to move in the right direction, and businesses are starting to reopen
and people are starting to go back to work. But we are also seeing significant renewal in the impact of the virus in
different locations and the future between now and when an effective vaccine can be brought to bear is uncertain.
Risky assets have significantly re-priced and are approaching their beginning of the year levels, which causes
concern because they are being supported by the expectation that back to normal is still the most likely outcome
within a relatively short timeframe. While not cheap when compared to the long-run averages, stocks in the U.S.
look fair compared to other choices we have. To help that, we have governments around the world that are still
supportive of stimulus and have stated they will be until there is a resolution to the virus. In the U.S. there is hope
for a fourth round of fiscal action before the August recess, with the GOP signaling additional rebates, further
unemployment benefits, state and local government assistance, small business support and school re-opening
help. The number is expected to exceed $1 trillion. Finally, risky assets are helped by the fact that the pandemic is
an exogenous shock - not a problem with the economy. Fix the virus and the rest should reset pretty quickly.
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Working against risky assets is the nature of the very same stimulus. Its size, impact to deficits, the potential for its
monetization, and the cost to the economy when these programs are rolled back all create concerns for equities.
As we pointed out above, the equity market has not been broad in its recovery. We have seen a concentration in
a handful of companies helping to pull the entire market along. When investors choose to utilize ETFs and other
capitalization-weighted funds, they are buying some fairly high concentrations of those stocks. This has worked well
in recent years because these firms have done so well and it has made active management hard, since beating the
benchmark has meant overweighting already concentrated exposures. But, at some point their valuations relative to
the rest of the market may become a real issue that impacts the prices of these companies. Finally, the uncertainty
of the virus is also a concern. A significant pullback in the re-opening process or bad news on the vaccine front would
be harmful to this recovery.
At this point we are maintaining our equity positions at their prescribed targets in our portfolios, because we think
the upside from here is fairly balanced against the chance of a material negative surprise. We do not want to bet
against the stimulus and the help that central banks are providing. However, we are wary of the index definitions
and their weightings today, and are working to ensure we are adequately diversified in our stock exposures. We
don’t think that requires a defensive posture, but given the volatility around the news flow and the possible impacts,
holding equities at target should be combined with a healthy dose of diversification among fixed income and other
more conservative strategies. Finally, we have implemented some opportunities to take advantage of dislocations
and are researching others.
We have been thoughtful in our approach through this rebound by focusing on participating in the equity recovery,
while remaining cautious about the concentrations and positions we have used. There is much to like about such a
quick rebound in portfolio values, but there is much to be wary about in the unevenness and concentration. We are
prepared for more uncertainty even as everyone hopes we get back to normal.
We are big fans of getting back to normal, too.
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Important Notes And Disclosures
This Quarterly Summary is being made available for educational purposes only, and should
not be used for any other purpose. Certain information contained herein concerning
economic trends and performance is based on or derived from information provided by
independent third-party sources. Diversified Trust Company, Inc. believes that the sources
from which such information has been obtained are reliable; however, it cannot guarantee
the accuracy of such information and has not independently verified the accuracy or
completeness of such information or the assumptions on which such information is based.
Opinions expressed in these materials are current only as of the date appearing herein and
are subject to change without notice. The information herein is presented for illustration
and discussion purposes only and is not intended to be, nor should it be construed as,
investment advice or an offer to sell, or a solicitation of an offer to buy securities or any type
of description. Nothing in these materials is intended to be tax or legal advice, and clients are
urged to consult with their own legal advisors in this regard.
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