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As we enter the final three months of 2020, it is fair to
say that this has truly been a year unlike any other. Since
the initial lockdowns implemented in March, we have all
adapted to a “new normal” filled with masks and social
distancing. An unprecedented effort by scientists and
public health organizations worldwide has led to vaccine
production in record time, but we are unlikely to resume
our pre-pandemic way of life until well into 2021.
In addition to upending our everyday lives, COVID-19
precipitated a global equity decline of more than 30%
this spring. Businesses abruptly closed and millions lost
their jobs. While the unemployment rate remains elevated
at 8%, it has decreased markedly from nearly 15% in
April. However, many of the small businesses that have
shut their doors are unlikely ever to reopen. Nevertheless,
the stock market has recovered all of its losses and then
some. How is this possible?
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MASSIVE FISCAL & MONETARY STIMULUS
Much of the credit for the swift recovery goes to the Federal Reserve, which acted nearly as soon as the economy
stalled. It cut rates to near zero on March 15th and subsequently pledged to keep them there for the foreseeable future.
Almost immediately the yield curve collapsed, reducing borrowing costs across the economy. This initial action was
closely followed by multiple coordinated initiatives aimed at keeping the economy running smoothly: most notably
buying securities on the open market, even including some corporate bond exchange traded funds. As a result, the
Fed’s balance sheet rapidly grew to over $7 trillion – a larger and much more rapid expansion than seen even in
response to the 2008 financial crisis.
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On top of the Fed’s interventions, in late March the CARES Act authorized $2.2 trillion in spending, which funded onetime stimulus checks to many Americans, increased unemployment benefits, and launched the Paycheck Protection
Program. Shockingly, while earned income dropped precipitously, personal income actually rose as a result of CARES
Act subsidies.
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While businesses that rely on in-person transactions have been decimated (airlines, hotels, dine-in restaurants, bricks
and mortar retailers, etc.), and many of their workers are now jobless, government policies have delivered a potent
shot in the arm to the rest of the economy. Large technology companies have been the biggest pandemic beneficiaries
as e-commerce adoption accelerates and we all need more and better devices to facilitate remote work and school.
Such tailwinds have driven Apple and Amazon shares up more than 50% so far in 2020.
The net effect of the government actions is that many companies are now starting to recover. Perhaps even more
important for equity markets, extremely low interest rates provide a huge boost for stocks. Not only do low rates allow
companies to refinance their debt more cheaply (something a number of companies have raced to do), but they also
support higher earnings multiples for equities.
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We have received questions from many of our clients inquiring whether we should be concerned about U.S. stock
market valuations. The current Price/Earnings (PE) ratio for the S&P 500 (which is somewhat artificially inflated given
the earnings hit from the economic shutdowns earlier in the year) is in the mid-20’s, which is indeed significantly
higher than long-term averages.
However, stocks do not exist in a vacuum. For better or worse, we live in a relative, not absolute, world. When bond
yields are high, owning fixed income becomes more attractive. Conversely, when yields are lower, bonds are less
attractive. What remains fairly consistent over time is the return premium investors demand for investing in stocks.
Historically, this equity risk premium (the additional earnings yield of stocks over bond yields minus inflation) has
typically been about 4-8%:

S&P 500 Earnings Yield Minus Real Bond Yield*

*S&P 500 forward expected earnings to price ratio
minus 10-year Treasury bond yield minus average
expected Median CPI inflation rate for next 10 years
(Phili Fed Survey).

Source: Board of Governors of the Federal Reserve
System, US Treasury, I/B/E/S data by Refinitiv, and
Federal Reserve Bank of Philadelphia.

Today we find ourselves squarely in the middle of that range. Thus, while stocks are richly valued compared to
their own history, we believe they remain attractive in relative terms.
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THE ELECTION
This may well be the most covered election in U.S. history. Not only are there significant differences in
platforms, there are also significant differences in personalities and conduct, making this one of our most
polarized national elections ever.
As we write, Joe Biden has slightly more than a 10-percentage point lead in national polls, but as the last
election showed there is still plenty of time and opportunity for the race to narrow. It is expected that
Democrats will retain the House of Representatives and they are now narrowly favored to win control of the
Senate, as well.
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The election could potentially influence the economy and financial assets through four main conduits:
monetary policy, fiscal policy, regulatory policy and trade policy. Based on both candidates’ platforms, we
think there is a fair amount of overlap in two of those areas, with some material differences in the other two.
As we stated in our September paper on the 2020 election, the Federal Reserve has been very clear in its
monetary support of the economy during this pandemic and intends to be accommodative, primarily via low
interest rates, for the next several years. We expect that to continue regardless of the election, to the benefit
of the economy and risk assets and to the detriment of fixed income. While we expect Biden to remove many
aspects of the Trump tariff approach to trade, we think both will continue to support U.S trading interests
abroad, with a benefit to the economy and consumers.
Where the two candidates differ most is in regulations and fiscal policy. The Trump administration has been
keen to simplify the regulatory framework, especially in the area of energy. We would expect that to continue.
It is fair to say that a Biden presidency would look to reinstate more regulatory oversight, especially in energy
and issues related to global warming. Energy is a material component of the overall economy and regulatory
overhead would unquestionably affect earnings and growth in the sector.
Fiscal policy is the most talked about difference between the two presidential platforms, with potential
changes to tax law, infrastructure and healthcare spending garnering the most attention. The president has
indicated his desire to make permanent the individual and corporate tax rate changes from the 2017 reform,
as well as accelerated depreciation provisions for businesses. The Democratic platform is looking to raise
taxes for corporations and for individual filers with income above $400,000, while decreasing deductions and
increasing phase-outs. This increase in taxes would be necessary to help fund desired spending increases for
infrastructure, clean energy, the social safety net and broader healthcare coverage.

This may well be the most
covered election in U.S. history.
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Any potential tax and fiscal policy changes would affect several sectors of the economy. But we believe
continued monetary stimulus as well as the potential for another round of pandemic-related fiscal support from
Congress will be the most important agenda items in the near term. For example, should there be a “blue sweep”
in November, higher taxes (especially higher corporate taxes that would immediately reduce earnings) would
certainly have a negative impact upon equities. However, the multi-trillion dollar stimulus package Democrats
would likely pass should help to offset the impact of higher taxes, at least in the short term. Not surprisingly,
economists are split on the long-term benefit (or harm) these higher taxes would produce.
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White House, additional fiscal stimulus is likely forthcoming, which will help support consumer activity until
COVID begins to subside. Even if substantial tax increases come to fruition as part of a “blue wave,” with all of
these positives it is hard to bet against stocks over the next few years.
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However, the next few months are likely to be bumpy. There is a great deal of uncertainty surrounding the
election, not to mention the ongoing pandemic. Winter could very well herald a “second wave” of virus cases
around the globe, and without additional government stimulus the recovery could stall out. This potential for
a near-term slowdown tempers our enthusiasm for stocks somewhat, leaving us roughly in-line with our target
equity weights in most portfolios.
The larger challenge is building a robust portfolio given the wide dispersion of potential outcomes in the year
ahead, not to mention the high current valuations we see in many asset classes. We believe that stocks will
outperform cash and bonds given the anemic yields on offer, but as we saw earlier this year, they are certainly
not without downside risk. While bonds may not be a source of significant return (the 10-year Treasury is
yielding a paltry 0.80% as we write), they should remain an important source of portfolio stability in the event of
another significant equity market sell-off.
In a world with near-zero yields, we believe that diversifying strategies are a compelling supplement to
traditional stock and bond portfolios. Although challenged over the past several years, global macro and
absolute return strategies should be able to generate returns in excess of cash and bond yields going forward,
all while providing greater diversification benefits than owning just stocks and bonds. International equities
are also intriguing; they remain more attractively valued than their domestic peers and would also benefit
if additional government spending leads to dollar weakness or if tariff restrictions are eased by a new
administration. Finally, private equity and private real estate remain attractive, particularly compared to public
equity markets where valuations are high and the number of listed companies are shrinking.
The next few quarters are likely to be challenging, personally as well as for the economy. COVID has affected
nearly every facet of our lives over the past seven months, and will unquestionably be with us for some time to
come. Nevertheless, there is a light at the end of the tunnel, and it should grow ever larger as we move forward.
As we get into the spring and summer of 2021, effective COVID vaccines should allow economic activity – and
our lives! – to resume some sense of normalcy. In the meantime, we remain focused on the long term while
following a playbook designed to help us get there in both a safe and prosperous manner.

The next few quarters are likely to be challenging, personally as well
as for the economy. Nevertheless, there is a light at the end of the
tunnel, and it should grow ever larger as we move forward.
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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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