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For many of us, 2020 was an exceedingly challenging year. Barely 10 weeks into 

the year, the most severe pandemic in a century led to a near total shutdown of 

the global economy. Unemployment skyrocketed to levels unheard of since the 

Great Depression as most of us retreated to our homes. As we write this, more 

than 400,000 Americans have died and roughly 25 million have been infected by 

COVID-19. Globally, at least 2 million have lost their lives to the virus.

Against this backdrop, it is fair to expect that the year would have been disastrous 

for equity markets. Which it was, at least for a while. Most stock indices fell 30% or 

more in under a month’s time – far faster than anything seen during the 2008 Great 

Financial Crisis (GFC). But in late March something rather surprising happened: the 

market began to turn.

Unlike the hesitant and downright reluctant interventions during the GFC, the 

response of world governments this time occurred with lightning speed and in 

unprecedented size. President Trump declared a national emergency on March 

13, and within two weeks 

the Federal Reserve had cut 

interest rates to near zero, while 

injecting trillions of dollars’ 

worth of liquidity into markets. 

This pushed the yield on the 

10-year Treasury as low as 

0.50% and kept it below 1% for 

the remainder of the year. Also, 

in late March the CARES Act was signed into law, authorizing $2 trillion in aid to 

individuals, small businesses, and state and local governments. Only during World 

War II was there more fiscal stimulus – and the UK may eclipse those levels 

sometime during 2021! (See chart above)

Source: JPMorgan Global Economic Research
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The level of government stimulus was so great that personal incomes actually rose during the second quarter. 

As the months wore on, more and more economic activity came back, as we all adapted to a new normal in 

which we left our houses, but with significant constraints on our behavior. In the meantime, the pandemic was 

actually a boon to many businesses that catered to doing things from home. From shopping (Amazon, up 68% 

in 2020), to home entertainment (Netflix, +64%), videoconferencing (ZOOM, +400%), software (MSFT, +36%), and 

consumer electronics (AAPL, +67%), a host of technology firms saw their share prices soar during the year. 

All told, mega-stimulus from across the developed world seemed to do the trick, at least in terms of propping 

up the economy. By the end of the year, the unemployment rate in the U.S. was down below 7%. Hope for a 

rollout of effective vaccines in the coming year has led to some optimism. Thus, despite being down over 30% 

at one point, stocks rallied 70% from the bottom seen in late March. U.S. and emerging markets equities both 

finished the year up 18%, while developed international stocks were up by nearly 8%. 

2021 OUTLOOK
As we enter the new year optimism is continuing, and with good reason. Although the human toll of the pandemic 

has been massive, there are some lights glimmering at the end of the tunnel. Governments remain broadly 

supportive of their economies – here in the U.S. newly-inaugurated President Biden has proposed another $2 

trillion of stimulus – replacing lost incomes and ensuring that economic activity doesn’t collapse further. 

Despite the fact that caseloads are as high as they have ever been right now, there is also hope for the future 

on the virus front. As of this writing, more than 21 million Americans have received at least one dose of vaccine 

protecting against the coronavirus, and the Biden administration has made it a goal to give out 100 million 

doses in the first 100 days of his presidency. With the vaccination effort expected to pick up speed in the coming 

months (and the tens of millions of Americans that 

have already contracted the virus), it is likely that we 

will approach a level of herd immunity later this year. 

This should lead to a robust resumption of economic 

activity when it happens.

While the unemployment rate is currently hovering 

around 7%, the vast majority of those lost jobs 

are clustered in the service sector and are directly 

attributable to COVID (see chart at left). Since the 

start of the pandemic, Americans have been forced to 

drastically curtail their spending on travel, leisure and 

other services. Paired with the uncertainty surrounding 

the pandemic, personal savings rates have hovered 

at levels unseen in decades. We expect there to be a 

massive amount of pent-up demand released as soon Source: JPMorgan
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as people are able to get their lives back to normal, providing fuel for a robust recovery. Consensus estimates 

for GDP growth in 2021 are 4-5%, but some projections are significantly higher.

A robust economic recovery provides a nice backdrop for equities, but given the forward-looking nature of the 

stock market, at least some of that is already priced in. Although equity returns in 2020 were positive, earnings, 

lost ground. In fact, S&P 500 earnings in 2020 were roughly in line with where they were in 2018, meaning that 

all of the return of the past two years can be chalked up to PE (price to earnings) multiple expansion.  

This expansion has left stocks at rather high valuation levels.

S&P 500 Return Breakdown (2019-2020)

S&P 500 NTM P/E with Long-Term Average

Even Without Earnings Growth, 

Stocks Rallied Following 

Government Stimulus and 

Lower Interest Rates...

...Leading Equities to Become 

More Expensive...

...But Corporate Earnings 

Should Recover Robustly

Source: Cornerstone Macro

Source: Strategas Research Partners

Source: FactSet
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Taken by itself, the chart showing the current PE ratio of the S&P 500 could be enough to give you heart 

palpitations. The good news is that the robust recovery expected in 2021 should help boost earnings back to their 

2019 levels and beyond. Estimates are for 10-15% earnings growth this year and the next. At least some of this 

earnings recovery will have to go toward offsetting the multiple expansion seen over the past two years, but there 

should be enough growth – and a positive growth trajectory going forward – to allow for positive equity returns. 

Stocks do well during an economic recovery. For this reason, we remain positive on equities for the year ahead, 

although we do not expect anything like the rally of the last 9 months.

FUTURE RETURNS
The steady decline in interest rates over the past 35 years, and the reduction in inflation that accompanied it, 

have allowed equities to trade at higher and higher multiples. This makes sense: buying a stock with an earnings 

yield of 6% makes a lot more sense when your risk-free alternative (either cash or the 10-year Treasury) is yielding 

1% than if it is yielding 8% or more as it was in the 80s and early 90s. This equity risk premium (the earnings yield 

on the stock market less the real yield of the 10-year Treasury) has historically ranged from 3-8%; today it sits at 

about 5.5% - right in the middle of the range. 

This has us comfortable with the valuation of stocks in relative terms. While equity valuations are high in absolute 

terms, other assets are expensive as well. Bond yields are near all-time lows (in green above), and cash yields are 

close to zero. Inflation is well controlled and significantly lower than it has been. In this environment the current 

equity valuations make sense.

Unfortunately, these higher valuation levels likely mean that returns going forward will be lower for all assets. 

When it comes to bonds, it is simply a matter of doing the math. Bond returns over time are equal to their yield to 

Source: FactSet

Source: FactSet
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maturity, so today’s yield of 1.2% for the Bloomberg Barclays US Aggregate Bond Index means that returns are 

likely to be in that neighborhood for the next 7 years. Stocks should return a several percent premium to bonds, 

but unfortunately, the fuel for higher PEs is running low. We believe that interest rates are unlikely to move 

significantly higher, but there isn’t much lower that they can go either. This constraint on bond yields (and fixed 

income returns) means that stocks will have to drive their own performance through higher earnings. This likely 

means lower returns in the future than what we have grown accustomed to during this time of rising PEs.

Lower returns for broad markets require a bit of a shift in thinking about portfolios. For one, portfolio 

withdrawal rates will likely have to be lower than they have been in the past. But it will also require a different 

way of thinking about how to invest. Reliance on passive management and a rising tide lifting the broader 

stock market may not keep working as well in the future as it has in the past. Investments will need to be 

focused more on transformation and adding value – something that can be done through active management, 

especially in private markets where managers can be much more hands-on in shaping a project/company. 

The last year has challenged us in innumerable ways, few of which we could have anticipated as the year began. 

Such exogenous shocks to our portfolios – and our lives! – require flexibility, adaptability, and contingency 

planning. We have tried to embody all three of those virtues as a firm, starting with maintaining robust, 

diversified portfolios. We attempted to remain nimble in the face of a daunting recession, counseling patience 

and, in many cases, buying during the challenging times, when the market reached its lows. Our overweight 

positioning to US vs. international equities was helpful as the more nimble and dynamic companies based here 

were able to adapt to COVID more effectively. However, valuations outside the U.S. are compelling, and a weaker 

dollar should especially benefit emerging markets. Some of the largest technology companies have performed 

exceedingly well, but their valuations now look a bit stretched, and a few are bordering on the nonsensical.

As we enter 2021, the environment remains challenging, but we continue to be focused on looking at emerging 

opportunities. The conditions for further strength in risk assets still exist, and we think leaning into stocks 

makes sense. However, the general market consensus is bullish, and we have rebounded significantly from the 

lows. This likely means that we will see corrections and profit taking along the way. As you might expect, we 

continue to believe in diversification in order to see us through whatever 2021 has in store.
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The final outcome of the 2020 election ushered in a Democratic President, trimmed 

the Democratic lead in the House and saw the Senate move to 50/50 Republican/

Democrat. The current leaders in Washington are now all over the age of 70 and are 

old hands inside the Beltway (Biden, Pelosi, Schumer and McConnell).

The change in control in both the Congress and the White House will lead to a number of changes in the next 

one to two years:

• A Democratic controlled Senate makes several things immediately easier for the incoming President. He 

will be able to get his cabinet and other appointments confirmed in the Senate. A 51-50 Senate (with the 

Vice President tie-breaker) will still make major legislation difficult and require significant compromise, 

but regulatory changes within departments (such as Energy, Transportation, Health and Human 

Services, etc.) are driven by the cabinet members of those departments. More policy impact will come 

from that avenue than through legislation.

• Reconciliation rather than legislation will become the order of the day in the Senate in terms of budgets 

and spending. Reconciliation requires a simple majority, which means stimulus and infrastructure 

spending is well within reach. The President has already signaled his intent on additional stimulus. 

Reconciliation requires any new spending to be paid for over the following ten years. This makes spend 
now, pay later much more likely. Janet Yellen has stated as much.

• The next round of stimulus is already on the table, but we think this will be more of a two-step dance. 

We would expect to see the current discussion, with its $1.9 trillion price tag, to be followed by a budget 

reconciliation process in the fall that would include renewable energy, infrastructure, state and local 

relief and extended unemployment benefits.

• To pay for spending, we expect to see increased individual income tax rates, capital gains rates and 

corporate tax rates. Estate taxes could also be impacted. It is also likely that taxes will increase on 

foreign sales through intellectual property holdings, which will most significantly impact technology 

companies and pharmaceuticals. Much of the tax change probably occurs in 2022 and 2023 given the 

timing of the reconciliation process, though increases this year are not out of the question. 

• Not all of the new spending will be covered with taxes; there will be reductions in certain existing 

spending and increased debt issuance by the Treasury (deficit spending), potentially pushing up interest 

rates. We have already seen the 10-year U.S. Treasury yield move to 1%, the first time it has seen that 

level since March 2020. However, debt financing now is relatively attractive to lock in low interest cost. 

There has even been recent talk about issuance of 50 year Treasury bonds.

We see these two stimulus packages creating a benefit in terms of economic growth in 2021. But the need to 

pay for it over the next ten years with more taxes will create a headwind for earnings and household spending 

in 2022 and beyond. We still think equities will outpace fixed income, especially with any increases in interest 

rates that comes from additional debt issuance. The rollout of the vaccine should lead to reductions in 

unemployment as more Americans get back to work. The spending from households and the government 

should lead to stronger economic growth in 2021 and help support financial assets.
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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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