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• A Year To Forget, A Year To Remember: The COVID crisis that has defined 2020 was appalling in terms of
the toll exacted on lives and livelihoods, and it is a year that many would prefer to forget on a personal level.
By the same token, the emotionless markets we follow took one of the more memorable journeys in 2020,
plunging in Q1 before staging an extraordinary recovery over the balance of the year.
• Post-Election Re-Risking: Investors began re-risking portfolios in the wake of the US elections that saw
Joe Biden win the presidency. By avoiding a “blue wave” scenario that would have resulted in substantial
Democratic majorities within the House and Senate, markets no longer worried about a dramatic tax
overhaul that could derail the nascent recovery and instead turned their attention to the second wave of
fiscal stimulus.
• Vaccines On The Horizon: Positive readouts from multiple groups developing COVID vaccines stoked
investor risk appetite during Q4 and provided hope that the global pandemic could be under control
by mid-2021. The US and other countries around the world began approving vaccine candidates and
administering the first round of shots prior to year-end.

Market Recap

FIXED INCOME

Upbeat data from vaccine developers provided the
impetus for risk assets to take another leg higher in
Q4. Global investors celebrated the potential for a
mass vaccination effort that could result in a return to
relative normalcy by the second half of 2021. In the
US, investors re-risked portfolios after the election and
in anticipation of a second stimulus bill. The Georgia
runoff elections subsequent to quarter-end ultimately
resulted in a de facto Democrat sweep, but the razorthin Senate margin appeared to keep markets more
focused on monetary and fiscal largesse than the
specter of higher taxes.
Within equities, the more economically-sensitive
sectors and geographies gained ground on the workfrom-home technology and e-commerce market
leaders in the early stages of the pandemic. All major
US stock indices made new all-time highs during the
quarter with small caps posting an extraordinary 31.4%
gain in the period. After experiencing a 41.5% decline
during the worst of the market sell-off, the Russell 2000
managed to finish the year marginally ahead of its large
cap brethren with a year-to-date gain of 20.0%.
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Non-US stocks also advanced smartly, led by emerging markets. The MSCI Emerging Markets Index hit new multiyear highs thanks to a 19.7% gain in Q4 and came within striking distance of its 2007 all-time high. Developed
international markets also fared well during the quarter, aided by the tailwind of a weaker US dollar and a more
upbeat assessment of global growth in 2021.
Across the fixed income landscape, Treasury rates ticked modestly higher as investors began to revise inflation
and growth expectations upward for 2021 and beyond. The Fed continued to affirm its highly accommodative
posture, pushing yield-starved investors into lower quality segments of the fixed income market. As evidence of
the rush into higher yielding bonds, the BofA/ML High Yield Index posted a 6.5% gain during the period relative
to a more modest 0.7% gain for the higher-quality Barclays Aggregate Bond Index.
THE ROTATIONAL RALLY
The strong headline gains for stock markets around the world in Q4 belied a significant degree of dispersion
beneath the surface. As the pandemic had initially unfolded, the beneficiaries of an extended work-from-home
environment were the clear winners in the eyes of the market; however, recent months saw investors rotating
portfolios into segments of the market that had been unloved for most of the year. For instance, within the S&P
500, the energy and financials sectors were the top performers in Q4 by a wide margin after being the biggest
laggards (also by a wide margin) during the first three quarters of the year.
Perhaps most emblematic of this rotational theme was the dispersion between large cap growth stocks—
represented by the Russell 1000 Growth—and small cap value stocks—represented by the Russell 2000 Value.
The large cap growth segment is populated by high-flying tech and e-commerce names, while the small cap
value universe is heavily weighted toward financials, industrials, and more traditional, consumer-oriented
businesses that historically perform best when economic growth is broadly accelerating. On the chart below,
you can see the magnitude of outperformance that accrued during the first three quarters of the year, and the
subsequent trend reversal in Q4.
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As the full-year 2020 figures suggest, small cap value still has significant ground to make up against large cap
growth. But, with vaccine rollouts underpinning hopes for a burgeoning economic recovery, perhaps this is an
early indication that a bona fide rotation is underway.
continued on page 3
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2020 HINDSIGHT
Presented with a list of the extraordinary events that unfolded in 2020, it is difficult to imagine that many
investors could have correctly predicted that the S&P 500 would post gains approaching 20%. Moreover, in the
depths of the March sell-off, a 70% recovery off of the lows in just over nine months seemed highly unlikely as
analysts cut economic growth estimates and corporate profit projections.
With the benefit of hindsight (pardon the 2020 pun), the key tell for risk assets was when the Fed slashed interest
rates and ramped up its stimulus efforts, rolling out a variety of programs with the goal of enhancing liquidity.
In the end, these efforts resembled the Fed’s playbook during the global financial crisis, albeit on a much more
condensed timeline. The chart below illustrates the Fed Funds target rate (black) and overlays the so-called
“shadow rate” (red), which attempts to quantify the impact of the Fed’s overall stimulus efforts on short-term
borrowing costs. For instance, the Fed cut rates to 0% in March, but by June the shadow Fed Funds rate had
actually reached -1.5% as a result of the Fed’s massive asset purchase programs. The Fed managed to push the
shadow rate below -2% within four months, a feat that took nearly two years to accomplish between 2008 and
2010. The impact on financial conditions cannot be overstated.
Fed Funds Target Rate and "Shadow Rate" Since 2005
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The axiom “Don’t fight the Fed” has never been truer than it was in 2020, and despite the horrific toll exacted
by COVID, investors were well served simply riding the wave of liquidity unleashed by the central bank’s
extraordinary actions.
“TINA” ALL OVER AGAIN
Part and parcel with the Fed’s efforts to stimulate borrowing and encourage investors back into the market was
the resurgence of the “There Is No Alternative” mindset—or TINA for short. With risk-free rates mired at ultra-low
levels, TINA proponents suggest that investors have no choice but to invest in riskier assets, like stocks, in order
to earn a reasonable rate of return. Moreover, if the Fed can successfully reignite inflation—this time with the
help of fiscal stimulus—real rates of return, or returns adjusted for inflation, may leave even fewer opportunities.
Consider the investment grade corporate bond universe—historically a low-risk way for investors to earn
continued on page 4
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incremental yield relative to risk-free Treasuries. Even within this segment of the market, yields have gone
negative when accounting for forward-looking inflation expectations, touching -0.2% at the end of the year.
With Fed members balking at any suggestion that it start the normalization process anytime soon, TINA may be
a defining feature of markets for years to come.
FEAR OF HEIGHTS
The S&P 500 closed 2020 at a new all-time high – one of 33 all-time highs (based on closing levels) set during
the course of the year. We often hear investors cite “stocks at all-time highs” as a reason for trepidation about
future returns, but does the data actually support it? With a hat tip to the research team at JPMorgan, the chart
below recreates a recent study that examines how investors would have fared if they only invested at the close
of the market on days when the S&P 500 made new all-time highs since 1990 (blue bars). It compares those
returns to the average returns investing on any day during the same period (green bars).
S&P 500 - Average Returns Since 1990 (Through Dec. 2020)
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As you can see, on both a 6-month and 12-month horizon, money deployed solely on days when the S&P 500
closed at all-time highs resulted in higher returns—on average—relative to deploying cash on any given day
during the same period. This illustrates the power of momentum in markets and suggests that when investors
are upbeat, they often stay upbeat. With paltry yields on offer in fixed income, investors may be wise to rethink
the conventional wisdom and overcome their fear of heights.
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COMMODITIES COME ALIVE
As the economy began to exit the initial deflationary shock caused by the COVID crisis and the Fed redoubled its
efforts to stoke higher inflation, commodity prices showed signs of bucking a decade-long downtrend. In fact,
since the middle of the year, the Bloomberg Commodity Index has rallied 20%, and more inflation-sensitive subsegments like industrial metals and agricultural commodity prices have advanced 27% and 36%, respectively.
Bloomberg Commodities Index + Sub-Indices
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The post-financial crisis period has conditioned investors to view any nascent inflationary signals with skepticism,
but perhaps COVID will mark a regime change that can usher in a sustainably higher inflation environment.
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The 2021 Consensus
One of the most noteworthy features of 2020 was the degree to which economic and corporate data exceeded
analyst expectations, providing positive reinforcement for risk assets. Regular readers may recall our proclivity for
thinking about markets in terms of surprises relative to consensus rather than focusing on the absolute level of
data readouts, and 2020 was a testament to the power of “relative” versus “absolute” analysis. The Citi Economic
Surprise Index attempts to quantify this level of upside or downside surprise at any given point in time, and
it reached all-time highs by June—suggesting that the analyst community was far too pessimistic about the
economic recovery.
As we enter 2021, it is important to understand where the consensus has shifted—if at all—and evaluate
whether it is best to stick with the herd or pursue a divergent view. In an effort to distill the macro backdrop into
a single graphic, the chart below shows the annual change for S&P 500 earnings (blue line) relative to the annual
change of the Institute for Supply Management’s Purchasing Manager’s Index (ISM PMI – green line), advanced
by six months. The PMI has historically been a useful gauge of US manufacturing health and a proxy for the
relative strength of cyclical sectors. The market’s earnings trajectory crudely follows the PMI data over time, and
with PMI readings hitting levels not seen since the aftermath of the global financial crisis, analysts have widely
adopted a more optimistic view toward corporate profits over the year ahead.
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The optimistic narratives distill down into a few, high-level calls on portfolio positioning:
●

Long-term interest rates are likely to move higher, so favor short duration bonds. In conjunction
with a stronger growth backdrop, a key element of the higher interest rate thesis is that central banks
will remain committed to stoking higher inflation. Looser fiscal purse strings should help support those
efforts, and consensus estimates see rates rising to account for the higher inflation and higher growth
environment.
continued on page 7
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●

●

Non-US stocks look more attractive than US stocks. The last time US stocks failed to outperform
international stocks was 2017—a year marked by a reaccelerating global economy and a weakening US
dollar. Further, the second half of 2016 saw a marked jump in interest rates, presaging the global growth
uptick. Analysts believe the analogy fits for 2021 and that the valuation gap between US and non-US
markets has been stretched too far.
Value is likely to outperform growth. As a continuation of the aforementioned themes, analysts
generally view the encouraging global growth setup as supportive for value stocks versus growth stocks.

The common assumptions underpinning consensus positioning is that the COVID vaccine rollout will be
effective and that growth will meaningfully reaccelerate around the world. Being contrarian for contrarian sake
is rarely a good idea, but remaining open to the possibility that the nascent recovery may falter is an important
consideration. In that case, investors would want to steer portfolios toward the same themes that have been the
best performers over the past decade.

Chart of the Quarter
Prior sections have made numerous references to the Fed’s role in the 2020 market recovery, and it is hard to
overemphasize the central bank’s impact. The Chart of the Quarter takes a slightly different look at the Fed’s
response. Specifically, the chart below shows a 15-year history of the US Federal Reserve’s balance sheet (black
line) overlaid with the 3-month change (blue bars).
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As the COVID crisis began to unfold in earnest and markets were plunging, not only did the Fed cut interest rates
to zero, but it added an incredible $3 trillion to its balance sheet within a few weeks. The rapidity and magnitude
of the response dwarfed the central bank’s reaction to the global financial crisis and during subsequent growth
continued on page 8
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scares. Asset purchases and liquidity operations helped restore order in markets and brought skittish investors
off the sidelines. The concept of the “Fed put”—or the tacit expectation that the central bank will act to backstop
markets if they experience too much upheaval—was reinforced, and speculators reengaged with a newfound
enthusiasm.
Investors may rightfully ask, where does the Fed go from here? How does it intend to unwind its extraordinarily
accommodative stance? Perhaps the economic recovery in the quarters and years ahead will be sufficiently
robust to allow for an orderly runoff of some portion of its balance sheet. But, the longer-term answer could be
that the Fed never really undertakes any sort of normalization at all.
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