
ECONOMIC REVIEW 
 
The Economy Could Strengthen with Stimulus and Widespread 
Vaccinations 
 
The U.S. economy likely declined by 2.9% in 2020 but should gain by 3.5% in 2021. The 
more cyclical global economy declined by 4.1% and should rebound by 4.9% over the 
same periods. Of course, uncertainty about the timing and distribution of vaccines, as 
well as how quickly spending and hiring will recover, imply a wide range around these 
growth estimates. 
 
The case for strong growth derives from the degree of pent-up demand, the large stimulus 
amounts that have been saved, and the relative lack of systemic problems in the economy 
(which was the case in the recovery from the 2008/2009 recession). 
 
However, the large number of bankruptcies, the duration of the pandemic, and permanent 
employment losses suggest a lasting economic shortfall.  
 
Bloomberg analyses of 36 recessions in developed countries indicate that 90% have 
resulted in a lasting shortfall to where the economy would have been absent recession. 
30% of job losses in the U.S. could be permanent. While we are likely to experience 
strong growth next year, that growth will not reach the pre-Covid trend level any time 
soon (see below).  
 

 
  



Unemployment Will Keep Policies Accommodative 
 
The number of permanent job losses is about half the level of the 2008 crisis, and that 
number may have leveled off. However, this level is perhaps a third higher than in the 
2001 recession. 
 

 
 
As noted last quarter, job losses have been concentrated in the leisure and hospitality 
industries. Indeed, the percent unemployed in this sector has increased. Professional and 
business services, as well as retail and transportation, have improved.  
   
Full employment represents one of the Federal Reserve’s mandates. The Federal Reserve 
indicated recently that they will wait for lower levels of unemployment than in the past 
before shifting away from an accommodative policy. Fiscal action likewise depends on 
progress towards full employment. High levels of permanent unemployment and slow 
progress in achieving lower levels of unemployment suggest we can expect an 
accommodative monetary policy for an extended period, and stimulus bills aimed at 
getting people back to work are likely. 
  



Inflation Concerns Are Overdone 
 
Inflation pressures are limited. The slack in the economy should keep inflation at a 
moderate level for at least the next year and probably longer. As illustrated below, 
consumer prices bounced back after the last recession (red line); however, inflation was 
not sustained above 2%. Stripping out the volatile food and energy prices (blue line) 
indicates that underlying inflation has been stable near the Federal Reserve’s 2% target. 
Thus, we expect to see higher headline inflation over the next year, especially from a 
recovery in energy prices, but this higher inflation level will not be sustained. 
 

 
 
Market expectations for inflation have been increasing, as illustrated in the graph below, 
which shows the bond market’s implied inflation expectations. Experience from the last 
recovery suggests investor expectations anticipate or mirror headline inflation. Thus, 
interest rates can continue to climb on short-term investor concerns despite a stable or 
even declining core rate of inflation associated with overall slack in the economy and 
modest economic growth. 
 

 
 
 
 
 



Businesses Are Optimistic About The Future 
 
CEO and CFO confidence have recovered, as has small business optimism, which 
continues to be well above the 47-year average. 
 

 
 
Consumer confidence, by contrast, has not recovered but at least has stabilized well 
above the lows associated with the Great Financial Crisis of 2008. Consumer confidence 
tends to reflect current conditions, which are clouded by virus concerns and political 
strife, while the optimism indices referenced above are forward-looking. 
 

 
 
  



MARKET REVIEW 
 
U.S. Stocks Lead Returns Again 
 
Despite a pandemic, a recession, and a contentious election, stocks made impressive 
gains last year and in the 4th quarter. U.S. indices benefited from large technology 
weightings, since technology companies flourished in the stay-at-home environment of 
the pandemic. In addition, the largest technology companies are among the most 
profitable companies in the world.  
 
The 4th quarter was marked by approvals of vaccines that promised an end to the virus 
and its effects on consumers and companies. Not surprisingly, the stocks of companies 
and commodities that will benefit the most from an end to the pandemic gained the most. 
The following chart shows 4th quarter and full year returns for different asset classes: 
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Government Support Drove Stock Returns 
 
Although some investors and market watchers chalked up amazing stock market gains to 
the Federal Reserve and reverently intoned “don’t fight the Fed,” rapid, large fiscal 
support in part financed by the Federal Reserve was the game changer in 2020. Before 
stocks reached their nadir in March, the Federal Reserve had already cut rates and rolled 
out liquidity plans. However, when Congress passed the $2 trillion stimulus bill (the 
CARES Act), stocks turned up and never again revisited the lows.  
 
The broad U.S. stock market (Wilshire 5000) returned 14.5% in the fourth quarter and 
20.8% for the year. Foreign stocks (MSCI EAFE) returned 16.1% for the last quarter, 
ending the year with a return of 8.4%. Although domestic growth stocks again came in 
first with a 33.5% return for the year, with a recovery in sight, growth stock gains slowed 
noticeably in the 4th quarter. Stock market leadership shifted in the 4th quarter to smaller 
companies and value stocks. The U.S. Dollar faltered in the 4th quarter, boosting 
international stocks and commodities. 
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The Vaccine Marks a Shift in Stock Market Leadership 
 
The approval of the Pfizer vaccine ignited a rally in small company stocks, value stocks, 
and commodities, as illustrated below. Small company stocks had the largest rally, 
gaining over 30% in the 4th quarter, followed by value stocks and international stocks. 
Although the S&P 500 index and growth stocks returned over 10% in the 4th quarter, they 
clearly trailed the more cyclical sectors. Not surprisingly, defensive segments, which are 
not shown, were even weaker. 
 



 
Big Earnings Gains Projected For 2021 
 
After an earnings decline of 13.6% for 2020 on a revenue decline of 1.8%, analysts 
expect earnings to grow by 22.1% in calendar year 2021 on a revenue gain of 7.9%, 
according to FactSet. This is the strongest earnings gain since 2010, when earnings 
surged 39.6%. The largest earnings gains will come from the cyclical sectors: energy, 
industrials, consumer discretionary, and materials.  
 
FactSet also adds up analyst buy and sell ratings and target stock prices. This “bottom-
up” price target for the S&P 500 is $4,040, which translates into a price gain of 8.5%, or 
10% with dividends, for 2021. This target price for the index is consistent with “top-
down” targets from investment strategists.  
 
Valuations appear to embed all the good news and then some with a forward price-
earnings ratio of 22.1 compared to a 5-year average of 17.4 and a 10-year average of 
15.7. As shown below, stock prices have run far ahead of earnings. However, valuations 
usually are not an impediment to gains in recovery years. 
 

 
 
 
  



Fed Policy and Investor Demand Buoy Bonds  
 
Interest rates (10-year Treasury) declined from 1.9% at the beginning of 2020 to 0.9% at 
the end of last year. Bond prices gain as rates fall and the longest maturity bonds 
appreciate the most. Thus, as shown below, long-term Treasuries gained the most last 
year, despite rates backing up a little in the 4th quarter. 
 
Tax-exempt municipal bonds that started last year yielding 1.5% ended the year yielding 
only 0.7%. 33 weeks of fund inflows underpinned the positive supply and demand 
conditions in the municipal market. 
 

 
 
Last year’s returns do not capture the wild ride from fairly low starting-rate levels to 
much higher levels at April’s peak of liquidity and credit concerns to fresh lows in the 3rd 
quarter. As investors panicked in March and rushed into the safety and liquidity of 
Treasuries, most other bonds declined, with municipal bonds selling off 6% and 
investment grade corporate bonds declining 10%. However, the Federal Reserve 
announced in April that they would buy corporate bond exchange traded funds. The “no 
lose” proposition was too good to pass up, and investors aggressively bid up prices. This 
gift to investors allowed corporations to refinance and issue new debt at attractive prices. 
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Higher Rate Expectations  
 
The bond market has built in expectations for higher rates in the future. Indeed, higher 
rates for longer maturities reflect the amount the bond market expects rates to rise over 
the next year or the next 10 years. For example, 10-year Treasuries, which yield 1.1% to 
maturity, are expected to yield 1.3% one year from now. This increase implies a loss of 
1.1%, accounting for price change and income. Since the beginning of November, rates 
and expectations have increased significantly: at that time, the 10-year Treasury yielded 
0.9% with an expectation of an increase to 1.1%, a year later.  
 



INVESTMENT THEMES, EXPECTATIONS, AND STRATEGY  
 
The economy should accelerate this year as the majority of the population gets vaccinated 
and businesses open fully. We also expect pent-up demand for products and services that 
have been most affected by lock-downs; such as dining out, travel, and entertainment. As 
noted earlier, the market reaction to the vaccine approvals suggests that investors are 
rotating from defensive stocks best suited to a lock-down environment to cyclical stocks 
primed for a recovery. For example, small company stocks rallied by over 30% in the 4th 
quarter. 
 
However, after false starts in the past, will small company stocks continue to gain more 
than large company stocks? Will value stocks outstrip growth stocks? Will international 
stocks reverse years of under-performance compared to U.S. stocks? 
 
In the following pages, we review some of our past themes and consider additional 
opportunities. First, it is worth considering the path and returns for stocks and bonds in 
general. Bonds have very low yields, suggesting low returns. However, not surprisingly, 
stocks also have low yields. As shown earlier, stocks have run far ahead of earnings. The 
picture below offers one scenario: stocks, after a sustained push higher, may consolidate 
and generally move sideways for years to come. This huge move higher has been 
underwritten by high expectations for technology. Might we be in a period where markets 
wait to see the economic benefits of new technologies? Such a pattern would be 
consistent with the consensus view that U.S. stock returns will be low for the next 5 to 10 
years. 
 

 
 
  



High Valuation Implies Low Future Returns 
 
The following chart from J.P. Morgan illustrates high valuations across a number of 
metrics, while charts below illustrate that high valuations tend to be followed by lower 
returns.  
 

 
 

 
 
 
  



International Opportunity  
 
Outperformance of U.S. stocks over international stocks, which occurs over long cycles, 
is correlated with strength of the U.S. Dollar. Correspondingly, a weak Dollar 
characterizes periods in which international investments outperform domestic 
investments. As illustrated below, sentiment is negative on the Dollar, reflecting 
expectations of lower growth than the rest of the world and greater uncertainty because of 
the U.S. virus response.  
 

 
 
Central banks have lowered their exposure to the U.S. Dollar, which now sits at its lowest 
level as a percent of central bank reserves in 25 years, as shown below. 
 

 



Since the rest of the world economy is inherently more cyclical than the United States, 
the international recovery this year should lead to larger earnings gains. For example, 
despite the prior 10 years of U.S. stock outperformance, in 2009 as markets recovered, 
international stocks outperformed. Finally, with U.S. consumption supported by 
government transfers, imports are growing faster than exports, leading to an expanding 
trade deficit, which over time tends to pressure the Dollar. 
 

 
 
Emerging markets offer still better valuations and earnings gains in a recovery, as 
reflected in the charts below. 
 



Value Stock Opportunity 
 
Similar to the valuation gap between international stocks and domestic stocks, the out-
performance of growth stocks has resulted in extreme valuation differences between 
growth stocks and value stocks, as shown in the two charts below. 
 

 

 
 
Although valuation matters in the long-term, earnings, expectations and investor 
narratives seem to matter more in the near term. Thus, in the next year, earnings for the 
stocks in the S&P 500 Pure Value index are expected to increase by 50%, compared to 
21% for growth stocks. Historically, value stocks have performed well in a recovery, 
regardless of the cause of the bear market and recession; expectations for a recovery in 
earnings and stock prices is grounded in a consistent pattern.  
 
 



Bond Market Risks 
 
Interest rates have been rising since the end of October. In addition, the bond market 
expects rates to continue rising this year and in the coming years. Most of this 
expectation is underpinned by concerns about inflation. We think inflation concerns are 
unwarranted in the near term. Excessive growth in money supply has been offset by a 
decline in the velocity of money, meaning that the excess money supply is not being 
spent. A short-term recovery in energy prices and higher import prices due to a weak 
Dollar are probable. However, as we discussed in our piece on negative interest rates a 
year ago, there are several longer-term structural factors that should keep core inflation 
contained.  
 
As shown below, most years have started with expectations for rising rates that then have 
been adjusted downward. 
 

 
 
We have adjusted portfolios towards shorter maturities, which are less interest rate 
sensitive. Most of this adjustment has been implemented with taxable bonds, where we 
have shifted from an emphasis on corporate bonds to mortgage-backed bonds. Mortgage-
backed securities also have higher interest rates than comparable corporate bonds. 
 
Low interest rates raise concerns about the viability of bonds as a material part of a 
portfolio. We have examined the trade-off between return and risk with bonds at current 
low yields. Bonds still have a meaningful role in portfolios because stocks, prospectively, 
also have low expected returns but much higher risk. 


