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Executive Summary:

e We should al hope 2020 was an anomaly with respect to market volatility but at the same time it
represents a testament to the strength of our political institutions as well asto the creativity and
ingenuity of our scientists and private sector.

e Considering all that occurred during the year from the pandemic induced collapse in economic activity
in March, political uncertainty and civil unrest and challenges to democratic norms following the
election in November it is remarkable that equity markets managed to achieve a positive result much
lessrecord levels.

e The most dominant factors influencing the economy and markets were the COVID pandemic and the
economic and public policy responses thereto, the election in the U.S. and scientific breakthrough on
several vaccine candidates.

e Fears of a bubble due to growth stocks and new issue activity are real but can be addressed with a
more nuanced analysis of market constituents and economic variables

e Concentration still an issue and with greater political scrutiny so that is arisk to markets.

¢ Pandemic caused massive changes in economic behavior — some permanent and some perhaps
temporary.



¢ Inequitiesthat existed prior to the pandemic have been exacerbated and that will have long term
implications.

¢ Inflation and rising interest rates are risks but are now consensus and seem critical to assumptions of
rotation into value stocks; we are less sure for avariety of reasons.

e Modern Monetary Theory is going to take hold and that will have its ramifications.

e Overall, our senseisthat between the unprecedented stimulus, roll out of multiple vaccines, pent up
demand, continued low interest rates and absent inflation that markets can continue to be positivein
2021. Whether investors will be able to party like it is 1999 is another story.

e Biggest risk is perhaps inequality and how policy might respond to it; others include missteps by the
new Biden administration, resurging outbreaks of COVID, inflation, interest rates and consumer credit.

“I1t was the best of times. It was the worst of times.” That quote from Charles Dickens' novel A Tale of Two
Cities seems to capture the events of 2020. Themes from the Dicken’s novel ? ? duality, revolution and even
insurrection ? ? have all come into play for investors over the past year. At the beginning of 2020, most
investors were focused on the strengths of the economy in terms of record low unemployment, rising wages,
recently completed trade deals with China and Mexico, low interest rates and reduction in business
regulation. No one did or could have foreseen the disruption of the COVID virus that was coming. Investors
and the population at large continued basking in the longest economic expansion on record and the stage
seemed to be set for moderate growth, stable markets and the presumptive reelection of President Trump.
Indeed, if there is an economics lesson from the pre?COVID period, it isthat the U.S. economy can run
hotter with a stronger job market and larger fiscal deficits than previously believed without incurring starkly
rising interest rates and inflation. Of course, then in late February and early March, everything changed, but
those lessons will likely have important implications for the Biden administration. (see figure 1)
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The year global equity markets just experienced marked near historic volatility and was characterized by
geographic, socioeconomic and sectoral disparities (see figure 2). Considering the speed and severity with
which markets reacted to the outbreak of COVID?19, and theinitial restrictive actions of governments and
private individuals and businesses, and then the gradual and arbitrary reopening and recovery, marred by fits
and starts, it does seem somewhat remarkabl e that markets achieved a positive result at all, much less one
that put al of the magjor indices at or near record levels.
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(Figure 2)

The main reason for the strong rally from March lows in global stock markets is the prompt and massive
reaction of the world’s central banks which, by year’s end, had pumped into their financia systems nearly
$30 trillion dollars and seemed intent to go for more as we look toward the new year. This comprehensive
intervention is orders of magnitude larger than the similar actions taken during the Great Financial Crisisin
2009. Moreover, they were accompanied by significant fiscal responses from the major governments unlike
what occurred in the previous global crisis. Indeed, the sum of the Fed and ECB bal ance sheets are up more
than 70% compared with last year (see figure 3).
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(Figure 3)

All thisliquidity inflated global equities and other assets, but with varying results. Some of that disparity
was due to the different measures taken by of governments to contain the pandemic. The U.S. markets did
well as represented by the S& P 500 and better than most European markets. Arguably the U.S. public and
private sector authorities took arelatively more pragmatic approach regarding the trade?offs between public
health with the needs of the economy. Interestingly, the dollar lost more than 8% against the Euro during the
earlier period where the Europeans seemed to prioritize the health

aspect above economic concerns. However, some Asian equity markets did even better, having experienced
the pandemic earlier.

Commodities, aside from ail, also benefitted from the liquidity and outperformed U.S. equities as the dollar
weakened considerably (see figure 4).
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Looking toward 2021 and beyond, questions linger about the longer?term impact of the pandemic and the
conseguences of massive monetary and fiscal intervention might have on markets, the economy and
important macroeconomic variables such as interest and currency exchange rates, financial assets,
commodities. Asimportant, perhaps, or even more so, what will be the impact on politics?

For most market commentators, the emerging consensus view is continued optimism for the economy and
for equities, concerns about fixed income assets due to the expected rise in inflation and a concomitant rise
in yields, doubts about the strength of the dollar and therefore rising raw materials and precious metals
pricing.

This consensus contains some inherent contradictions that merit a second look.

Thefirst is that the sharp market rallies have already discounted a strengthening globa economy.

Second, recovery in post pandemic consumption could disappoint. Most consumers have already returned to
pre?pandemic levels of spending. The composition of spending may have changes, but the level is such that
thereislittle room for mean reversion in middle and lower income level consumer spending (see figure 5).
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(Figureb)

Only the higher income brackets are still below where they were pre?pandemic spending levels. If spending
by high income individuals recovers more it may be in categories such as travel, restaurants, and luxury
goods. But upper income brackets are the ones that will be hardest hit by Biden Administration likely tax
increases, so the effect may be muted.

The underlying health of the consumer economy is also misleading because thereis agreat deal of legally
mandated mortgage and rental forbearance (see figure 6). Depending on how banks and landlords treat
deferred and foregone payments will affect how quickly consumers can expand their discretionary spending.



Mortgage delinquency rates depend on treatment of
forbearance plans, Delinquency rate

12% -

10% Morngage Bankers
Association

8% -

delinquency rate
6% -

4% -

Fed delinquency rate

ﬁ ] 1 L| Li L] L] L] r
2004 2006 2008 2070 2012 2014 2016 2018 2020
Source: Bloomberg. Q3 2020

(Figure 6)

Also, while the scientific community has proven remarkably successful in developing vaccines to address
the pandemic, the digjointed and underfunded approach to distributing the vaccines has been disappointing.
Nor isthere any certainty over how long the vaccine will last. Thus, optimism over the vaccine could be
overdone or premature.

Finally, some observers believe that the rally has left U.S. equities overextended from a valuation
standpoint. Across many metrics the current valuation of the U.S. marketsis high. In prior cycles when those
thresholds were reached market performance has lagged.

For all these reasons, we are wary of becoming too enamored of the prevailing consensus and continue to
stress our value discipline in stock selection.
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