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Q4 delivered strong equity returns
Biden wins the Presidential election; as
of 1/6/21 Democrats control Congress
too
20/20 foresight would have been
helpful for the rollercoaster ride that
was 2020

Vaccines for Covid-19 are available
The Fed remains accommodative; has
shown willingness to step in
$900B aid/stimulus package passed in
late December
EU and UK reach Brexit agreement

The coronavirus is still with us; vaccine
rollout may be slow and is full of
logistical complications
Economic activity remains below pre-
Covid levels

A "K-shaped' recovery creating divergences

Keeping a
Balanced Approach

SOURCE: MORNINGSTAR; RUSSELL, MSCI, DOW JONES,
BLOOMBERG BARCLAYS, ICE BOA ML BENCHMARKS SHOWN;
PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS



For anyone that has ridden a rollercoaster,
you understand both the thrills and
stomach-churning feelings that come with
the experience. For investors, these were
likely similar feelings you had throughout the
year as well. Consider this: in 2020, we had
the fastest bear market in history followed
by the fastest recovery, all brought on by the
Coronavirus, impacting global businesses,
large and small. 

Through it all, there were some important
lessons to take away from all of this:

Picking winners consistently is hard: Consider
that the small cap-oriented Russell 2000
Growth led all equity benchmarks in
December with a 9.3% return.  However, it
was the Russell 2000 Value benchmark which
had the highest return for the 4th quarter
(33.4%).  And yet the Russell 1000 Growth
posted the best return for the year at 38.5%.
  
It is really difficult to time the markets and
move to cash: Throughout the years we have
likely shown you charts indicating how
different (i.e. lower) returns are for investors
that miss the best market days because they
don’t stay invested.  2020 brought us another
great example.  If you think back to the end
of March 2020 when the Russell 1000 was
down over 20% YTD and the Russell 2000
had fallen by more than 30% YTD, would you
have believed back then that their respective
returns would end up being positive for the
year?  Investors that went to cash in
March/April likely missed out on the
extraordinary rebound.

A rollercoaster ride

EX H I BI T  1

The market is not the economy:  Even with
higher unemployment levels and economic
challenges due to Covid-19, the major indexes
(e.g. Dow, S&P 500, Nasdaq) each hit new
highs in 2020 and finished well above where
they started the year (see Exhibit 1 for more
details).  Remember, markets make estimates
about what the future is expected to look like,
not necessarily what the present is.

Don’t believe the hype: Wall Street is full of
people making forecasts.  While the people
making these prognostications are well-
intentioned with very well-thought-out
arguments supporting their views, the reality is
it is incredibly difficult to get forecasts
consistently correct regarding the economy
and markets.  Do you remember people
predicting in December 2019 that the
coronavirus was going to cause a global
shutdown and that we would all be scouring
store shelves for toilet paper?



U.S. equities started off the quarter with
mixed results in October as large caps were
negative while small caps were positive. 
 There was more volatility towards the end
of the month as increased coronavirus
cases brought the specter of more
lockdowns, as well as some uncertainty
brought on by the election.  November was,
quite literally, a month for the record books
with U.S. equity benchmark returns
between 10-20%, stemming from optimism
about the U.S. being close to approving a
vaccine.  Indexes like the Russell 2000 and
2000 Value recorded their highest return in
their history while the Russell 2000 Growth
and Russell 1000 Value had their second
highest monthly returns in their history
(inception of December 31, 1978). 

For the 4th quarter, small cap stocks were
on a tear as the Russell 2000 rocketed
upwards by 31.4%, with the Russell 2000
Value doing even slightly better at 33.4%. 
 This was a turnaround from earlier in the

In fact, in a review of predictions (see Exhibit
2) from various Wall Street strategists, while
missing the coronavirus completely, many
still anticipated returns to be much more
muted than they actually were.
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U.S. Equity

EX H I BI T  2

EX H I BI T  3

To continue with the rollercoaster theme, the
feeling of whiplash, or sudden jolts, is an
appropriate one to describe what many of us
felt during the year.  As Exhibit 3 shows, the
S&P 500 experienced more than 40 daily
swings of 2% or more, the most we have
seen since the Great Financial Crisis.  Going
back to 1980, it is easy to see that 2020 was
more volatile than the average year.

year when small cap stocks were harder hit
from the economic shutdown.  With views
that the economy will rebound in 2021,
small cap stocks would appear poised to do
well.  However, if the rollout of the vaccine
is slower than expected or the virus
mutates and causes more negative impact,
the economic picture may not be as rosy as
currently estimated, which would likely hurt
small cap stocks more than their large cap
counterparts.
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EX H I BI T  4

Speaking of the S&P 500, Tesla became the
largest company to ever be added to the S&P
500 when it was included in the large cap
index in December 2020, and is already the
6th largest company in the index (see Exhibit
4).

One important point to note is there has
been a lot written about large cap stocks in
2020 (e.g. Microsoft, Amazon, Apple,
Facebook, Google, Netflix) and how they
have thrived during the coronavirus. 
 Interestingly, if we look at the annual returns
for 2020, small cap stocks as represented by
the Russell 2000 index jumped 20% while the
large cap index Russell 1000 performed only
slightly better at 21% while the S&P 500 did
slightly worse, gaining 18.4%.

Like U.S. equities, international equities were
also mixed in October with developed
markets seeing negative returns with
emerging ones being positive.  November
and December followed with strong results. 
 For the quarter, developed markets (16.0%),
developed small cap (17.3%) and emerging
markets (19.7%) were quite strong and even
outpaced several U.S. benchmarks.

From a country perspective, Austria (38.7%)
led the way in developed markets, though its
weight in portfolios is tiny, while some of the
countries with the largest exposures in the
international markets (Japan, 14.0%;
Germany, 12.3%; Switzerland, 8.7%) lagged. 
 In the emerging markets, China remains the
largest country exposure in most indexes,
but generated a lower return (11.4%) than
the index for the quarter.  At the same time,
other large country exposures like India
(20.9%), Taiwan (22.1%) and Brazil (36.4%)
outperformed the overall emerging market
index.

One reason for positive international equity
returns has been the declining dollar,
something we have been talking about for
some time. For the quarter, the dollar
trended down vs. a basket of other
currencies, which has benefited non-U.S.
stock returns.  In fact, currencies from Hong
Kong, Saudi Arabia, Peru and Argentina were
the only currencies to depreciate vs. the
dollar for the quarter.

Non-U.S. Equity



Global REITs, as represented by the Dow
Jones Global Select REIT, generated a 13.6%
return for the quarter, with non-U.S. REITs
(15.1%) outperforming U.S. REITS (13.6%). 
 However, for the year, global REITS did not
bounce back as quickly as other equity
assets and had negative returns for the
year. Remember, most REIT mutual funds
and ETFs include a diversified set of
properties like office and residential
buildings, cell towers, data centers,
warehouses and storage facilities, which
may react differently to market conditions.
To show specific examples, some of the
largest REITs performed quite differently
during 2020 including Prologis (14.4%),
Digital Realty (20.3%), Simon Property
Group (-38.7%), and American Tower
(-0.4%).
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Global REITs

Fixed income indexes were mostly positive
for the quarter with only intermediate and
long-term Treasuries generating a negative
return.

Global Fixed
Income

EX H I BI T  5

SOURCE: TREASURY.GOV

One of the most popular questions we
receive is what to do with cash with yields
so low.  The unfortunate answer is there
isn’t much you can do if you are really
looking for the safety of cash.  As Exhibit 5
shows, the 3-month T-bill fell significantly
during Q1, as the Fed lowered the Fed
Funds rate near zero as part of their
accommodative policies to support the
economy.  With the Fed openly stating they
do not expect to raise rates again until we
reach both maximum employment and
maintain 2% inflation, it may be several
years before short term rates rise (we said
last quarter the Fed isn’t currently thinking
about raising short term rates until 2023).

A common option is to place cash with an
online savings account.  However, don’t be
surprised if the online savings accounts
aren’t offering a tremendous yield either, as
the banks will follow prevailing market
rates.  As Exhibit 6 shows, Ally, an online
bank known for offering relatively strong
rates, consistently lowered its rate
throughout the year.
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EX H I BI T  6

Going back to Exhibit 5, while the 10-year
Treasury has generally drifted upwards this
last quarter, there has been more volatility
intra-month with news of the election and
the vaccine playing significant roles.  Even
with the 10-year Treasury yield increasing
towards the end of the year, it ended 2020
at 0.9%, its lowest calendar year close ever
and a full percentage point lower than
where it ended 2019.   Remember, prices
move inversely from yields and bond yields
may move higher with more government
spending, as it tends to boost growth and
inflation.

SOURCE: BANKRATE.COM, AS OF NOV 3, 2020

EX H I BI T  7

Speaking of inflation, it is something we have
been spending a lot of time on lately and
have addressed in previous quarterly
commentaries.  Frankly, there are very valid
reasons why we may or may not see higher
inflation.  To be clear, economists cannot
agree on how they view inflation with some
forecasters expecting stronger inflation than
others (see Exhibit 7).

As we think about inflation, TIPS are thought
of as the best hedge against inflation as the
securities are literally tied to CPI, a broad
measure of inflation.  Some of the reasons
why some inflation protection and an
allocation to TIPS may be warranted today
include: 1) the Fed has stated their inflation
target is an average of 2% and not a 2%
target as it previously was, which means
inflation could be above 2% for a while, 2) a
surge in economic activity could lead to an
inflation surprise.  On the flipside, there are
also reasons why an inflation hedge and a
TIPS allocation may not be needed: 1) for
investors that have substantial equity
positions, it is generally believed that
equities will outpace inflation over time, 2)
TIPS perform relatively poorly when real
yields rise, 3) TIPS are seen as being tax
inefficient.

As we discussed in previous quarters, in
order to generate more return, investors
need to assume more risk.  In fixed income,
that means either extending duration or
lowering credit quality.  There are tradeoffs
that have to be weighed very carefully before
implementing either strategy.  From a
duration standpoint, extending duration too
far out can be a risky move in a period of
rising rates.  Similarly, lowering credit quality
means investing in high yield, or junk bonds,
which generally correlate much more with
equities and therefore don’t provide the
diversification benefits we expect from fixed
income.
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Munis generated positive returns across the
curve both in Q4 and for the year.  Like
other investments, munis were also
impacted in 2020 by Covid-19, through
lower or lost revenue.  For example, certain
municipal revenue bonds such as airports,
toll roads and higher education systems felt
greater impact from the virus than say,
essential service revenue bonds (e.g. water
and sewer) or even general obligation (GO)
bonds (i.e. bonds backed by the revenue of
the issuing municipality).

EX H I BI T  8

On a positive note, as shown in Exhibit 8,
there were only 75 municipal defaults
through mid-December 2020; and while
that is above trend for the last few years, it
is well below the defaults experienced after
the Great Financial Crisis.  When investing in
municipal bonds, our focus tends to be in
short to intermediate, high-quality bonds,
which generally have a lower probability of
default.

We continue to view fixed income as a
method of reducing overall portfolio risk (as
measured by standard deviation), given that
equities are expected to have much higher
volatility.  Our portfolio’s focus will continue
to be on high quality bonds with an
emphasis on short to intermediate duration
government and corporate bonds, where
default risk has historically been relatively
low.  For some investors, muni bonds are
attractive for their tax-free income.
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Eric enjoys sharing his knowledge and
experiences with colleagues and clients
having worked for a variety of firms both
large and small. This includes 7+ years with
Goldman Sachs Asset Management where he
held roles in areas such as performance
measurement, client service, risk analysis and
portfolio construction. He also served as the
Chief Investment Officer for RSM U.S. Wealth
Management for 10+ years, providing
strategic leadership and solutions for their
national investment platform.Eric is a proud
graduate of Indiana University where he
earned a B.S. in Finance. He also earned the
Chartered Financial Analyst (CFA) designation
in 2001 and continues to stay involved in the
local society.

Mario is the Chief Investment Strategist for XY
Investment Solutions and the President &
Founder of East Bay Financial Services. He
began his investment career with Vanguard
mutual funds in Valley Forge, PA, where he
consulted institutions and financial advisors on
investment policy, portfolio construction, and
Exchange-Traded Funds (ETFs). He also
contributed to the research and publication of
the firm's world-renowned investment
philosophy and served as a municipal bond
fund specialist. Mario is Past President of CFA
Society South Carolina and Former Chairman
of the College of Charleston Finance
Department Advisory Board. His approach to
investments has been featured in Investment
News and NAPFA Advisor Magazine, among
other publications. 



Portfolio management and subadvisor services are offered through XY Investment Solutions (XYIS), a Securities
Exchange Commission registered investment advisor based in Bozeman, MT. XYIS and its representatives are in
compliance with the current filing requirements imposed upon Securities Exchange Commission registered investment
advisors by those states in which XYIS maintains clients. For a detailed discussion of XYIS and its advisory fees, see the
firm’s Form ADV Part 1 and 2A on file with the SEC at adviserinfo.sec.gov.

XY Investment Solutions, LLC (“XYIS”), through its partnership with East Bay Financial Services, LLC (“East Bay”), builds
investment models through a technology solution, and supports financial planners with investment strategies based on
research, experience, and sound rationale. XYIS primarily allocates client assets among various mutual funds and/or
ETFs. XYIS may also allocate client assets in individual debt and equity securities, options and independent investment
managers. XYIS's services are based on long-term investment strategies incorporating the principles of Modern Portfolio
Theory. XYIS manages client investments in portfolios on a discretionary basis.

Email support@xyinvestmentsolutions.com with specific questions about models you may be using or considering in
your practice.
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DISCLOSURES

The commentary contained herein is intended to be general and educational in nature, and is not intended to be used as the primary basis for
investment decisions, nor should it be construed as advice designed to meet the particular needs of an individual investor. Nothing contained
herein should be considered legal, tax, accounting, investment, financial, or other professional advice, and should not be construed as an offer to
sell, a solicitation of an offer to buy, or a recommendation of any security or other financial product or investment strategy. Investors should
consult with a qualified professional advisor before taking any action based on this commentary.

Investing in mutual funds, exchange-traded funds (“ETFs”), and other equity and debt securities involve risks, including loss of principal. Any
performance data quoted represents past performance. Past performance does not guarantee future results and principal value will fluctuate so
that an investor’s investments, when redeemed, may be worth more or less than their original cost. Performance data quoted does not account for
any advisory fees imposed by XYIS or any independent and unaffiliated financial planners, or other transaction charges, expenses, taxes, or other
fees and costs. Performance of an investor’s actual portfolio will differ from any performance presented.

Investing in foreign securities may involve certain additional risk, including exchange rate fluctuations, less liquidity, greater volatility and less
regulation. Small company stocks may be subject to a higher degree of market risk than the securities of more established companies because
they tend to be more volatile and less liquid. Bonds are subject to risks, including interest rate risk which can decrease the value of a bond as
interest rates rise. REIT investments are subject to changes in economic conditions and real estate values, and credit and interest rate risks.

Investors cannot invest directly in an index. Indexes are unmanaged and reflect reinvested dividends and/or distributions, but do not reflect sales
charges, commissions, expenses or taxes.

An investor should consider a portfolio’s investment objectives, risks, charges and expenses carefully before investing. The underlying funds’
prospectus contain this and other important information. Please read any applicable prospectus carefully before investing.

Benchmark descriptions: MSCI ACWI Index, MSCI’s flagship global equity index, is designed to represent performance of the full
opportunity set of large- and mid-cap stocks across 23 developed and 24 emerging markets, covering approximately 85% of the free float-
adjusted market capitalization in each market. Russell 3000 Index is a market-capitalization-weighted equity index that tracks the
performance of the 3,000 largest U.S.-traded stocks which represent about 98% of all U.S incorporated equity securities.  Standard & Poors
500 is an index based on the market capitalizations of 500 large companies having common stock listed on the NYSE or NASDAQ. The S&P
500 index components and their weightings are determined by S&P Dow Jones Indices. Russell 1000 Index is an index of approximately
1,000 of the largest companies and is a subset of the Russell 3000, comprising approximately 90% of total market capitalization of all listed
US stocks.  Russell 1000® Growth Index is a market capitalization weighted index that measures the performance of those Russell 1000®
companies with higher price-to-book ratios and higher forecasted growth values. Russell 1000® Value Index is a large-cap value index
measuring the performance of the largest 1,000 U.S. incorporated companies with lower price-to-book ratios and lower forecasted growth
values. Russell 2000® Growth Index measures the performance of the Russell 2000 companies with higher price-to-book ratios and higher
forecasted growth values. Russell 2000® Value Index is an unmanaged, market-value weighted, value-oriented index comprised of small
stocks that have relatively low price-to-book ratios and lower forecasted growth values MSCI EAFE (Europe, Australasia, Far East) Index is
designed to measure the equity market performance of developed markets outside of the U.S. & Canada. MSCI EAFE Small Cap Index
captures small cap representation across Developed Markets countries around the world, excluding the US and Canada. MSCI Emerging
Markets Index captures large and mid cap representation across 24 Emerging Markets (EM) countries and covers approximately 85% of the
free float-adjusted market capitalization in each country. MSCI Frontier Markets Index captures large and mid cap representation across 29
Frontier Markets countries and covers about 85% of the free float-adjusted market capitalization in each country. Dow Jones Global Select
REIT Index is designed to measure the performance of publicly traded REITs and REIT-like securities and is a sub-index of the Dow Jones
Global Select Real Estate Securities Index (RESI), which seeks to measure equity real estate investment trusts (REITs) and real estate
operating companies (REOCs) traded globally. The index is designed to serve as a proxy for direct real estate investment. Dow Jones U.S.
Select REIT Index tracks the performance of publicly traded REITs and REIT-like securities and is designed to serve as a proxy for direct real
estate investment, in part by excluding companies whose performance may be driven by factors other than the value of real estate. The
index is a subset of the Dow Jones U.S. Select Real Estate Securities Index. Dow Jones Global ex-US Select REIT Index is designed to measure
the performance of publicly traded REITs and REIT-like securities traded globally ex-US. ICE BofAML 3-Month T-Bill Index is an unmanaged
index that measures returns of three-month Treasury Bills. ICE BofAML 1-5 Year US Treasury, Corporate and Municipal Indexes are subsets
respectively of ICE BofAML US Treasury, Corporate and Municipal Indexes including all securities with a remaining term to final maturity
greater than or equal to 1 year and less than 5 years. ICE BofAML 5-10 Year US Treasury, Corporate and Municipal Indexes are subsets
respectively of ICE BofAML US Treasury, Corporate and Municipal Indexes including all securities with a remaining term to final maturity
greater than or equal to 5 years and less than 10 years. ICE BofAML 10+ Year Treasury, Corporate and Municipal Securities Index are subsets
respectively of ICE BofAML US Treasury, Corporate and Municipal Securities Indexes including all securities with a remaining term to final
maturity greater than or equal to 10 years. Bloomberg Barclays Global Aggregate Bond Index provides a broad-based measure of the global
investment-grade fixed income markets (one version shown with its currency hedged back to the USD and is noted as such). Bloomberg
Barclays US Aggregate Bond Index is a broad-based flagship benchmark that measures the investment grade, US dollar-denominated, fixed-
rate taxable bond market. The index includes Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid
ARM pass-throughs), ABS and CMBS (agency and nonagency). J.P. Morgan Global (ex-US) Government Bond Index: Is the standard
unmanaged foreign securities index representing major government bond markets outside the US markets (one version shown with its
currency hedged back to the USD and is noted as such). ICE BofAML US Inflation-Linked Treasury Index tracks the performance of U.S. dollar
denominated inflation linked sovereign debt publicly issued by the U.S. government in its domestic market. Qualifying securities must have
at least one year remaining term to final maturity and no more than 5 years to maturity. Bloomberg Barclays U.S. Corporate High Yield Bond
Index is a total return performance benchmark for fixed income securities having a maximum quality rating of Ba1.


