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Recap Summary
The 2nd Quarter of 2020 saw a sharp recovery, as the stock market pendulum swung
back to recapture much of the losses from the 1st Quarter of the year. Over this time
period, the S&P 500 saw an increase of 19.9%, turning in its best quarter since 1998. It
should be noted that the recovery has been reflected in all equity asset classes, but has
been driven primarily by Large Cap Growth (which includes all of the big technology
names). Please refer to the back page of this report for a breakdown of performance for
your reference. While the clampdown of the economy was driven by strict social
distancing measures put in place by government entities, the market was supported by
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aggressive Federal Reserve action as well as robust government fiscal stimulus. As
conditions began to improve over the course of the quarter and social distancing
measures began to lift, investors remained focused on longer-term market indicators to
support higher valuations. Recent comments by Federal Reserve Chair, Jerome Powell,
stated that the path of the economy remains “highly uncertain,” however there remains
confidence that support would be available if conditions worsen. Market volatility over
the past 120 days has been very significant as noted in the chart below, with a majority of
days in excess of a 2% daily swing.

A Rationale for Recovery
Despite all of the volatility, the S&P 500 remained only 4% short of its close at the end of
2019 at quarter end. Many investors might naturally ask the question- given all the
turmoil relating to COVID-19 and other related challenges, why has the stock market
performed so well?
A potential rationale for the explaining why the market has performed so well given the
current challenges might be broken into several key points.
1. The Market is a forward-looking indicator: Historically, investors have observed that
the market as a whole is forward looking anywhere from 6-18 months in the future.
While we may still be in the early or mid stages of the health crisis from COVID-19,
most health professionals agree that pandemics usually run their course between 12-18
months if not sooner. As we are roughly 5 months into the cycle already, it seems
plausible to visualize a time when the virus is more under control by various measures.
2. Progress is being made with testing, potential vaccines and therapeutics: According to
RAPS®, there are currently 38 pharmaceutical candidate groups in vaccine development
worldwide, with six entities in Phase 1, seven groups in Phase 2 and two groups
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beginning Phase 3 (final stage prior to release). The National Institute of Health has
reported that vaccines could be available and known whether they are proven effective by
the year-end of 2020 or early 2021. Production of several candidate vaccines are already
in production and are expected to be ready, assuming that they gain the necessary
government approvals for safe public use. If vaccines are administered on a wide scale,
the Mayo Clinic notes that it will help develop herd immunity to limit the transmission of
the disease. In addition, several therapeutics have been developed for emergency use by
the FDA, including Remdesivir, Convalescent Plasma, and Hyperimmune Globulin that
are thought to have helped lower the mortality rate among severe cases. Although the
number of cases continues to climb in the US, the overall mortality rate appears to be in
decline.

3. The Federal Reserve has taken significant action to support financial markets: Since
the market downturn, the Federal Reserve has taken three significant actions. First, it has
lowered the federal funds rate effectively to zero, providing cheap sources of liquidity to
banks and consumers via lower interest rates. Second, it has increased its balance sheet
by roughly $2 Trillion by purchasing a range of securities. The majority of holdings
include mortgage backed securities (which support the housing market) and US
Treasuries (which support government deficit spending). Third, it has supported
corporate debt by purchasing high yield corporate bonds directly. We feel that these
actions have been similar to those observed by the Japanese Central Bank in the past,
when they even purchased equities (stocks) directly as a market participant. The Federal
Reserve has not taken this step and it would require congressional approval for them to
do so.
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4. The US Government has taken unprecedented fiscal action to support the economy:
Since the health crisis began, Congress
has approved and funded +/- $2.4 Trillion
in additional fiscal spending to support
the economy that was damaged by the
virus related related shutdowns. The
breakdown of the spending is noted in the
table, including $760B in small business
relief, $425B in health related spending,
and the balance in directed benefits and
tax breaks to individuals and local
governments. This equates to almost
12% of the annual GDP for the US,
essentially “plugging the hole” of lost
economic activity. Since GDP includes
excess government spending, an actual
recession would have to reflect a further
loss than this amount.

Source: JP Morgan Asset Management, CBO

While this runaway spending is helpful in the short term to stave off unpleasant financial
events, it does present increased future challenges to managing government debt and
deficits. It appears that the current government strategy is to think more about getting
through the current time period and address other concerns at some future date.
5. Economic Indicators appear to be improving since March: There are several
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indicators that provide evidence that economic conditions appear to be improving.
Consumer confidence, as measured the Consumer Confidence Index® rose to 98.1 in
June from 85.9 in May, supporting an upward trend from March and April. The
following four charts indicate that activity appears to be resuming on an upward trend
line.
This chart indicates that employees are
steadily coming back to work in the
US. This metric is important to
demonstrate a return to more normal
conditions, reopening of business and a
return to the road for travel and
commerce. This increase in activity
has a ripple effect, helping to spur
demand for energy/oil which is helpful
to reversing the damaging plunge in
energy prices seen in the first quarter.
Source: Homebase, Business Insider

In addition to the increased travel
picking up from a return back to work,
hotel occupancy continues to improve
to current levels of approximately 40%,
off from the previous peak of 65%.
This is likely a result of travel related to
increased late spring and summer
vacations along with easing of
lockdown restrictions in most locations.
We would expect that this trend should
continue to recover unless social
distance policies resume.

Source: STR, Business Insider

Other indicators including TSA checkpoints, usage of public transportation, retail sales,
mortgage applications, and oil consumption all have been rising since seeing lows in
April. If activity continues to improve, we should see improvement reflected in GDP
figures as well as corporate revenues.
Despite the Recovery, Challenges Remain
While conditions appear to mostly be improving, the damage done in the first quarter
from the “sudden stop” was significant. There will be several lasting challenges to our
economy as a result, which may include the following:
•

US Unemployment: Unemployment, which was at a historically relative low
point in February at 3.6%, climbed to a peak in May to almost 15% and has since
been reduced to 11.1% in June. It should be noted that it took roughly 10 years for
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the US to reduce its unemployment rate down from the 2008-09 financial crisis.
The economy runs much like a locomotive, taking time to build momentum to
reach high speeds. It is reasonable to assume that it will take some time to
recover the lost jobs from this crisis as well over at least several years.
US Unemployment Rate

Source: US Bureau of Labor

•

Political Season and Social Unrest: There has been much coverage in the media
relating to the upcoming US Presidential election as well as various protests. We
should expect this to continue at some pace at least until November. While the
protests may be unsettling, it is difficult to determine what if any longstanding
economic impact this might have. The election, however, may have more lasting
impacts on potential policy changes relating to individual and corporate taxes as
well as trade policy. We will have to wait and see how things play out to
determine potential outcomes.

•

Travel and Energy Consumption: While airline travel demand is improving from
a near zero level, the TSA has reported a slight increase in demand in the US to
roughly 25% of prior capacity. We have seen how a massive decline in tourism
and travel has affected the economy, especially in certain large cities and resort
areas throughout the country. It may take some time to recover back to preCOVID-19 levels in these related areas. Also, while a return to work trend is
evident, a more permanent shift of some employees to work remotely may have a
lasting impact on commercial real estate and office occupancy for some time.

•

Impact to Corporate Profits with a Second Wave of COVID-19: While corporate
profits will take a big hit in 2020, they are expected to rebound to new highs in
2021 and 2022. This is based on certain assumptions including not having a
prolonged return to social distancing measures. A potential second wave of
COVID-19, and a related increase of the mortality rate might lead to more
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mandated shutdowns in the Fall of 2020 or spring of 2021, which would make
this recovery much more difficult.
•

International Trade and Travel Tensions: While coverage of the US/China trade
disputes have taken a back seat over the past few months, tensions remain
between the US and its trading partners over issues relating to tariffs and travel
restrictions. Given the stress that COVID-19 has placed on virtually all nations, it
seems plausible that they would have more incentive to work together to foster
economic recovery. However, negotiations can be fluid and may have
implications for currency valuations, travel, and commerce.
Current Market Valuations

At the close of the 2nd Quarter, the forward P/E
ratio for the S&P 500 resumed a high mark for
the past 20 years. This is primarily due to the
fact that corporate profits are expected to decline
for the remainder of 2020 as well as into the first
half of 2021. This expected forward earnings
drop reflects in a current forward P/E of 21.72x.
However, consensus analyst estimates are that
corporate profits will return to new highs in 2021
and 2022 as noted.

We continue to believe, reinforced by the past 120 days of market volatility, that trying to
predict or attempting to time short-term market movements is not a particularly
productive endeavor. Rather, a philosophy of having a disciplined and diversified asset
allocation driven by sound personalized financial planning is a sound approach, which
helps our clients meet their long-term objectives.
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