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Second Quarter Market Recap

Equity investors have been on quite a roller-coaster ride this year. After hitting an all-time high on February 19, the S&P 
500 Index plunged a gut-wrenching 34% over the next month, marking the quickest bear market in U.S. history. Small-
er company stocks did even worse during that period, losing more than 40%. 

Investors who remained strapped in as we did—keeping our arms and legs inside the car at all times, of course—then 
experienced an equally surprising and gravity-defying upturn. From the March 23 low, the market soared nearly 40%, 
notching its best return ever over any 50-day period. Talk about whiplash. 

For the full second quarter, larger-cap U.S. stocks gained 21% and smaller-cap stocks climbed 25% (Vanguard 500 
Index and the iShares Russell 2000 ETF, respectively). Despite the medical, economic, and social turmoil all around, 
the U.S. market is down just 3% year to date and is only 8% below its all-time high on February 19. (As a reminder, after 
a 34% drop it takes a 52% gain to get back to breakeven.) 

However, there is a major bifurcation beneath the surface. The Russell 1000 Growth Index is up 10% on the year, but its 
Value sibling is down 16%. That’s a stunning 26-percentage-point difference in only six months. Viewed from another 
angle, the tech-heavy Nasdaq Index is up 13%, while the Dow Jones Industrial Average languishes, down 8%. One 
more perspective: The S&P 500 technology sector is up 12% on the year, while the financials, industrials, and energy 
sectors are down 24%, 14%, and 35%, respectively. So for many companies, things are not nearly as sanguine as they 
may appear looking only at the market overall.

Looking overseas, developed international stocks rose 17% (the Vanguard FTSE Developed Markets ETF) and emerging 
markets (EM) stocks gained 19% (the Vanguard FTSE Emerging Markets ETF) in the second quarter. For the year, they 
are down 11% and 10%, respectively. As in the United States, growth stocks are crushing value stocks overseas as 
well. The U.S. dollar depreciated slightly during the quarter, providing a modest tailwind to foreign market returns for 
dollar-based (unhedged) investors.

Moving on to the fixed-income markets, core bonds gained almost 3% for the quarter (Vanguard Total Bond Market In-
dex), as Treasury yields dropped slightly (falling bond yields imply rising bond prices) and investment-grade corporate 
bond spreads narrowed, rallying along with the equity markets. Core national municipal bonds (Vanguard Intermedi-
ate-Term Tax-Exempt) were up 2.6%. 

Riskier credit-sensitive sectors within the fixed-income universe posted very strong gains, making up ground from 
their first quarter losses. Floating-rate loans and high-yield bonds gained nearly 10%, respectively, leaving them 
around 5% underwater for the year (ICE BofA Merrill Lynch U.S. High Yield Cash Pay Index and the S&P/LSTA Leveraged 
Loan Index).
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Second Quarter Portfolio Performance & Key Performance Drivers

The incredible rebound in risk-asset markets—stocks, corporate bonds, and other credit markets—in the second 
quarter provided a strong tailwind for our portfolios. As a reminder, in mid-March, as the S&P 500 plunged 25%, we 
added an increment (around 4%) back to U.S. stocks in our balanced portfolios, funded from lower-risk assets. As the 
market continued to drop, we were prepared to add another increment to U.S. stocks. But, (no) thanks to the Federal 
Reserve’s massive “whatever it takes” monetary interventions, we didn’t get the chance; the market reversed course 
about 10% above our trigger point. 

We don’t rule out the possibility U.S. stocks will revisit their March lows (2,237 on the S&P 500) and we are ready to 
act again when a compelling opportunity arises. In the meantime, we like how our portfolios are positioned, balancing 
a variety of shorter-term risks against attractive medium- to longer-term return opportunities, across a range of macro-
economic scenarios and potential market outcomes.

In May, we closed out our tactical overweight to European stocks and reallocated the proceeds to a mix of diversified 
international and EM stock funds. As of quarter-end, our core balanced portfolios are slightly underweight to equities 
overall—comprising an underweight to U.S. stocks, a neutral allocation to developed international stocks, and an 
overweight to EM stocks. Our more conservative balanced portfolios have a smaller overweight to EM stocks. 

As highlighted above, global equities performed strongly for the quarter. While the U.S. market was the best performer, 
foreign markets gained some momentum, outperforming the S&P 500 from late May to quarter-end. As we discuss lat-
er in this commentary, looking ahead, we expect superior returns from international and EM stocks over our five-year 
tactical time horizon.

Our portfolios’ fixed-income exposure is well-diversified. It includes core investment-grade bond funds (providing 
recessionary/bear-market ballast to the portfolio) and flexible, actively managed credit- and income-oriented funds, 
including a tactical position in floating-rate loans. All these non-core fixed-income sectors meaningfully outperformed 
the core bond index, enhancing our portfolios’ absolute and relative performance for the quarter.

Along with stocks and bonds, the third broad asset class grouping in the portfolio is diversifying alternative strategies. 
Our trend-following managed futures funds, gave back some of their strong positive returns from the first quarter, as 
many market trends sharply reversed off the March 23 stock market bottom. The diverse performance of these invest-
ments reflects their beneficial portfolio roles.

Finally, in aggregate (and with only a few exceptions), our active equity and fixed-income managers outperformed 
their respective benchmarks for the quarter—another reversal compared to their relative performance in the first 
quarter.

It’s Been a Wild First Half … Where Do We Go From Here?

The Economy

COVID-19 is the Most Important Near-Term Variable

As always, we see a range of potential economic and financial market outcomes looking ahead over the next six to 12 
months and beyond. What’s unique about the current environment is how dependent the outcomes are on the course 
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of COVID-19. Significant uncertainty remains as to the virus’s progression, even as economies around the globe start to 
reopen and relax social distancing standards. The timing, availability and effectiveness of treatments and vaccines are 
also highly uncertain but crucial variables for the economic outlook.

In our view, the key risk to the economy and financial markets is the potential for a widespread second wave of 
COVID-19 infections, hospitalizations, and deaths that force another large-scale economic shutdown. In that event, 
stocks could re-test their March lows. We are prepared for that dire scenario with our portfolio holdings in core bonds, 
Treasuries, and alternative strategies. But absent a severe second wave (or some other major exogenous shock), and 
even assuming there are smaller localized outbreaks, we think an uneven but steadfast economic recovery is the most 
likely scenario looking out over the next six to 12 months at least.

Monetary and Fiscal Policy Are Also Key

While we view the progression of COVID-19 as the most important driver of the near-term economic and market out-
look, monetary and fiscal policy are second-most in importance. And, in the policy sphere, the Fed is key. 

After the Federal Open Market Committee (FOMC) meeting in June, Fed chair Jerome Powell made it very clear the Fed 
intends to keep monetary policy extremely accommodative for the foreseeable future. Powell said, “We are strongly 
committed to use our tools to do whatever we can, and for as long as it takes, to provide some relief and stability, to 
ensure the recovery will be as strong as possible and to limit lasting damage to the economy. … We are not thinking 
about raising rates. We are not even thinking about thinking about raising rates.” 

To this end, 15 of 17 FOMC participants expect the federal funds policy rate to remain near-zero at least through the 
end of 2022. See the dot-plot chart on the next page. Moreover, the Fed restarted large-scale quantitative easing (QE), 
committing to purchase $120 billion per month of Treasury and agency mortgage-backed securities.

The Fed is leading the way for other global central banks to enact their own extremely loose monetary policies. Accord-
ing to Ned Davis Research, 97% of all central banks are now in an easing cycle (cutting rates), and 87% of central banks 
have their current target interest rate at a record low level. 

On the QE front, global central bank balance sheets, in aggregate, have increased to a record 38% of global GDP. The 
Fed’s balance sheet stands at a record 33% of U.S. GDP and climbing. Similarly, for the European Central Bank at 44% 
of GDP and the Bank of Japan’s balance sheet at a whopping 118% of Japan’s GDP.  

On the fiscal policy side, global fiscal stimulus and support programs have also been unprecedented, much larger than 
during the financial crisis of 2008–09 for most countries. Another trillion-ish dollar fiscal stimulus package in the U.S. 
seems likely later this summer as both the White House and Democrats (if not yet congressional Republicans) favor 
additional government spending to support households and business get through the medical crisis. 

This monetary and fiscal support helped prevent a depressionary spiral from taking hold as the pandemic crisis peak-
ed in March/April. It now looks like the U.S. and global economies may have bottomed in April and are on the upswing, 
albeit from severe recessionary levels. Recent U.S. economic data have been much better than expected—most nota-
bly the surprisingly strong May payrolls (2.5 million jobs added) and retail sales reports.

But as Guggenheim Investments recently wrote (and we agree): “Ultimately, monetary and fiscal policy will take a 
backseat to public health policy. Progress in testing, treatment, non-pharmaceutical intervention and vaccine devel-
opment will be the biggest determinants in the shape of the [economic] recovery.”
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Given All This Stimulus, Is Inflation a Risk? Not Now, Maybe Later

We’re seeing a lot of discussion in the financial press about the risk of inflation in the United States given the massive 
stimulus from the Fed along with the multi-trillion-dollar debt-financed fiscal support programs. 

We don’t see inflation as a near-term risk given the strong disinflationary impact of the pandemic. But we can envision 
a scenario where the current reflationary policies set the stage for an inflationary environment a few years down the 
road.

We don’t view inflation as a near-term risk because there is too much slack in the economy due to the hit from 
COVID-19, absent a major supply-side shock that more than offsets the demand shock. It will take a while—likely a 
few years at least—for the economy to get back to operating at full capacity and full employment. Until then, the slack 
should restrain consumer price inflation and wage inflation. It’s also worth remembering that even when the U.S. 
economy was at full employment in the months before COVID-19, core inflation was still below the Fed’s 2% target. 
Now, with the economy running below its potential, inflation is a lesser risk.

But isn’t inflation “always and everywhere a monetary phenomenon, in the sense that it is produced only by a more 
rapid increase in the quantity of money than in output,” as economist Milton Friedman famously said 50 years ago? It’s 
true that the Fed’s aggressive stimulus has caused the growth rate in the money supply (M2) to soar to an extraordinary 
24% year over year rate. This is unprecedented. But it shouldn’t be immediately inflationary because the velocity of 
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money (how often a dollar changes hands in economic transactions in a given period)—which Friedman ignored—has 
dropped to an all-time low. Falling money velocity offsets the surging money supply. As we learned in Macroeconomics 
101: 

MV = PQ

where M is the money supply, V is money velocity, P is the general price level and Q is the total quantity of goods and 
services produced (aka real GDP). 

As we saw in the aftermath of the 2008 financial crisis, the Fed’s liquidity largesse showed up in price appreciation for 
financial assets, rather than in price inflation in the real economy. We see this as likely to replay again. It already has to 
a meaningful extent given the huge rebounds in equity and credit market since late March.

However, there is a strong risk these policies will translate into inflation if they remain extremely loose after the econ-
omy reaches full capacity and full employment. The Fed is signaling it won’t act preemptively to curb inflation in this 
cycle, unlike how it behaved in the good old days. The Fed is also apparently content to effectively monetize the debt 
created by government deficit spending. If the Fed continues these policies beyond the COVID-19 crisis, it runs the risk 
of falling behind the inflation curve. This could lead to an inflationary surprise and a sharp repricing of assets. 
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We will be watching closely for evidence of inflation as this cycle unfolds. In the meantime, should we get an inflation 
surprise, our portfolio positions in floating-rate loans, flexible fixed-income funds, EM stocks, and alternative strategies 
should all perform relatively well. Core bonds will be the big loser in an inflationary environment.

Other Risks

Besides a resurgence in the pandemic, there are several other macro risks to be aware of. We’ll name the four at the 
top of our list: 

1) An escalation in U.S.-China geopolitical tensions and/or a re-ignition of their trade war

2) The November elections and policy-related uncertainty (for example, a repeal of the Trump corporate tax cuts 
if the incumbent party loses)

3) Increasing social and political unrest

4) The potential for corporate earnings to disappoint the consensus later this year
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Financial Markets

Given this economic backdrop, we see both risks and opportunities for financial assets. In addition to the list cited 
above, the primary market risk we see is overvaluation, which implies poor forward-looking returns for both core 
bonds and U.S. stocks.

Core Bonds

No matter how you slice it, the future returns from core bonds will be very low, and probably negative when adjusted 
for inflation, due to the very low starting yields. This is why roughly half the fixed-income allocation in our balanced 
portfolios is invested outside of core bonds, in flexible bond and floating-rate loan funds. These investments have 
expected returns several percentage points higher than core bonds, in our view. They have more short-term risk, but 
they are much less risky than stocks. We believe they have higher five-year return potential than even U.S. stocks at 
this point in the cycle. 

Stocks

After rallying 40% from their March low, U.S. stocks again appear overvalued in absolute terms. However, many 
investors consider stock valuations relative to bonds or cash, typically referred to as the equity risk premium. On this 
measure stocks still look attractive. Our investment process focuses more on absolute valuation as it’s been a better 
predictor of full-cycle returns. But we recognize and respect the fact that many investors use relative valuation mea-
sures, and relative measures can indeed drive returns in the short to intermediate term. 

For us to overweight stocks from our current approximate neutral weighting, we need to see attractive absolute ex-
pected returns, which are not on offer today. At the same time, attractive relative valuations and a plausible bull-case 
scenario keep us from unwinding the U.S. stock positions we added during this year’s bear market. There are sensible 
arguments that U.S. stocks should be priced higher today than they have been in the past, especially in light of ex-
tremely low interest rates that are expected to be in place for a long time.

Now within equities, there are compelling opportunities in foreign stocks, especially in emerging markets. First of all, 
overseas stocks are more reasonably priced. For example, EM stocks’ cyclically adjusted P/E ratio is near its lowest 
point in 35 years of data. Second, foreign economies and their markets are generally more sensitive to global growth, 
so as the world recovers from the pandemic, foreign stock prices should outperform U.S. stocks. Finally, in a sustain-
able recovery, we would expect the U.S. dollar to decline, as it is generally a safe-haven currency that depreciates in 
the face of strong global growth. A falling dollar would further enhance foreign stock returns for U.S.-dollar-based 
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investors (as foreign earnings are translated into more dollars).

Putting It All Together: How Our Balanced Portfolio Compares to a 
Traditional 60/40 Portfolio

Our active portfolios are constructed and managed to balance risks and opportunities, over the short- (12 months), 
medium- (five to 10 years) and long-term (10-plus years), across a wide range of scenarios that may play out. 

Comparing our Balanced portfolio with a traditional “60/40” portfolio composed of U.S. stocks and core bonds, reveals 
where we see the best opportunities and how much shorter-term downside risk we are willing to bear to achieve those 
medium- to longer-term returns.

Using our base-case expected return assumptions for each of the asset classes in our portfolio, we estimate the 
traditional 60/40 portfolio will produce a five-year annualized return of roughly 1.5%. This is far below the nearly 10% 
average 60/40 portfolio return over the past 65 years and its 7.7% return over the past five years. 

That is an unsatisfactory expected return, to say the least. We believe we can do better without taking on excessive 
short-term risk compared to the traditional 60/40 mix. Based on our current tactical active allocations, we estimate a 
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roughly 5.5% annual return over the next five years. (This assumes we make no changes to the portfolio over that time 
to take advantage of new opportunities, which is unlikely.) That equates to an estimated 23% higher cumulative return 
than the traditional 60/40 portfolio over the next five years.

We also believe our portfolio is more balanced and resilient across a wider range of risks and scenarios than the tra-
ditional 60/40—particularly if we get into an environment where inflation and/or interest rates rise. We think there is 
a good chance of rising inflation and rising rates at some point within the next five years, once an economic recovery 
starts gaining some momentum and depending on the fiscal and monetary policy actions at that time as well. That 
could be a scenario where core bonds and U.S. stocks both perform poorly and where the broader diversification of 
our portfolios will pay off. In other words, the exact opposite of the past five to 10 years.

Closing Thoughts

So where does this leave us? We believe our portfolios are prepared for a resurgence in the coronavirus as economies 
start to reopen and also potentially due to seasonal factors later in the year. Of course, there are other uncertainties 
looming in the near distance that could disrupt financial markets as well, such as the November election and U.S.-Chi-
na geopolitical frictions.

But we also hold a cautiously optimistic view that even with an inevitable uptick in COVID-19 cases in coming months, 
the overall social policy response won’t need to be as draconian, and therefore the economic impact won’t be as bad 
as during this first wave.

If the latter public health scenario plays out against a backdrop of extremely loose fiscal and monetary policy, there 
is a good chance we’ll get a sustainable, albeit uneven, global economic recovery. It’s unlikely to be a sharp V-shaped 
recovery, but something more gradual, with fits and starts along the way and some sectors and industries doing much 
better than others. If so, corporate earnings are likely to rebound as well. Measured against very low interest rates—
and with fears of severe recession (or worse) off the table thanks to the policy response—this would support the view 
that equities and fixed-income credit sectors are relatively attractive compared to core bonds. Our meaningful portfo-
lio exposures to non-core, flexible, and actively managed bond funds should do quite well in this event.

Furthermore, within the equity universe, a global economic recovery, likely accompanied by a declining dollar, should 
also be a tailwind for international and EM stock markets relative to the U.S. stock markets, for the reasons discussed 
earlier. Our globally diversified equity exposure should benefit from this, and our overweight to EM stocks should 
further boost portfolio returns. 

In our actively managed equity portfolios, we would not be surprised to see value/cyclical stocks take the leadership 
reigns from growth stocks, potentially marking a new cycle of relative performance in favor of value. Our portfolios 
would benefit from this change in leadership as well.

In sum, we see several ways for our portfolios to “win” looking out over the next five to 10 years. But we should also 
steel ourselves for a potential double-dip back down to the late-March market lows, most likely caused by disappoint-
ing developments on the virus/medical front. As always, it is so important to be invested in the right portfolio aligned 
with your risk tolerance and financial goals. This should enable you to keep a healthy long-term perspective and to 
remain disciplined and “stay the course” through the inevitable downdrafts when fear in the markets is palpable. 

   —Litman Gregory Investment Team (7/7/20)
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Note: These materials are intended for the use of investment professionals only and may contain information that is not 
suitable for all investors. This presentation is provided by Litman Gregory Asset Management, LLC (“Litman Gregory”) for 
informational purposes only and no statement is to be construed as a solicitation or offer to buy or sell a security, or 
the rendering of personalized investment advice. There is no agreement or understanding that Litman Gregory will pro-
vide individual advice to any investor or advisory client in receipt of this document. Certain information constitutes “for-
ward-looking statements” and due to various risks and uncertainties actual events or results may differ from those pro-
jected. Some information contained in this report may be derived from sources that we believe to be reliable; however, we 
do not guarantee the accuracy or timeliness of such information. Past performance may not be indicative of future results 
and there can be no assurance the views and opinions expressed herein will come to pass. Investing involves risk, including 
the potential loss of principal. Any reference to a market index is included for illustrative purposes only, as an index is not 
a security in which an investment can be made. Indexes are unmanaged vehicles that do not account for the deduction of 
fees and expenses generally associated with investable products. A complete list of LGAM’s investment recommendations 
for the prior 12 months is available upon written request. For additional information about Litman Gregory, please consult 
the Firm’s Form ADV disclosure documents, the most recent versions of which are available on the SEC’s Investment Adviser 
Public Disclosure website (adviserinfo.sec.gov) and may otherwise be made available upon written request.


