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Outlook
Despite high levels of uncertainty, the second quarter produced 
one of the strongest quarters for capital markets in decades with 
positive returns across almost all asset classes. The S&P 500 TR 
finished the quarter with a 20.54% return. Growth outperformed 
Value, up 26.23% vs 13.15%, respectively. Energy led all sectors, 
bouncing back 32.14% after falling 50.75% in Q1. Even with the 
strong second-quarter performance, however, Energy is still the 
worst-performing sector YTD with a negative return of 34.92%. 
Technology was the second-best performing sector and is up 
14.95% year to date. Communication Services and Consumer 
Discretionary are also positive for the year, and Healthcare stocks 
were not far behind.

Interest rates were mostly unchanged, with the 10-year Treasury 
rate finishing the quarter at 0.66%. The Federal Reserve maintains 
unprecedented accommodative monetary policy, with the Fed 
Funds Rate at 0.00% - 0.25%, along with a variety of asset purchase 
programs. In their June meeting, Fed Chairman Powell indicated 
easy policy would remain for the foreseeable future. Monetary 
support, along with improving sentiment pushed spreads tighter 
and drove strong returns in credit. The Bloomberg Barclays 
Intermediate Corporate index was up 7.63%, while the ICE Bank of 
America High Yield index rose 9.61% during the quarter. 

Second-quarter earnings season is about to begin, and we will be 
focusing our attention on forward guidance. One-third of S&P 500 
companies have withdrawn guidance, citing COVID-19 uncertainty. 
Per FactSet, S&P 500 earnings growth is expected to be -43.9% for 
Q2, which would be the largest year-over-year decline since 2008. 
While, the recent rally has provided investors relief, valuations look 
stretched: the 12-month forward PE ratio is currently at 21.7, more 
than 1 standard deviation above the 25-year average. Still, we do 
expect to see earnings recover in the second half of the year, and 
potential remains for a further recovery in 2021 and beyond.

The National Bureau of Economic Research (NBER) officially 
announced a recession beginning in February, as the economy 
contracted 5% in the first quarter. Since then, economic data 

Second Quarter 2020

has steadily improved, though we are still in the early stages of 
recovery. High-frequency indicators have shown improvement 
over the past few months. The ICE Bank of America US High Yield 
spread over comparable Treasuries fell from 10.87% on March 
23rd to 6.44% on June 30th. Tighter spreads are indicative of an 
improving outlook and lower borrowing costs for corporations. 
Weekly Initial jobless claims have also fallen from a high of 6.9 
million on March 28th to 1.4 million on June 27th. The June jobs 
report confirmed improvement in the employment picture as 
nonfarm payrolls grew by 4.8 million and the unemployment rate 
fell from 13.7% in February to 11.1%. Household balance sheets in 
the aggregate are much stronger than in 2008, with the household 
debt service ratio at a 40 year low. Pent-up consumer demand 
appears to be significant, as crowds flocked to beaches and bars 
when restrictions were eased. 

continued on page 4
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Corporate profits

Source: Compustat, FactSet, Standard & Poor’s, J.P. Morgan Asset Management.
Historical EPS levels are based on annual operating earnings per share. Earnings estimates are based on estimates from FactSet Market 
Aggregates. Past performance is not indicative of future returns.
Guide to the Markets – U.S. Data are as of June 30, 2020.
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S&P 500 earnings per share S&P 500 2020 earnings growth estimates
Index annual operating earnings Year-over-year % change
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Overview
We have seen a dramatic reversal in equity markets over the 
past three months as economic data, while still challenged, 
has exceeded expectations. One contributing factor is the 
massive coordinated fiscal and monetary stimulus. Both the 
Federal Reserve and Congress have launched programs 
larger than the support provided during the Great Financial 
Crisis. A second factor was a steady decline in the daily 
COVID-19 case count from April to mid-June. These factors, 
along with improving sentiment and stabilizing earnings 
expectations, contributed to our decision to deploy some of 
the cash held in our strategies. Between two purchases in 
early June, we allocated 17.5% of the cash to quality, multi-
cap, and innovation themes. We retain 12.5% in cash for 
defensive purposes, as risk levels are still elevated. 

Balanced Strategy
Volatility across asset classes fell during the quarter due to 
stimulus and improving sentiment. The Federal Reserve 
launched a variety of programs to support the bond market, 
pushing spreads tighter and driving strong returns across 
sectors. Investment-grade bonds and preferred securities 
were among the strongest performing sectors, while returns 
on Treasuries were largely flat. Equity markets also rallied 
sharply, with mid-caps leading the way. The S&P Midcap 
400 Index was up 24.07%, while the S&P 500 posted a gain 
of 20.54%. 

The Balanced Strategy can be analyzed through its various 
components. Equity exposure is focused on several themes. 
Large-cap growth, technology, and multi-cap exposure 
are focused on capturing upside and have contributed to 
performance. Quality, defensive equity, and health care, 
which have a lower volatility profile, posted solid results but 
detracted slightly. Moderate allocation managers posted 
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components posted strong results and contributed to 
performance. 

The allocation to cash was the primary detractor from 
performance. We reduced cash holdings in early June, 
allocating across growth, quality, and multi-cap themes. 
As of the end of the quarter, we are holding approximately 
12.5% cash.

Global Strategy
While the U.S. was the top-performing equity market, 
developed and emerging markets posted solid results with 
double-digit returns. The MSCI EAFE Index was up 14.88%, 
while the MSCI EM Index posted a gain of 18.08% after a 
strong June. Within developed countries, Germany and 
Australia were among the leaders, while Japan trailed. Brazil 
and China led emerging economies. After spending most 
of the quarter shut down due to the virus, economies in 
Europe and Asia have begun to reopen. We are monitoring 
a variety of high-frequency data points to track the recovery 
in those regions.

The Global Strategy maintains a slight preference for 
domestic stocks over international equities. The domestic 
exposure mirrors holdings found in the Balanced and Equity 
Strategies with large-cap growth, Technology, and multi-
cap paired with quality, defensive and Health Care. Large-
cap growth and technology were the top contributors to 
performance in this segment of the portfolio. An active 
manager, with a global mandate and strong stock selection 
in Technology and Health Care, made a strong contribution. 

Developed international exposure has a tilt towards growth 
and was additive, while country exposure to Switzerland 
detracted slightly. We maintain a neutral view of emerging 
markets.

The primary detractor to performance was an allocation to 
cash. We reduced cash holdings throughout the quarter, 
finishing with 12.5%. We believe risks remain elevated and a 
defensive position is warranted.

consistent results, led by a growth-focused holding, and 
contributed to performance. 

We shifted fixed income exposure during the quarter, 
eliminating a Treasury holding and adding investment-grade 
credit. All fixed income holdings added to performance, led 
by the investment-grade credit holding and a rebound in 
non-agency mortgages. Cash holdings were the primary 
detractor of performance. 

The strategy finished the quarter with an asset allocation of 
approximately 59% equity, 28% fixed income, and 13% cash.

Equity Strategy
U.S. equity markets rebounded sharply during the quarter, 
led by the Technology and Consumer Discretionary sectors. 
Energy was also among the leaders as the price of oil 
rebounded from the lows in March. Mid and small-caps 
shined, outpacing large-caps, with similar sector leadership. 
Forward earnings expectations have stabilized, with the 
worst decline forecasted for the current quarter and gradual 
improvement over the second half of the year. Valuations 
remain above long-term averages and are a potential 
headwind to future returns. 

The Equity Strategy is constructed to capture a variety 
of opportunities while managing for risk. In large-cap 
holdings, we favor growth, quality, and defensive exposure. 
Growth holdings are structured to give us exposure to 
areas in the economy with above-average earnings growth 
and profitability. Quality and defensive equity holdings 
provide exposure to companies with strong balance sheets, 
established competitive advantages, and lower risk profiles. 
Sector exposure supports this framework, with Technology 
boosting growth and Health Care supporting the quality 
and defensive themes. Overall, the growth holdings 
contributed to performance, while quality and defensive 
exposure detracted slightly on a relative basis. 

In addition to large-cap holdings, we maintain exposure to 
mid and small-cap equities. We are currently using market-
cap weighted ETFs for mid and small-cap exposure. Both 

Has anything happened we should know about? If there are any changes in your financial situation, investment objectives or specific restrictions, 
please contact your Investment Advisor or The Pacific Financial Group, Inc. It is critical to the achievement of your investment goals and the 
success of our relationship to discuss any changes in your financial needs.

Our clients receive quarterly performance on their accounts. For performance on any of our strategies, please contact your Investment Advisor. 



The information provided herein is the opinion of The Pacific Financial Group (“TPFG”), a registered investment advisor. All Commentary reflects TPFG’s opinion of the general markets which may include one or more specific segments of national 
or global markets. All information is believed to be accurate but has not been independently verified and TPFG makes no warranties as to the accuracy of the information or any representations made or implied. The information should 
not be construed or interpreted as an offer or solicitation to purchase or sell a financial instrument or service. The information is for informational purposes only and should not be relied on or deemed the provision of tax, legal, accounting 
or investment advice. Past performance is not a guarantee future results. All investments contain risks to include the total loss of invested principal. Diversification does not protect against the risk of loss. Investors should review all offering 
documents and disclosures and should consult their tax, legal or financial professional before investing.
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Risks to the economy and capital markets remain and continue to 
be dependent on COVID-19 progression. States began to reopen in 
May, causing virus cases to jump in June. Confirmed cases are now 
at 2.8 million, with California, Texas, Florida, and Arizona seeing 
record daily numbers. The fiscal and monetary policy response to 
the outbreak has been robust and will need to continue. Congress 
is likely to extend jobless benefits, state support, and payroll 
protection programs. The response has led to larger Federal 
deficits and an expanded Federal Reserve balance sheet. While we 
do not expect the stimulus to lead to inflation in the short run, it 
may be an issue down the road.

The road ahead of us appears to be somewhat bumpy. While 
states have begun to reopen, a second wave of infections 
threatens the improvement we have seen thus far. How the next 
few weeks play out will be crucial to the direction of the recovery. 
If states can contain these outbreaks, we believe that will bode 
well for markets. In addition, we expect to get some clarity as 
earnings season begins and forward guidance is provided, which 
help give some insight on the path of the recovery. We remain 
optimistic that the economy will get back on track, it may just take 
a bit longer than we would like. In the meantime, stay safe and 
enjoy the summer weather!
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