
Fed stimulus, reopening hopes spur 
rebound 
US stocks bounce back as the global economy shows signs of 
improvement. 
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Key takeaways 
 

 At this point, China seems to be ahead of the rest of the world in terms of 
economic recovery, though the worst seems to have passed for the US 
and Europe. 

 Consumer sentiment showed a significant boost as the US began to 
reopen in Q2, though reopening progress stalled in states that reopened 
quickly and activity remains below normal. 

 2020 earnings are expected to fall nearly 20%—about average for the 
past 5 recessions. We believe profit growth may be slower than 
anticipated. 

 Almost all asset categories posted a strong Q2 recovery from steep Q1 
declines, and US stocks posted their best quarterly results in more than 
20 years. 

In a dramatic recovery supported by Federal Reserve actions, US stocks posted 
their best quarterly results in more than 20 years, spearheading a global rally in 
riskier assets that trimmed year-to-date losses from the Q1 sell-off. The decline 
in credit spreads boosted returns on corporate bonds, with longer-duration and 
higher-quality bonds posting the best year-to-date results. Gold benefited from 
negative real interest rates, but commodity prices overall continued to lag. 
The sharp recovery in prices for riskier assets reflected abundant liquidity and 
hopeful expectations about reopening after the global shutdown. Economic 
conditions sequentially improved from extremely low levels, but progress has 
been uneven and will largely depend on COVID-19's trajectory and on 
continued policy support. Uncertainty and volatility are likely to remain high, 
meaning a well-diversified portfolio may be as important as ever. 
 
 
  



Economy/macro backdrop: Tentative economic 
stabilization after historic declines 
 
Global activity showed early signs of improvement from extremely low levels. 
Near-term sequential progress is likely to continue as COVID-19-related 
restrictions on routine activities are lifted. China appears to be somewhat ahead 
of most major economies due to its earlier shutdown and reopening. While the 
worst of the recession appears also to have passed for the US and Europe, 
activity levels remain far below normal. 
As the US economy started to reopen during Q2, consumer sentiment improved 
significantly. This trend typically begins during recession and lasts into the 
early-cycle phase. Industries most directly impacted by the virus—such as 
travel, leisure, restaurants, and hotels, which account for roughly 20% of US 
jobs and economic output—may be the most difficult to fully reopen. 
In June, new COVID-19 cases climbed in states that had quickly relaxed social 
distancing measures, whereas formerly hard-hit states such as New York 
experienced a decline in new cases. High-frequency data—such as businesses 
reopened and employee hours worked—showed improvements in US 
economic activity from historic lows. Progress stalled among fast-reopening 
states, however, and activity remains far below normal levels. 
2020 earnings are expected to fall nearly 20%—about average for the previous 
5 recessions. Consensus estimates are for S&P 500 earnings-per-share (EPS) 
to return to pre-recession levels by the end of 2021—a much faster rate of 
recovery than the historical average of closer to 3 years. Given the damage to 
the economy and uncertainty about the path of recovery, we believe profit 
growth may be slower than anticipated. 
Core CPI dropped by nearly half in recent months, but alternative inflation 
measures from regional Fed banks fell much less and suggested the biggest 
disinflation is behind us. We expect inflation to remain range-bound in the near 
term against a weak economy, but longer-term inflation risks may be higher 
than anticipated—market expectations for long-term inflation are lower than 
they were during the deflationary global financial crisis of 2008. 
The Federal Reserve delivered massive monetary accommodation, pushing its 
balance sheet above $7 trillion by the end of Q2. The Fed ramped up purchases 
of Treasurys and mortgage-backed securities (MBS), bought municipal and 
corporate bonds through new facilities, and also provided support via other 
activities. Europe and Japan increased their quantitative easing (QE) programs 
as well, with global central banks injecting more than twice the liquidity of 
previous easing periods. 



While both the policy response and the market recovery have been dramatic, 
some of the near-term remedies may have exacerbated pre-COVID-19 
underlying weaknesses. The Fed's emergency lending facilities have driven 
corporate debt—already at record levels—even higher. In addition, gains in 
financial assets tend to benefit wealthier households but not lower-income tiers, 
which face greater economic distress. 
Longer term, we believe the longstanding global regime of relatively stable and 
investment-friendly policies, politics, and regulation is nearing an end. Rising 
populism, geopolitical destabilization, and de-globalization pressures are key 
drivers of this change. We expect greater government intervention may inhibit 
corporate profitability, distort market signals, and lead to higher political risk in 
investment decisions throughout the world. 
The worldwide surge in public and private debt in recent decades reflects 
monetary and fiscal policy-makers' proclivity to use low interest rates and 
government support in an attempt to boost growth. Deteriorating demographics 
for most advanced economies create increasing fiscal pressure to raise pension 
and health care spending, and already-elevated government debt/GDP levels 
are likely to rise much further. Greater policy experimentation and "peak 
globalization" trends will eventually cause long-term inflation to rise faster than 
expected, in our view. 
 

Asset markets: Sharp recovery from Q1 losses 
across categories 
 
Almost all asset categories posted a strong Q2 recovery from steep Q1 
declines. Returns for most equity categories remained negative year-to-date, 
but US growth and technology stocks moved into positive territory. Riskier credit 
segments such as emerging-market debt and leveraged loans led for Q2, but 
returns for longer-duration and higher-quality bonds remained in the lead and 
positive for the year. 
The rally in stock prices and decline in earnings drove global equity valuations 
back to near pre-pandemic levels. The rise in price-to-earnings (P/E) ratios was 
broad-based across regions, with the US and emerging-market P/E ratios 
finishing the quarter above their long-term historical averages. US forward P/E 
ratios also are elevated, but EM forward valuations remain below their long-
term norm. 
Cyclically adjusted P/E (CAPE) ratios for international developed-market and 
emerging-market equities remained below US valuations, providing a relatively 
favorable long-term backdrop for non-US stocks. 



In Q2, the US dollar depreciated against many of the world's major currencies; 
nevertheless, US dollar valuations remain relatively expensive overall. 
In fixed income, US 10-year Treasury yields remained near record lows, held in 
check by weak economic activity, quantitative easing, and a global low-yield 
environment. The real cost of borrowing fell deeper into the negative during Q2, 
offsetting a rise in inflation expectations from depressed levels. 
Credit spreads tightened during the quarter, but remained elevated relative to 
their long-term averages. Massive central bank accommodation in both the 
sovereign and credit markets pressured both rates and spreads, helping push 
bond yields in high-quality debt categories down to their lowest levels on record. 
Market expectations for inflation—represented by breakeven rates for TIPS 
(Treasury Inflation-Protected Securities)—climbed from decade lows but 
remain near the bottom end of their historical range. Oil prices recovered during 
Q2 but remain below pre-virus levels and, on an inflation-adjusted basis, low 
relative to history, as well. Unlike valuations for many other asset classes, 
prices among inflation-resistant asset categories remain relatively inexpensive. 
The business cycle can be a critical determinant of asset performance over the 
intermediate term. Stocks have consistently performed better earlier in the 
cycle, whereas bonds tend to outperform during recession. While we believe a 
business cycle approach to actively managed asset allocation can add value, 
portfolio returns are expected to even out over the long term (10 years or more), 
regardless of the starting point of the cycle phase. 
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