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Update from the Investment Team

Financial markets have remained volatile since our last update but have continued to gradually
recover from their sudden drop as the pandemic nearly halted economic activity. We remain in an
unprecedented set of circumstances where an extreme economic shock is counterbalanced by an
extreme policy reaction, and we expect volatility to persist as a result. Our goal in this note is to
step back from the ongoing roller coaster ride in financial markets and provide an update on our
expectations for economic recovery and the additional risks and opportunities that seem likely to
emerge along the way.

As the country attempts to restart the
economy, we are not expecting that
economic activity will resume near prior
levels. The chart at right indicates temporary
unemployment is unusually high, and we
expect a large portion of the current record
level of unemployment could be reversed
quickly as the economy reopens. This will
still leave a substantial gap in labor force
utilization that will likely take years to
recover. In addition, the growth outlook is
likely to be impacted for an extended period
as business and consumer confidence have
been hit hard by the pandemic. For some
businesses, it’s not a matter of confidence,
they simply cannot operate profitably while
enforcing health and safety standards. As a
result, overall economic production will be
lower in the short term

There are likely to be additional lingering effects even after the pandemic recedes. A reversal of
globalization that seemed to take hold amid trade tensions last year may be accelerated by
COVID-19. Tensions between economic powers such as the US and China have re-emerged in
recent days and the supply chain disruption of the trade disputes last year and the pandemic this
year could result in a permanently higher cost of production. Rebuilding more resilient supply
chains could crimp profit margins in the future and generate inflation. A modest level of inflation
would be a welcome development for an economy that seemed to teeter on the brink of a debt
deflation a few months ago, but this could also become a case of “be careful what you wish for.”
The rising risk of erosion in the purchasing power of the dollar has added to the appeal of inflation
protected bonds and precious metals in the current environment.

lower in the short term, and growth of economic production may also be lower going forward, which
extends the timeline for a full economic recovery.

An Unusually High Share of Unemployment Is Temporary 



Update from the Investment Team, Continued

We continue to emphasize that this is primarily a healthcare crisis, albeit with significant economic
implications. While we take our cue from global healthcare authorities (e.g., the World Health
Organization and the Center for Disease Control here in the US), the healthcare outlook seems
to have been improving in recent weeks. The epidemic curve has been flattening with the growth
of cases gradually moving lower across the developed world. As testing increases, it is also
becoming apparent that far more people have been exposed than originally understood and the
mortality rate is well below the initial worst-case scenarios. It seems inevitable that there will be
new outbreaks as the economy gets going again, but with better knowledge and preparation, these
may not require broad lockdowns of activity if they can be contained effectively with testing and
contact tracing.

As the outlook for the healthcare crisis has improved at the margin in recent weeks, we have
become incrementally more optimistic on the potential for economic recovery and we are
targeting a slightly higher equity exposure while remaining below longer-term target allocations.
With monetary and fiscal authorities continuing to support markets and global government
interest rates pinned near zero, the relative appeal of equities has increased. While equity markets
may seem disconnected from the economic reality on the ground at the moment, this is relatively
common when uncertainty is high. It is important to remember at times like this that the value of
equities derives from the value of all future cash flows, so the future level and trajectory is often
more important than the present level of earnings.

We remain underweight equities relative to longer-term targets but are cautiously optimistic that
we may have seen the worst of this crisis and may be able to continue to gradually increase equity
exposure in the coming weeks and months. In particular, while the S&P 500 has made a
spectacular recovery, smaller companies and international markets have trailed significantly this
year and prior years. These are areas that present compelling valuations and could be particularly
attractive in a recovery. While we have emphasized large US stocks for years, we are likely to
expand exposure elsewhere as we work through this recession.

Finally, while it seems that a financial crisis has been averted for the time being and we are
encouraged by the ongoing recovery in credit markets, we reiterate that much remains to be
done. In the coming weeks and months, it is likely that municipalities will require additional
support and additional “bridge” financing will be needed for unemployed workers in areas with
longer recoveries. These negotiations and many other issues combined with looming elections
seem likely to keep volatility elevated. As a result, this seems like a good time to reassess your risk
tolerance given recent experience and longer-term goals and make sure your portfolio is properly
aligned with your needs. We expect there will be ample opportunity to gradually adjust portfolios
at attractive prices in coming months, so feel free to reach out to your Client Advisor if you have
questions about your portfolio or investment strategy.
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