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Return to normality… but not in H2

IN BRIEF
• In early June the market was pricing in a V-shaped recovery from the pandemicdriven economic contraction. We expect the recovery to be more gradual, with a few
stop-starts along the way. Extremely low interest rates will help, but unemployment
and corporate deleveraging could be a drag on growth.
• The extent of near-term uncertainty, as well as the potential for political risk to
mount as we approach the US election, could generate more market volatility.
• For individual market sectors, the outlook depends on the path of the pandemic. If
a full and sustainable reopening of the economy becomes possible, we may see a
further rally for the most beaten-up sectors, coupled with a style rotation. For now,
we believe it makes sense to maintain a nimble approach, with a focus on quality and
an eye to ESG risks.
• Low-risk options for income seekers are increasingly scarce. Rather than stretching
for yield, investors may be better off being selective within fixed income and using a
wider range of income-providing asset classes, including real assets for those who can
accept lower liquidity.
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• Developed market government bonds look less and less likely to play their traditional
roles of providing income and protecting portfolios in periods of market stress.
Investors may need to look beyond the traditional 60:40 portfolio, with a greater role
for alternatives and flexible fixed income strategies.
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No one predicted that in the first half of 2020 the world’s economies would be brought
to a virtual standstill by a global pandemic. Even had we have known the virus was
coming, we would not have predicted that by mid-year the S&P 500 would have
managed to climb back above 3000 (EXHIBIT 1).
EXHIBIT 1: S&P 500 DRAWDOWNS AND RECOVERIES
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Source: Refinitiv Datastream, Standard & Poor’s, J.P. Morgan Asset Management. Dates labelled refer to the year of the
market peak. Past performance is not a reliable indicator of current and future results. Data as of 11 June 2020.
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We have global policymakers to thank for the market’s
resilience. According to current analysts’ expectations, the
policy response has helped one-year forward earnings
expectations to find a floor and start to improve. In the sharp
rally since 23 March, markets looked to be pricing that the
combined actions of governments and central banks in recent
months will have successfully absorbed the economic losses of
Covid-19 to engineer the perfect V-shaped recovery (EXHIBIT 2).
While the policy response has been commendable, we believe
the market’s expectation of the recovery in early June was too
optimistic. It’s not that we believe people will permanently
change their behaviour – we are social animals, after all. We
just think it will take a little longer to get back to full normality.
Chief among our concerns is that the virus itself may linger and
some need for social distancing will remain, in countries such as
the US and UK, at least. In addition, high unemployment and a
dramatic increase in public and private debt may serve to
restrain spending in the recovery. We may also be at the
beginning of a period of difficult political fallout as politicians
seek to apportion blame for the crisis. The US election of 3
November could have important market implications. With the
UK having left the EU but not yet having secured a new trade
deal, Brexit might also – once again – generate volatility.

In summary, we acknowledge that the commitment from
governments and central banks shouldn’t be underestimated.
And, if more stimulus is needed, it will come. This makes us
cautious about being underweight risk assets. But we need to
see that policy action is influencing fundamentals. Valuations
and uncertainty around the economic and earnings outlook
make us cautious about advocating an overweight position in
equities. We therefore think investors may benefit from having
more than one toe in this rally, but not from jumping in with
two feet.
In what follows, we provide greater information on our view of
the shape of the recovery. We then consider three investment
themes for the second half of the year:
1)	Considerations for investors in the near term, given

uncertainties and potential volatility
2) Options for investors in need of income
3) Rethinking a 60:40 portfolio in a world of zero bond yields

EXHIBIT 2: US RISK MARKETS AND S&P 500 FORWARD EARNINGS IN PRIOR DOWNTURNS
S&P 500 and US investment-grade corporate bond yield
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WHAT SHAPE WILL THE RECOVERY TAKE?
As shutdowns are eased around the world, forecasters are
debating the likely shape of the recovery. The optimists point to
a V-shaped recovery, the pessimists L-shaped, and the cautious
look for something less linear, such as W, U or √.
In truth, it is very difficult to know at this stage. The risks aren’t
black swans, they are known unknowns, but we simply don’t
have enough information at this stage to form our judgment.

EXHIBIT 4: COVID-19 INFECTIONS AND TRAVEL AND
NAVIGATION APP USAGE
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We are closely tracking how the virus progresses as well as
using high frequency data to gauge the extent to which
economic activity is normalising (EXHIBIT 4). To find the latest
statistics on these, please refer to our On the Minds of Investors
piece, Monitoring the global impact of Covid-19, which is updated
twice a week.
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As the weeks and months drag on, the more lasting
consequences of the recession will become more evident.
Policymakers globally have made a gallant attempt to limit the
impact and absorb the losses of Covid-19. Grants and subsidies
aimed to shift the losses on to government balance sheets.
These, in turn, were shifted to central bank balance sheets as
asset purchase programmes were expanded to absorb the
additional issuance. Governments have been able to issue
record high levels of government bonds, at record low interest
rates.
Furlough, or short-shift schemes have been the cornerstone of
the policy response in Europe (EXHIBIT 5). However,
unemployment has still risen in the UK. The moves on the
continent of Europe have been more moderate, but we suspect
this is flattered by people not categorising themselves as
unemployed because they are not actively looking for work due
to either a need to look after children or a choice to remain
socially isolated.
EXHIBIT 5: US AND EUROPE LABOUR MARKETS
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What will be the lasting consequence of higher levels of public
debt? Is a new wave of austerity ahead? Public sector pay and
benefit freezes – which were an important component of the
spending restraint in the last expansion – seem unlikely given
the degree of austerity fatigue in the population. Wealth taxes
may be appealing given the resilience of asset prices, but these
policies run into the practical problem that much of people’s
wealth is stored in housing assets and held by individuals that
are asset rich and income poor. One off ‘Pigouvian’ income
taxes on higher earners are also being touted. We see it as
more likely that finance ministers will forge ahead with plans to
tax the large multi-nationals that obtain tax advantages by
choosing favourable domiciles.
There is one global debt-reducing strategy we see as almost
inevitable: interest rates will be held down for the foreseeable
future. One suspects that policymakers are hoping for a repeat
of the post-war period, in which a combination of yield curve
control and financial repression kept the interest rate below
nominal growth and helped erode government debt as a
percent of GDP (EXHIBIT 6).
Lower interest rates will help corporates, which, on aggregate,
have also experienced a significant rise in debt as a result of
Covid-19. While we don’t expect governments to focus on
deleveraging, the same may not be said for the corporate
sector. Corporate deleveraging may constrain investment
spending and employment growth and, in turn, the economic
recovery.
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In the US – which hasn’t adopted widespread furlough schemes
– unemployment rose to 14,7% in April though came down
slightly in May to 13,3%. We would be considerably more
worried about a double-digit unemployment rate were it not for
the fact that the US social safety net has been made
considerably more generous. Indeed, estimates suggest that
75% of those that have lost work are in fact better off given the
additional USD 600 a week that has been added to
unemployment benefits. This boost to benefits is set to expire
on 31 July and, though an extension of some sort looks likely,
it is likely to be less generous. We are therefore monitoring
labour market data closely to gauge any shift in unemployment
from those currently classified as temporary to permanent
(EXHIBIT 5).

So what is the letter most apt to describe the economic
recovery? Our standard alphabet might not suffice but, in our
view, expecting a symmetrical V is too optimistic. The recovery
is likely to be more gradual, with a few stop-starts along the
way. All the while, investors should be mindful of some sizeable
tail risks lurking.
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EXHIBIT 6: US FINANCIAL REPRESSION IN THE 1940S
US nominal GDP growth and 10-year Treasury yield
%, nominal GDP growth is % change year on year
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One such risk is China’s relationship with the world in the wake
of Covid-19. Our opinion is that de-globalisation is easier
(politically) said than done. China is highly integrated in global
supply chains. As the 2019 trade war demonstrated, it is very
hard to reduce trade links without causing significant economic
harm in western economies. However, it does seem likely that
China will come under scrutiny for regulatory standards, which
may in turn raise inflationary pressures. Despite the economic
realities, rhetoric towards China may intensify for short-term
political reasons.

The second half of the year may therefore put us in the unusual
position in which the political risk premium may be higher on
US assets than on those of continental Europe, where the signs
look increasingly positive. Though it still needs to be ratified by
all EU member states, the European Recovery Fund is a
significant step forward. Not only will it provide invaluable
short-term help for countries like Italy but it provides a strong
signal for the long term with regards to the fiscal integration
that is much needed to complement the monetary union.
If the recovery in the US lags due to lingering Covid risks, and
perceptions of political risk change, we could see downward
pressure on the dollar.

Nowhere is this more evident than in the US, which enters full
election mode in the coming months. At this stage it is still
difficult to say anything definitive about who will win, whether
the victor will have full control of Congress, or the impact on
markets.
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CONSIDERATIONS FOR INVESTORS IN THE NEAR-TERM GIVEN UNCERTAINTIES
While the S&P 500 suggests a V-shaped recovery is priced in, at
the sector level the narrative is more nuanced. From the start
of the year to the S&P 500 trough in March, some of the most
obviously affected sectors were hardest hit. Meanwhile, the
likely winners from people remaining at home, other than for
their food shop, outperformed.
The bounce-back since March has included some of the worst
performers during the sell-off (EXHIBIT 7). For example, energy,
autos, clothing retailers and restaurants have all outperformed
during the rally, presumably on hopes of a partial rebound in
activity as the economy starts to reopen. But some of the
perceived beneficiaries of a world with more working and
shopping from home, such as home improvement retailers, tech
companies and industrial (including warehouse) properties have
also rallied strongly. Meanwhile, despite improvement from
their lows, airlines, hotels, department stores and retail
properties remain among the weakest performers year to date.

What are the risks and opportunities from here under
different potential scenarios?
Scenario 1: A full and sustainable reopening of the economy
with social distancing no longer required. The most beaten-up
sectors could rally further, while the sectors that have gained
the most could be vulnerable to profit taking and rotation into
cheaper companies as it becomes clear we won’t all work and
shop from home forever. This would also likely coincide with a
style rotation from large cap to small.
Scenario 2: An acceleration in infection rates leading to
renewed shutdowns. At least part of the rally since March could
reverse for most sectors, but those most exposed to further
shutdowns could suffer the most as solvency concerns increase.
Scenario 3: Partial reopening of the economy but with some
social distancing remaining in place. Sectors that might be able
to reopen with some social distancing, such as department
stores, autos and energy, could benefit further. Airlines, hotels
and dine-in restaurants could struggle as solvency concerns
increase. The most expensive stocks among the current winners
could also suffer from valuation deratings and earnings
disappointments, as unemployment remains elevated.

EXHIBIT 7: S&P 500 SECTOR PERFORMANCE
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Which scenario plays out depends largely on the path of the
virus itself, which is unknown. Given this uncertainty, we think it
makes sense to avoid potential value traps, where solvency
concerns could increase further. But we also think it makes
sense to avoid the most expensive companies, where there is a
lot of good news already in the price.
We also think this recession will increase the momentum behind
sustainable investing. Robust ESG screening processes should
capture the risks to corporate earnings from potential changes
to taxes and other political interventions. The crisis has
underscored the benefits of screening companies on nonfinancial metrics such as corporate governance and human
capital management. We believe companies will increasingly be

rewarded for demonstrating responsible capitalism given that
there are, unfortunately, likely to be more lasting consequences
of this recession for lower income and minority groups. Finally,
although governments will be strapped for cash coming out of
this recession they will also been keen to support infrastructure
projects that can fuel the recovery. We expect these projects to
be focused on the shift to a zero-carbon economy. The
European Green deal is one such example.
An active, nimble approach, with a current focus on quality
companies (EXHIBIT 8), a keen eye on valuations, and
consideration of ESG risks, therefore appears the best way of
navigating the uncertainty facing investors.

EXHIBIT 8: S&P 500 QUALITY/S&P 500 RELATIVE PERFORMANCE
Relative total return index level, rebased to 100 in 1990
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SEEKING SUSTAINABLE INCOME
Central bank actions so far this year have performed the
essential role of keeping government borrowing costs low but,
for those seeking income, the negative side effect is that lowrisk income options are increasingly scarce.
Investors have been turning to higher risk asset classes,
including equities, for income over recent years, yet dividend
cuts have become a hot topic as companies look to shore up
balance sheets against the shock from Covid-19. While we
acknowledge that many companies – particularly those who are
receiving government support – may find it difficult to maintain
payouts over the coming months, it is essential not to mistake
what, for many firms, will be a cyclical issue for a structural
one. On a regional basis, we see US dividends as most resilient.
The lower dividend payout ratio of the US market provides
companies with more flexibility to maintain dividends in periods
of weaker earnings. Higher use of buybacks provides a buffer
for companies to cut before dividends are hit. Regulatory
pressure on banks, in particular, has also been lower so far in
the US than in Europe.
Riskier parts of fixed income, such as corporate credit and
emerging market debt, are other areas that may warrant
attention when hunting for income. The Federal Reserve’s
decision to buy both investment grade and high yield credit for
the first time helped to pull spreads back from their widest
levels in March, but credit spreads still sit significantly above
their levels of the start of 2020. Central bank purchases in both
the US and Europe should provide something of a backstop for
corporate bond prices in the second half of the year, although
we advocate an increasingly selective approach as investors
move further down the quality spectrum and the need to
differentiate between (more temporary) liquidity issues and
(more permanent) solvency issues becomes more important.
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Outside of fixed income, real assets may also have a larger role
to play in portfolios as an alternative income source. While
asset prices in areas such as infrastructure have not been
immune to the pressures seen in public markets so far this year,
income streams have broadly remained stable. But, of course,
investors will need to be able to accept lower liquidity as the
trade-off for moving into these types of asset classes.
The risks of overstretching for yield when hunting for income
have been made very clear by the market volatility so far in
2020. Higher levels of income can only be achieved via higher
levels of risk in some shape or form. Rather than ramping up
risk to achieve a fixed yield target, income-seeking investors
may be better off using a wide range of asset classes to build
well-diversified portfolios that are in line with their risk
appetite, and accepting the level of yield available as a result.
EXHIBIT 9: DIVIDEND PAYOUT RATIOS
%, three-month rolling average
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60:40 WHEN BOND YIELDS ARE NEAR ZERO
Perhaps the clearest investment challenge that will endure well
beyond Covid-19 is that of how to construct a portfolio in a
world of very low government bond yields.

Meanwhile, shifting to, say, a 90:10 allocation or substituting
government bonds for high yield bonds would help boost return
prospects but result in a portfolio that was far less able to
weather bouts of volatility.

Government bonds have traditionally played two roles in a
portfolio. One is to provide a steady and stable source of
income. The other is to protect a portfolio in times of market
stress. Traditionally, recessions would coincide with central
banks cutting interest rates, sending bond prices higher at a
time when stock prices were falling. This reduced the overall
scale of capital loss in bear markets.

The challenge is therefore to find assets that have low
correlation to stocks and ideally provide income along the way.
While there are still highly rated government bonds – such as
Chinese government bonds – that offer modest positive yields,
in our view it may be better to look to the alternative markets.
EXHIBIT 10, taken from our Guide to Alternatives, shows the
asset correlations. Within liquid strategies, macro funds have
tended to do a good job of providing downside protection. Less
liquid options include direct real estate and core infrastructure,
which both have relatively low correlations to stock markets
and offer relatively strong income.

As we look ahead, developed world government bonds don’t
look like they will serve either purpose. Even long-duration
government bonds provide very little – if any – income in much
of Europe. And unless central banks entertain the idea of taking
interest rates into negative territory (or deeper negative
territory, for those already deploying negative interest rates)
then bond prices cannot rise much in periods of market stress.

EXHIBIT 10: PUBLIC AND PRIVATE MARKET CORRELATIONS
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0,1

0,9

0,4

0,6

0,4

0,0

0,8

0,7

1,0

Equity Long/Short

0,2

1,0

0,0

0,2

0,1

-0,2

0,7

0,5

0,8

1,0

Relative Value

0,1

0,9

0,0

0,2

0,0

-0,1

0,8

0,4

0,8

0,9

1,0

Macro

0,3

0,4

-0,1

-0,1

-0,2

-0,1

0,0

0,1

0,2

0,4

0,3

Macro

1,0

Source: MSCI, Bloomberg Barclays, NCREIF, Cliffwater, Burgiss, HFRI, J.P. Morgan Asset Management. RE – real estate. Global equities: MSCI AC World Index. Global Bonds:
Bloomberg Barclays Global Aggregate Index. U.S. Core Real Estate: NCREIF Property Index – Open End Diversified Core Equity component. Europe Core Real Estate: IPD Global
Property Fund Index – Continental Europe. Asia Pacific (APAC) Core Real Estate: IPD Global Property Fund Index – Asia-Pacific. Global infrastructure (Infra.): MSCI Global Quarterly
Infrastructure Asset Index (equal-weighted blend). U.S. Direct Lending: Cliffwater Direct Lending Index. Global Private Equity: Cambridge Associates Global Private Equity Index.
U.S. Venture Capital: Cambridge Associates U.S. Venture Capital Index. Hedge fund indices include equity long/short, relative value, and global macro and are all from HFRI. All
correlation coefficients are calculated based on quarterly total return data for the period 06/30/08 – 09/30/19. Returns are denominated in USD. Data is based on availability as
of 31 May 2020.
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EXHIBIT 11 uses the return assumptions from our long-term capital market exercise to highlight how the use of these alternatives

might improve the mix of volatility and return for a portfolio.
EXHIBIT 11: EXPECTED RETURNS AND VOLATILITY FOR A EUR INVESTOR IN COMING 10-15 YEARS
% annual compound return
9%
Euro Area Large Cap

8%
7%
Portfolio B

Compound return

6%

Portfolio A
PORTFOLIO A

PORTFOLIO B

Euro Area Large Cap

60%

60%

Euro Government Bonds

40%

20%

European ex-UK Core Real estate

–

10%

Global Infrastructure Equity

–

10%

5%
4%
3%
2%
Euro Government Bonds

1%
0%

0%

5%

10%
Volatility

15%

20%

Source: Long-Term Capital Market Assumptions, J.P. Morgan Asset Management Multi-Asset Solutions. Expected returns and volatility assumptions refer to the next 10-15 years.
Forecasts are not a reliable indicator of current and future results. Data as of 31 March 2020.
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