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Second Quarter 2020 Investment Outlook 

 
 
Summary 
 
The world is dealing with a once-in-a-century event that will likely change the way we live forever. While 
the concept of a pandemic is not something completely out of left field, it is now clear that no country or 
government was able to effectively contain it and prevent the unfolding crisis. The human toll has been 
immense, with over 100,000 deaths worldwide, including hundreds of healthcare professionals and first 
responders. 
 
There is a tremendous amount of blame to spread around starting, of course, with China. But it cannot 
stop there: even the most developed countries, the U.S. first among them, were found completely 
unprepared for the pandemic and unable to mount an effective response. 
 
But that should be a story for another time, after the crisis is behind us. Right now, the world is rightfully 
consumed with fighting COVID-19 and the crisis represents the ultimate Catch-22 scenario: in order to 
control the spread of the virus and save lives, most of the world’s economic activity had to be shut down, 
leading to staggering unemployment and conditions under which many businesses will likely cease to 
exist even with significant government support. 
 
Despite the above, there are reasons for optimism. The world has weathered other existential crises in the 
past only to emerge stronger. 
 
In past crises, especially during the Great Depression of 1929, the government and central banks were 
slow to react and some of their actions even made the crisis worse. In this one, global central banks and 
governments seemed to have learned their history lessons and have acted with unprecedented speed. 
Finally, historical evidence is unanimous that economic and market crises lead to significantly higher 
long-term returns for patient investors. 
 
World’s economic and market prospects now all come down to how effectively we can end the pandemic 
and restart business activity. If the spread of COVID-19 peaks within the next few weeks, economies 
could recover more quickly. Financial markets will require more time before volatility subsides and a 
proper assessment of fair value for the assets can be determined. 
 
The phrase “live to fight another day” has never been more apropos in both life and investing. 
 
 
 
Mark J. Majka, CFA 
Chief Investment Officer 
 
April 10, 2020 
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The Ultimate Catch-22 

The deadly COVID-19 pandemic, which began to impact the U.S. in February, represents a great threat to 
our nation’s stability and the ultimate Catch-22 scenario. The only way the U.S. can control the spread of 
the virus and save lives has been to shut down economic activity and severely limit the freedom of 
movement. To win the war with the virus, the country had no choice but to inflict serious short-term 
damage to itself. 
 
This leads to a plethora of bad outcomes across many dimensions. What no one can predict today is how 
the economy comes out on the other side of the pandemic. How quickly will companies bring employees 
back to work? How quickly will people return to public life? How fast will economic activity return to 
normal? None of these important questions can be answered at this time.  
 
Both the Federal Reserve and the Federal government have taken unprecedented actions at unprecedented 
speed to respond to the economic impact of the pandemic. It took the Fed and Congress about six months 
to fully respond to the 2008/2009 Global Financial Crisis. It took the Fed only about two weeks to 
respond to the COVID-19 crisis, cutting interest rates to near 0% and stepping in as a lender of last resort 
to bring liquidity back to bond markets, which had become dysfunctional in a matter of days. The Fed 
also increased its balance sheet to over $5 trillion in order to buy bonds from the market, infusing 
desperately needed liquidity and financial order. Congress also acted swiftly, passing a massive $2 trillion 
spending bill in about three weeks to help small businesses and get money into the hands of Americans. 
The debate has already started about the next emergency spending package, which will also exceed one 
trillion dollars. 

 
Everyone should prepare for some horrific economic datapoints in the short-term. More than twenty 
million people could be unemployed by the end of April. U.S. second quarter real GDP could experience 
a 30% decline. The recently passed CARES Act provided $350 billion to assist small businesses.  In the 
first week of accepting applications, loan requests totaled $1.7 trillion. We will need a much bigger boat 
as some of the economic damage will be worse than what occurred during the Great Depression, but over 
a substantially shorter period.  
 
The COVID-19 situation remains fluid from day to day and week to week. In order to beat our newest 
enemy, the U.S. had no choice but to accept a short-term economic depression. 
 
It is the ultimate Catch-22. 

 
 
Employment 
During the Great Depression from 1929-1939, the unemployment rate hit 25% in 1933. Remember those 
pictures in high school social studies books of bread and soup lines? Just four weeks into this COVID-19 
crisis, food pantries across the U.S. are already swamped with customers and running out of food 
supplies. The Greater Community Food Bank in Pittsburgh had a mile long, 800 car line where the wait to 
get to the handout point was 5 hours. 
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Internet search trends provide some indication of where unemployment may be headed. The following 
chart shows Google searches for “How Do I File For Unemployment” since 2004. Note the seemingly 
minimal increase in these searches during the 2008 financial crisis. Compare this to the current levels to 
get a sense of the potential magnitude of people who have been furloughed or laid off due to the 
pandemic.  Except for the military, healthcare, and businesses that deal with essentials such as food, 
employment in virtually every industry in America has been negatively impacted by this event. 
 

 
 
Cornerstone Macro estimates that April Non-Farm payrolls (to be released on May 8th) could decline 20 
million and the unemployment rate will increase from 4.4% in March to 17%. If the 25% unemployment 
level that occurred in the 1930s represented a Great Depression, then a 17% unemployment level can be 
referred to as a Mini Depression. The unemployment rate could well exceed 20% at some point during the 
COVID-19 crisis. Even after COVID-19 cases peak and recede, governments are likely to be cautious 
with authorizing larger gatherings and it will take some time for the unemployment rate to get back 
towards the very low levels of January 2020. 
 
Below is a chart of a Household Employment survey produced by Alhambra Investments. Note that in 
January 2009 at the peak of the Global Financial Crisis, the survey level hit -1.22 million when the 
unemployment rate peaked near 10%. In just the first month at the start of the COVID-19 crisis, the 
survey hit -2.99 million. The Bureau of Labor Statistics estimated that 16.3 million people were employed 
in the leisure and hospitality industry in 2018. According to a 2017 industry report from Deloitte, the 
leisure and hospitality industry generated $800 billion of annual revenues. Just this one industry alone has 
probably experienced employment and revenue declines of 80+% over the past 30 days. 
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Consumer Confidence 
In times of crisis, consumer confidence naturally drops leading to changes in peoples’ behavior, primarily 
consumption. The next chart shows the Bloomberg survey of Consumer Comfort, which is captured every 
2 weeks. It shows a quick drop to the levels not seen since survey’s start in 1985. The current pandemic 
appears to be worse for consumer confidence than the Dot-Com crash, 9/11 terrorist attacks, or the 
2008/2009 Global Financial Crisis. 
 
Since consumer spending represents over 60% of U.S. real GDP, this level of consumer discomfort 
suggests that a difficult year lies ahead for the U.S. economy. In addition, it may take a while before 
consumers once again feel confident enough to return to their former spending patterns. Typical consumer 
spending items like eating out, taking trips, and buying cars will likely take a long time to normalize. For 
example, annualized car sales in the U.S. may decline from January’s 17.5 million to under 9 million in 
April, a decline of over 50%. It was even worse in China, where auto sales declined 90% during the 
country’s strict lockdown.  How quickly consumer spending returns to prior levels will depend a great 
deal on how quickly people return to work and unemployment levels decline.      
 

 
 

 
Regional Economic Impacts 
According to Moody’s research, 80% of the most populated counties in the U.S. are on lockdown, 
representing 96% of U.S. economic output. New York City, our largest city as well as largest COVID-19 
hot spot, represents approximately 8% of the country’s real GDP. As shown in the next chart, business 
conditions there have declined to levels not seen over the last 25 years. 
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New York City will likely hit peak growth rate of new COVID-19 cases sooner than other parts of the 
country, but some other major U.S. cities are still experiencing rising case growth rates including Detroit, 
Chicago, Miami, Washington DC, and New Orleans. These cities will likely hit peak COVID-19 case 
growth until several weeks after New York City. Most of these cities were slower to implement 
restrictions on large gatherings or implement shelter-in-place rules. 
 
The nation’s bright spots were Washington, Oregon, and California. Seattle had some of the earliest 
COVID-19 cases but has also implemented some of the best containment policies in the nation and should 
be one of first areas to recover as a result. While the news headlines will get better for New York City and 
people will get a sense of relief and optimism that the worst is over, select areas of the country may not 
experience similar improvements for several more weeks. 

 
 
Bear Market Comparisons 
The definition of a bear market is when the stock market declines at least 20% from its most recent peak. 
The next chart shows the amount of time it took for the stock market (as measured by the S&P 500 index) 
to hit a -25% return from the market peak during prior bear markets. The current bear market decline was 
the fastest on record, reaching a -25% decline in just 16 days. The second fastest decline in history was 
back in 1929 at the start of the Great Depression when it took 27 days for the market to decline -25%.  
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The following table lists all prior bear market periods and groups them into categories defined by the 
severity of the market decline and translates each decline to the analogous level on the S&P 500 Index 
during the current crisis. 
 

 
                                    Source:  Seeking Alpha 
 

The only bear market that fell into the “Extremely Severe” category (bottom of table) was the period 
between 1930 to 1932 (lasting 820 days) at the start of the Great Depression when the stock market 
declined 83%. If we assume that the current downturn will not be as bad, but will still be categorized as 
“Severe,” then history would suggest we should expect a “Max Decline” of about 50% on the S&P 500 
index. This would translate into a decline to about 1,700 or another 35% before the ultimate bottom of 
this bear market is reached. However, these forecasts are by their nature highly speculative as every crisis 
and bear market are different. 
 
The most significant difference this time is the speed and magnitude of stimulus. During past recessions, 
the Federal Reserve was never as aggressive with the level of policy actions taken to help address 
economic crises. Today, the Fed and other major global central banks are all at zero interest rate policies 
and are also using Quantitative Easing (i.e. bond buying) to expand their balance sheets to pump trillions 
of dollars of liquidity into the financial system and prevent the worst-case economic scenario. In addition, 
$2.2 trillion of fiscal stimulus programs have already been approved by Congress, with another $1+ 
trillion spending bill likely coming within a few months. Many U.S. states are also likely to implement 
their own emergency spending bills to support local economies. 
 
This degree of monetary and fiscal support for the current crisis is as unprecedented as the crisis itself. 
The hope is that these programs will allow for a fast and robust economic recovery once the pandemic is 
contained and life begins to normalize. 
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Higher Future Investment Returns 
Another reason for long-term optimism is that crises and associated declines in prices lead to above-
average asset returns in the future. The next table by Research Affiliates, Inc. shows the median 10-year 
(2020-2029) annualized real return forecasts for five major asset classes that most investors have in their 
investment portfolios as of the end of 2019 as well as three months later, after the pandemic-driven 
market declines. (Note: “real” returns are adjusted for the impact of inflation, unlike “nominal” returns) 
 
 
                                                              Forecast  Forecast 
                                                              12/31/19               3/31/20           Difference 
 
U.S. Large Cap Equities   0.3%  1.5%  +1.2% 
 
U.S. Small Cap Equities   1.8%  2.4%  +0.6% 
 
Int’l Developed Market Equities  4.9%  7.3%  +2.4% 
 
Emerging Markets Equities  6.8%  9.3%  +2.5% 
 
U.S. Investment Grade Bonds   -0.1%  -1.0%  -0.9% 

 

 
Note that, at the beginning of the year, forecast for U.S. equities and bonds was extremely poor compared 
to historical returns. For example, forecasted annual return for a 60/40 mix of U.S. large cap stocks and 
investment grade bonds came out to about +0.14% over the next 10 years. 
 
The latest real returns forecast as of 3/31/20 shows that all asset classes except for investment grade 
bonds have seen a notable increase in their prospective 10-year real return forecasts.  As stocks declined 
over 20% during the first quarter, stock valuations also fell which increased future returns.  The biggest 
jumps in potential expected real returns were for international developed and emerging markets equities. 
U.S. large cap stock forecasted returns also increased, but not to the same extent because they still have a 
significantly higher relative valuation. Real return expectations for bonds worsened, with an even larger 
negative annualized return forecast from three months ago. 
 
An interesting consideration is what all of this means for investment portfolios going forward. The first 
implication is that maintaining globally diversified portfolios of U.S. and international stocks and bonds 
will be critical in order to capture higher future returns. 
 
Another important point to make is that, because of their poor forecasted returns, U.S. bonds are likely to 
become a significant drag on investment portfolios, potentially forcing investors to reduce exposure. 
 
Consequently, the traditional U.S.-based 60% stock / 40% bond portfolio that many investors have been 
relying on for decades for stable risk-adjusted returns may become obsolete after the current crisis. To 
maximize future returns, investors will be forced to change the way they construct portfolios. 
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IMPORTANT DISCLAIMER:  
 
This report and all content on www.kastelcapital.com is presented for educational and/or entertainment purposes 
only. Under no circumstances should it be mistaken for professional investment advice, nor is it intended to be taken 
as such. The commentary and other contents simply reflect the opinion of the author alone on the current and future 
status of the markets and various economies. It is subject to error and change without notice. The presence of a link 
to a website does not indicate approval or endorsement of that web site or any services, products, or opinions that 
may be offered by them. Neither the information nor any opinion expressed constitutes a solicitation to buy or sell 
any securities or investments. Do NOT ever purchase any security or investment without doing your own and 
sufficient research. None of the parties adding to or affecting the content of www.kastelcapital.com in any way shall 
have any liability for any loss sustained by anyone who has relied on the information contained herein. Neither 
www.kastelcapital.com nor any of its principals or contributors are under any obligation to update or keep current 
the information contained herein. The principals and related parties of www.kastelcapital.com may at times have 
positions in the securities or investments referred to and may make purchases or sales of these securities and 
investments. The analysis contained is based on both technical and fundamental research. Although the information 
contained is derived from sources that are believed to be reliable, they cannot be guaranteed. 
 
FAIR USE NOTICE: www.kastelcapital.com and reports downloaded from the site contain copyrighted material the 
use of which has not always been specifically authorized by the copyright owner. We are making such material 
available in our efforts to advance understanding of issues of economic and social significance. We believe this 
constitutes a 'fair use' of any such copyrighted material as provided for in section 107 of the U.S. Copyright Law. In 
accordance with Title 17 U.S.C. Section 107, the material on the site and in reports downloaded from the site is 
distributed without profit. If you wish to use copyrighted material from this site for purposes of your own that go 
beyond 'fair use', you must obtain permission from the copyright owner. 
 


