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U.S. stocks just had their best quarter in over 20 years, as the S&P 500 posted a 20.5% total return in the 
2Q2020. Massive global stimulus and a rebound in global economic activity have fueled the record run 
in stocks. The Federal Reserve has done more than anyone could have imagined to flood the system with 
money. For the market to continue to advance requires faith in a couple of key related presumptions: 
Near zero rates and supportive monetary policy will remain in place for as long as it takes, as indeed the 
Fed has promised, and will prevail. Science will also prevail, in the form of effective medical treatments 
or a vaccine for the novel corona virus, and economic activity will continue to rebound.  
 
 
Animal Spirits and A New Generation of Retail Investors 
 
Liquidity driven rallies are deceptively attractive and tend to result in excessive risk taking. Valuations 
now reflect the good news, and certain segments of the market – parts of technology and some of the 
NASDAQ leaders -are outright speculative. It reflects complacency among investors that not only did 
the worst not come to pass but the Fed “has our back” so we can take on all sorts of risks. A new 
generation of retail investors has emerged, helping to propel stocks higher and higher. Sports gambling 
enthusiasts have taken up trading from home and are bidding up momentum stocks. Reminiscent of the 
dot-com era of the late 1990s, today’s market has given rise to the “Robinhood” retail investor (a popular 
commission free trading app and platform for small investors that allows trading of even fractional 
shares). Retail participation is at levels not seen in 20 years. We all know the dot-com tech bubble ended 
badly. But it took almost two years of irrational exuberance and warnings before the price was paid.  
 
 
The Virus, The Economy and Stock Valuations  
 
The Market Cap to GDP ratio is a good longer-term broad measure of where equity valuations stand, 
and it gives us some cause for concern. The Wilshire 5000 Stock Index total capitalization currently 
stands at 144% of U.S. GDP. The only other time it has reached this level in the past 50 years was in 
2000 and it has now reached or exceeded the 2000 peak depending on the method of calculation. Some 
of this can be explained by the sharp drop in GDP due to the economic shutdown, but even normalized 
it at least matches the Y2K record level.  
 
Values also appear decoupled from the difficult and uncertain times we are facing. The novel corona 
virus caused great and perhaps long-term damage to our economy. The cost of the shutdown was 
catastrophic to small business and main street America, and erased 7 years of employment gains. The 
upcoming U.S. elections and the level of national political and cultural conflict are also not insignificant 
risks.  
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Possible Outcomes for the Coronavirus & Related Probabilities 
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Conclusion: A Time to Be More Defensive  
 
All of this leads us to believe that now is a time to get somewhat more defensive, and we have already 
begun to take action to raise cash levels and protect significant gains achieved over the past few years. 
Investors need to be patient and disciplined at this stage of the game. Our investment strategy is to be 
prepared for heightened volatility in the second half of the year. This involves holding higher than normal 
cash levels in our portfolios.  Lessons of past liquidity driven markets teach us that you do not want to 
fall behind the curve. When irrational exuberance and a retail driven bubble pops, things can go downhill 
very quickly. Yesterday’s darlings become morning hangovers and leave momentum investors 
wondering how they could have put so much money at risk. We will continue to opportunistically raise 
cash and wait for a correction. When the time comes, we will have a chance to buy great companies 
trading at far better prices.  
 
 
 
 
 
 

 
 

 


