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Keeping a
Balanced Approach
Path of the economy remains driven by
the path of the virus
Fastest-ever journey for S&P from
record high to bear market and back to
new record high
Partial rebound seen in Q3 but Q4
trajectory uncertain

Global economies seem to be benefiting
from increased openings
Changes in confirmed cases as well as
deaths from virus declining as compared
to earlier in the year

Lots of uncertainty remains: Will we see
added volatility around the election? Is
more fiscal aid coming?
Challenges in fixed income: Low bond
yields translate to lower expected
returns; will Treasuries continue to be a
hedge for equities in a downturn?

SOURCE: MORNINGSTAR; RUSSELL, MSCI, DOW JONES,
BLOOMBERG BARCLAYS, ICE BOA ML BENCHMARKS SHOWN;
PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS

The Upcoming
Election
I know there hasn’t been much talk about
this lately but there is an upcoming election
(yes, I am being sarcastic). Not surprisingly,
there are a lot of prognostications taking
place on how the markets will fare with
several potential scenarios (Republican/
Democrat as President, Republicans/
Democrats in charge of Senate/House).
Let’s make it clear that the outcome of any
election can have an impact on tax policy,
social security and many other factors, and
can therefore impact your financial plan.
However, when it comes to the markets, we
would caution investors from making
emotional decisions based on how they feel
about the candidates and the party in power.
We provide this caution as history shows,
making decisions solely based on party
affiliation have led to suboptimal
investment results. “How so?” you ask.
Exhibit 1 shows the growth of $10,000, from
1961-2019, investing only when each
particular party was president vs. investing
through the entire period. As you can see,
staying invested has far and away been the
prudent strategy.
In fact, the average return of the S&P 500 for
all presidential terms from 1929-2019 is an
astounding 10.3% and there have only been
four presidential terms with negative returns
(1929-1932, 1937-1940, 2001-2004, 20052008; source: S&P).

EXHIBIT 1

SOURCE: SCHWAB CENTER FOR FINANCIAL RESEARCH WITH
DATA PROVIDED BY MORNINGSTAR, IBBOTSON US LARGE CAP
STOCK INDEX, PAST PERFORMANCE IS NOT INDICATIVE OF
FUTURE RESULTS

But with Covid-19, a divided country politically,
and a lot of social unrest, this time feels
different to many. And we would agree,
somewhat, this time is different. In fact, you
could make the argument that the exact
circumstances have always been different. We
have been through World Wars, terrorist
attacks, a dot-com crash and a few financial
crises to name just a few significant events.
While each of these events are important at
the time, when you look at them over a
longer time period in relation to the
markets, the disciplined investor has done
much better than the investor who thinks
they can successfully time the market.
Keeping it in perspective, markets are made up
of public companies that are required to make
decisions that are in the best interest of their
shareholders. Whether there is a currency
crisis, a change in corporate tax policy, or a
change in tariffs, to name a few examples, the
leadership of these companies must adapt to
their environment in order to build capital for
their shareholders.
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U.S. Equity
As we think about what happened in Q3 2020,
let’s remember that from February 19, 2020
through March 23, 2020, the S&P was down
over 33% (source: Morningstar) in what is the
fastest move from record high to bear market
in history. Based on that nugget of
information, it would have been hard imagining
writing this next sentence. Amazingly, in August
2020, the S&P 500 hit its first new record since
February 2020, in what is also the fastest
recovery on record, just 126 trading days from
peak to peak.
EXHIBIT 2

Exhibit 2 provides the 126-trading day reference
with the next fastest recovery taking 310 trading
days. How many prognosticators suggested this?
While the performance of the S&P is impressive,
it also presents some challenges. For one, the
S&P has become increasingly concentrated
with a few stocks carrying more weight than
others, both literally and figuratively. As of
September 30, the top 5 stocks in the S&P (Apple,
Microsoft, Amazon, Facebook, Alphabet/Google)
comprise over 22% of the index (source:
iShares.com). This means the other 495 stocks
comprise the other 78%. Exhibit 3 shows how the
top 5 stocks have become a larger part of the S&P
500 over the years (spoiler alert: the NASDAQ is
even more concentrated!).
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EXHIBIT 3

What this simply means is that the more
concentrated the index becomes, the more
the returns of the overall index are driven
by the largest companies. While this has
worked for the S&P as of late, it can also work
just as powerfully in the other direction. Just
how impressive has the performance been of
these top 5 stocks? Let’s simply just look at the
performance of these top 5 stocks vs. all the
other stocks in the S&P 500. Overall, as exhibit
4 shows, the S&P 500 from the beginning of
2020 through August 31 returned 10%. Over
the same time period, the top 5 stocks returned
49% while the remaining stocks in the index
actually had a negative 3% return overall.
EXHIBIT 4

SOURCE: S&P DATA, JANUARY 1, 2020 – AUGUST 31, 2020

As most investors hold a more globally
diversified portfolio (including fixed income)
and not just the S&P 500, it is likely, and
expected, that client portfolios have
performed worse than the S&P on a year-todate basis. The bottom line is using the S&P
500 as a benchmark comparison for a
globally diversified portfolio is an
inappropriate comparison.
Looking across the style and size spectrum,
we have also done some work in valueoriented investments and found value stocks
tended to correlate more with positive
economic growth and inflation outlooks.
Needless to say, that has not been the
environment lately, so we have seen value
suffer. It is a similar story for small
companies, especially in cyclical sectors like
real estate and financials.
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Non-U.S. Equity

Global REITs

International equities were also quite strong
in the third quarter. Different from their US
counterparts, international small cap stocks
jumped 10.3%, beating developed large cap
stocks, which went up by 4.8%, while emerging
market stocks gained 9.6%.

Global REITs, as represented by the Dow Jones
Global Select REIT, generated a 7.1% return for
the quarter. However, REITs continued to lag
their equity counterparts, both for the
quarter and on a year to date basis. The easy
narrative on REITs is that they are doing poorly
for obvious reasons, whether that is because
retail (e.g. malls) is hurting (and it’s only gotten
worse with the pandemic) or that
employers/employees are going to stay virtual
and that office space will bear the brunt of that
decision. That is not the entire story, though.
For one, many leases are long-term in nature,
so completely cutting ties with your lease can
be difficult. Similarly, in various surveys of
large company CEOs, there seems to be an
expectation that most employees will be
returning to their office space once they are
safely able to. Even mall owners are adapting. A
recent article in the Wall Street Journal wrote
about how Simon Properties, the largest mall
owner in the US, is adapting by looking into the
possibility of partnering with Amazon.com to
use the empty department store space for
distribution. Finally, REITs can include many
different types of properties, some of which
including cell towers, data centers, warehouses
and storage facilities, which react differently to
market conditions.

The positive returns for developed
international equities were generated in July
and August as September brought concerns of
a second wave of infections to Europe, which
weighed negatively on returns. In looking at the
European Union, EU leadership has been acting
in a coordinated and impactful way, trying to
limit the damages from the virus. Part of the
plan called for the issuance of common debt by
the European Commission.
Overall, the countries with large weightings
in non-US developed indexes (Japan,
Germany, UK, France, Switzerland, Canada) all
underperformed the US broad market.
Another reason for positive international equity
returns has been the declining dollar. The
dollar experienced some ups and downs over
the quarter, but overall ended the quarter
lower versus where it started and has been
declining since the dollar was peaking at the
height of the virus in March 2020.
Can international stocks continue to post
strong returns? We think it is certainly
possible in an environment where there is a
strong and coordinated policy response, a
weaker dollar, and where valuations are
relatively cheaper as compared to US stocks.
Emerging market stocks outperformed the US
broad market during the third quarter as China,
Taiwan, South Korea, and India all
outperformed the US (stocks in these countries
represent over 70% of the MSCI Emerging
Markets Index).
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Global Fixed
Income
Fixed income indexes were positive for the quarter
with US corporate high yield leading the way with a
4.6% return, compared to the 3 Month US Treasury
bill, which was flat.
Treasuries continue to be the bond asset of choice
when concerns increase regarding the virus or the
recovery from the virus. At the same time, with 3month Treasury yields at 10 bps and 5-year
Treasuries at 28 bps at quarter end, there is neither
a lot of income nor capital appreciation expected
from these fixed income assets. Treasuries
showed little change overall for the quarter. In
reality, the market (based on the Fed’s guidance
that they aren’t thinking about raising rates) is not
pricing in any rate increases through 2023.
If we think about corporate bonds, we can still find
higher yields vs. Treasuries while still focusing on
investment grade bonds. An admitted challenge
with this approach is that we are not the only
investors looking for high quality yield, and with
investors purchasing large amounts of high quality
corporate bonds, spreads over Treasuries have
dropped dramatically from their peaks this year
and are towards the bottom of their 20-year ranges
(source: JPMorgan Guide to the Markets as of
September 30, 2020).

Municipal bonds had positive returns for the
quarter and on a year-to-date basis even
while state and local government budgets
have been stressed due to the virus’ impact
on tax revenues. It is important to remember,
however, that defaults in municipal bonds are
quite rare for a variety of reasons, including the
fact that governments can raise taxes to pay for
shortfalls. It is also important to remember that
there is a large variety of bonds across the
municipal bond landscape, with differences
ranging from type (Government Obligation vs.
revenue) to issuer (state, local govt, etc.), and
that challenges in one municipality do not
immediately equate to challenges across all
municipal bonds.
Inflation continues to be a buzzword on the
minds of investors. As a reminder, inflation is
simply defined as a general increase in prices
and a decrease in the purchasing power of
money. For bond investors, the higher the
expected rate of inflation, the higher yields will
rise across the yield curve as investors demand
more compensation. Until recently, one of the
Fed’s key objectives was to keep inflation at or
below 2%, both to prevent inflation from getting
to high and too low. However, in late August
the Fed changed to having an “average” 2%
inflation measure (what the Fed is calling
inflation targeting), meaning inflation could
rise above its 2% target without much
concern from the Fed, leading to potential
inflation uncertainty. Currently, whether you
look at headline or core inflation, and whether
you use CPI or PCE to measure inflation, the
current results are all below the 2% target.
However, if we were to see a quick acceleration
in the economy from a vaccine, that could lead
to higher inflation. With yields as low are they
are across the fixed income landscape today,
high and increasing inflation would be bad news
for fixed income investors in the short term. The
aforementioned rise in yields due to higher
future inflation adjustments should compensate
or that in the long run.
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The Fed also announced they were going to
focus on their other mandate, full
employment. Since so many jobs have not
returned since the depth of the recession, the
Fed definitely has their work cut out for itself.
From a global fixed income standpoint,
changes in global government bond interest
rates were mixed for the quarter. The UK, for
example, saw yields increase across the curve
while Germany experienced the opposite, with
all maturities ending the quarter in negative
territory.
As we discussed last quarter, in order to
generate more return, investors need to
assume more risk and in fixed income, that
means either extending duration or lowering
credit quality. There are many tradeoffs that
have to be weighed very carefully before
implementing either strategy.
We continue to view fixed income as a method
of reducing overall portfolio risk (as measured
by standard deviation), given that equities are
expected to have much higher volatility. Our
portfolio’s focus will continue to be on high
quality bonds with an emphasis on short to
intermediate duration government and
corporate bonds, where default risk has
historically been relatively low. For some
investors, muni bonds are attractive for their
tax-free income.
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Mario is the Chief Investment Strategist for XY
Investment Solutions and the President &
Founder of East Bay Financial Services. He
began his investment career with Vanguard
mutual funds in Valley Forge, PA, where he
consulted institutions and financial advisors on
investment policy, portfolio construction, and
Exchange-Traded Funds (ETFs). He also
contributed to the research and publication of
the firm's world-renowned investment
philosophy and served as a municipal bond
fund specialist. Mario is Past President of CFA
Society South Carolina and Former Chairman
of the College of Charleston Finance
Department Advisory Board. His approach to
investments has been featured in Investment
News and NAPFA Advisor Magazine, among
other publications.

Eric enjoys sharing his knowledge and
experiences with colleagues and clients
having worked for a variety of firms both
large and small. This includes 7+ years with
Goldman Sachs Asset Management where he
held roles in areas such as performance
measurement, client service, risk analysis and
portfolio construction. He also served as the
Chief Investment Officer for RSM U.S. Wealth
Management for 10+ years, providing
strategic leadership and solutions for their
national investment platform.Eric is a proud
graduate of Indiana University where he
earned a B.S. in Finance. He also earned the
Chartered Financial Analyst (CFA) designation
in 2001 and continues to stay involved in the
local society.
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your XYIS team

Portfolio management and subadvisor services are offered through XY Investment Solutions (XYIS), a Securities
Exchange Commission registered investment advisor based in Bozeman, MT. XYIS and its representatives are in
compliance with the current filing requirements imposed upon Securities Exchange Commission registered investment
advisors by those states in which XYIS maintains clients. For a detailed discussion of XYIS and its advisory fees, see the
firm’s Form ADV Part 1 and 2A on file with the SEC at adviserinfo.sec.gov.

XY Investment Solutions, LLC (“XYIS”), through its partnership with East Bay Financial Services, LLC (“East Bay”), builds
investment models through a technology solution, and supports financial planners with investment strategies based on
research, experience, and sound rationale. XYIS primarily allocates client assets among various mutual funds and/or
ETFs. XYIS may also allocate client assets in individual debt and equity securities, options and independent investment
managers. XYIS's services are based on long-term investment strategies incorporating the principles of Modern Portfolio
Theory. XYIS manages client investments in portfolios on a discretionary basis.
Email support@xyinvestmentsolutions.com with specific questions about models you may be using or considering in
your practice.
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DISCLOSURES
The commentary contained herein is intended to be general and educational in nature, and is not intended to be used as the primary basis for
investment decisions, nor should it be construed as advice designed to meet the particular needs of an individual investor. Nothing contained
herein should be considered legal, tax, accounting, investment, financial, or other professional advice, and should not be construed as an offer to
sell, a solicitation of an offer to buy, or a recommendation of any security or other financial product or investment strategy. Investors should
consult with a qualified professional advisor before taking any action based on this commentary.
Investing in mutual funds, exchange-traded funds (“ETFs”), and other equity and debt securities involve risks, including loss of principal. Any
performance data quoted represents past performance. Past performance does not guarantee future results and principal value will fluctuate so
that an investor’s investments, when redeemed, may be worth more or less than their original cost. Performance data quoted does not account for
any advisory fees imposed by XYIS or any independent and unaffiliated financial planners, or other transaction charges, expenses, taxes, or other
fees and costs. Performance of an investor’s actual portfolio will differ from any performance presented.
Investing in foreign securities may involve certain additional risk, including exchange rate fluctuations, less liquidity, greater volatility and less
regulation. Small company stocks may be subject to a higher degree of market risk than the securities of more established companies because
they tend to be more volatile and less liquid. Bonds are subject to risks, including interest rate risk which can decrease the value of a bond as
interest rates rise. REIT investments are subject to changes in economic conditions and real estate values, and credit and interest rate risks.
Investors cannot invest directly in an index. Indexes are unmanaged and reflect reinvested dividends and/or distributions, but do not reflect sales
charges, commissions, expenses or taxes.
An investor should consider a portfolio’s investment objectives, risks, charges and expenses carefully before investing. The underlying funds’
prospectus contain this and other important information. Please read any applicable prospectus carefully before investing.

Benchmark descriptions: MSCI ACWI Index, MSCI’s flagship global equity index, is designed to represent performance of the full
opportunity set of large- and mid-cap stocks across 23 developed and 24 emerging markets, covering approximately 85% of the free floatadjusted market capitalization in each market. Russell 3000 Index is a market-capitalization-weighted equity index that tracks the
performance of the 3,000 largest U.S.-traded stocks which represent about 98% of all U.S incorporated equity securities. Standard & Poors
500 is an index based on the market capitalizations of 500 large companies having common stock listed on the NYSE or NASDAQ. The S&P
500 index components and their weightings are determined by S&P Dow Jones Indices. Russell 1000 Index is an index of approximately
1,000 of the largest companies and is a subset of the Russell 3000, comprising approximately 90% of total market capitalization of all listed
US stocks. Russell 1000® Growth Index is a market capitalization weighted index that measures the performance of those Russell 1000®
companies with higher price-to-book ratios and higher forecasted growth values. Russell 1000® Value Index is a large-cap value index
measuring the performance of the largest 1,000 U.S. incorporated companies with lower price-to-book ratios and lower forecasted growth
values. Russell 2000® Growth Index measures the performance of the Russell 2000 companies with higher price-to-book ratios and higher
forecasted growth values. Russell 2000® Value Index is an unmanaged, market-value weighted, value-oriented index comprised of small
stocks that have relatively low price-to-book ratios and lower forecasted growth values MSCI EAFE (Europe, Australasia, Far East) Index is
designed to measure the equity market performance of developed markets outside of the U.S. & Canada. MSCI EAFE Small Cap Index
captures small cap representation across Developed Markets countries around the world, excluding the US and Canada. MSCI Emerging
Markets Index captures large and mid cap representation across 24 Emerging Markets (EM) countries and covers approximately 85% of the
free float-adjusted market capitalization in each country. MSCI Frontier Markets Index captures large and mid cap representation across 29
Frontier Markets countries and covers about 85% of the free float-adjusted market capitalization in each country. Dow Jones Global Select
REIT Index is designed to measure the performance of publicly traded REITs and REIT-like securities and is a sub-index of the Dow Jones
Global Select Real Estate Securities Index (RESI), which seeks to measure equity real estate investment trusts (REITs) and real estate
operating companies (REOCs) traded globally. The index is designed to serve as a proxy for direct real estate investment. Dow Jones U.S.
Select REIT Index tracks the performance of publicly traded REITs and REIT-like securities and is designed to serve as a proxy for direct real
estate investment, in part by excluding companies whose performance may be driven by factors other than the value of real estate. The
index is a subset of the Dow Jones U.S. Select Real Estate Securities Index. Dow Jones Global ex-US Select REIT Index is designed to measure
the performance of publicly traded REITs and REIT-like securities traded globally ex-US. ICE BofAML 3-Month T-Bill Index is an unmanaged
index that measures returns of three-month Treasury Bills. ICE BofAML 1-5 Year US Treasury, Corporate and Municipal Indexes are subsets
respectively of ICE BofAML US Treasury, Corporate and Municipal Indexes including all securities with a remaining term to final maturity
greater than or equal to 1 year and less than 5 years. ICE BofAML 5-10 Year US Treasury, Corporate and Municipal Indexes are subsets
respectively of ICE BofAML US Treasury, Corporate and Municipal Indexes including all securities with a remaining term to final maturity
greater than or equal to 5 years and less than 10 years. ICE BofAML 10+ Year Treasury, Corporate and Municipal Securities Index are subsets
respectively of ICE BofAML US Treasury, Corporate and Municipal Securities Indexes including all securities with a remaining term to final
maturity greater than or equal to 10 years. Bloomberg Barclays Global Aggregate Bond Index provides a broad-based measure of the global
investment-grade fixed income markets (one version shown with its currency hedged back to the USD and is noted as such). Bloomberg
Barclays US Aggregate Bond Index is a broad-based flagship benchmark that measures the investment grade, US dollar-denominated, fixedrate taxable bond market. The index includes Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid
ARM pass-throughs), ABS and CMBS (agency and nonagency). J.P. Morgan Global (ex-US) Government Bond Index: Is the standard
unmanaged foreign securities index representing major government bond markets outside the US markets (one version shown with its
currency hedged back to the USD and is noted as such). ICE BofAML US Inflation-Linked Treasury Index tracks the performance of U.S. dollar
denominated inflation linked sovereign debt publicly issued by the U.S. government in its domestic market. Qualifying securities must have
at least one year remaining term to final maturity and no more than 5 years to maturity. Bloomberg Barclays U.S. Corporate High Yield Bond
Index is a total return performance benchmark for fixed income securities having a maximum quality rating of Ba1.

