LGIMA’s Q2 2020
Market Commentary
Focus on the macro
Markets remain just as focused on COVID-19 entering the third quarter as they were three months
ago when quarantines were curtailing economic activity to an extent not seen since the Great
Depression. Yet the stakes are now higher after the remarkable rebound in risk assets from the
middle of March. While the recent rise of virus cases in a handful of early-to-reopen states is
unlikely to result in markets returning to the first quarter lows given Fed support, the next few
months will be crucial to determining the speed and completeness of the economic recovery. If
the new hotspot states are unsuccessful at bringing the virus under control without resorting to
economically-damaging lockdowns, the recovery could falter until a vaccine is available and
individuals and businesses can return to their normal activities. Such an outcome would increase
the risk of permanent harm to the economy and likely necessitate further fiscal and monetary
support.
Risk assets appear to be torn between two competing virus hypotheses. The more optimistic one is
that the surge in recent cases is predominantly the result of younger people flouting the rules,
congregating in bars and not wearing masks when in public. If correct, the hotspot states may not
see much of an uptick in deaths and could bend the infection curve downward again without
causing a substantial hit to growth simply by closing higher-risk establishments and enforcing the
wearing of masks. The more pessimistic theory is that the situation in these states is poised to
deteriorate in the coming weeks as deaths accelerate and restrictive stay-at-home orders end up
being the only option to control the virus. While it is too soon to say how states like Florida, Texas
and Arizona will fare, the answer should be evident by mid-to-late July at the latest.
July is likely to be an important month in terms of vaccine news as well. While there are more
than 100 vaccines in some stage of development and many on track to be ready in 2021, there are
just a handful of candidates that could be ready for emergency approval in the Fall and where the
sponsors have production capability sufficient to produce hundreds of millions of doses.
Realistically speaking, there are just three non-Chinese vaccine candidates to track for near-term
relevant news: The University of Oxford/AstraZenca, Moderna and BioNTech/Pfizer. Commentary
from all three companies suggests that their vaccines are likely to begin Phase III trials imminently,
news of which would likely be greeted as a positive. Meanwhile, further advancements on antiviral treatments along the lines of Remdesivir and Dexamethasone are also possible and important
for decreasing the virus’ mortality rate.
While the virus dynamics remain highly uncertain, the behavior of the Federal Reserve over the
past few months leaves little doubt that they will act forcefully and flexibly to support the
recovery. In the space of three months, the Fed balance sheet has increased by over $3 trillion
and there is little to indicate that the FOMC perceive any near-term limit to their security
purchases. If anything, in modifying the terms of the secondary market corporate credit facility in
mid-June, the Fed has shown a willingness to provide more support to markets when wobbles
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appear and a heightened sensitivity to the market’s perception of their credibility. The next step
in the coming months will be to extend the emergency programs past the end of the year and
provide guidance on the normalized pace of Treasury and Mortgage purchases. A key question as
the second half of the year gets underway is whether Fed support will be sufficient to keep asset
prices well-supported in the face of rising fiscal and political risks.
Congress is likely to agree to another fiscal support package when they return from the July 4th
recess, but it appears it will come only after substantially more political wrangling than the
previous deal. While the basis for a compromise would seem to exist along the lines of including a
business liability shield in exchange for state and municipal support, the total size of the fiscal
package remains uncertain, particularly when it comes to the generosity of any extension to the
emergency unemployment insurance. Moreover, the broader conclusion is that fiscal support will
diminish as the year progresses unless the virus’ resurgence leads to widespread quarantines. That
leaves asset prices more exposed to the underlying strength of the economic recovery as time
goes on as well as ongoing Fed accommodation.
Likewise, the Presidential election is set to feature highly during the next six months. The COVID19 crisis and racial equality issues seem to have weakened President Trump’s position and
increased the probability that the Democrats win the Presidency and retake the Senate in
November. While markets may ultimately overcome any trepidation associated with a potential
clean sweep by the Democrats, at least initially, there is likely to be significant concern that
corporate and individual taxes will rise and harm the economic recovery.
The good news is that compared to expectations at the beginning of May, economic activity has
rebounded more sharply than many economists believed would be the case. Amazingly, the
considerable amount of fiscal stimulus provided by the CARES Act has increased the overall level
of discretionary income which has helped drive a rapid rebound in consumption. If the US economy
were to maintain its current trajectory, there would be every reason to think that economic
scarring would ultimately prove limited and the unemployment rate could be well-below 10% by
year-end. Unfortunately, the resurgence of the virus in the US will likely lead to some plateauing
of the recovery. If this softer patch proves temporary, markets may yet look through the noise. On
the other hand, a more serious slowdown that prevents workers from being rehired into the
economy quickly would be difficult to dismiss. As such, it is no exaggeration to say that the next
few months will be critical.

Focus on fixed income
A major debate among market participants is how much of the recovery is already priced into
current valuations after the tremendous second quarter rally. From an investment grade
perspective, the long-term median value since 2000 is 123 basis points in non-recessionary periods
and 217 basis points during recessions. As such, at a current spread of 142 basis points, the US
Investment Grade Index is more than 100 basis points tighter than where it began the second
quarter and no longer pricing in a recession, which is probably appropriate given activity has
rebounded significantly. Yet despite the remarkable rebound in risk assets from the mid-March
lows, there is still a substantial discount in markets associated with companies that are sensitive
to the speed and successfulness of efforts to reopen the economy. For credit markets to continue
to rally, sectors like aerospace, real estate and energy, to name a few, will need to make a
disproportionate contribution.
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In stark contrast to credit and other risk asset classes, the rates market has been conspicuous in
its failure to retrace to anywhere close to pre-COVID-19 levels. The 10-year treasury rate finished
June more than 100 basis points lower than where it entered the year and lower even then where
it entered the second quarter. No doubt, quantitative easing by the Fed is in part responsible. But
the current level of interest rates also suggests that for all the monetary and fiscal stimulus
delivered in the past four months, investors perceive little risk of inflation going forward. That
being said, the steepening of the 5s30s Treasury curve since mid-May indicates that longer-term
concerns may lurk below the surface even if the front-end of the curve remains pinned close to
the zero lower bound.
Asset Backed Securities have continued to recover from March’s COVID-19 liquidity shock. Spreads
on 3-year prime AAA credit cards and auto bonds are now trading at 25-30 basis points after
trading as wide as 400-500 basis points. These levels are now inside of where they were preCOVID-19 on some transactions. A combination of favorable technicals from less supply, robust
protections within deal structures and fiscal/monetary support has improved the underlying
consumer performance and created a bid for higher quality paper. The rally has taken most TALF
eligible asset classes out of a positive carry range; as such, we anticipate that there will be little
to no issuance that will utilize the program. Instead, we imagine that the program will continue to
exist as a necessary backstop to prevent another liquidity shock that would freeze primary
issuance.
Non-agency CMBS also has continued to recover, with 10-year AAA LCF recovering from the wides
of greater than 300 basis points to the 100-110 basis point range, which is still roughly 20 basis
points wider than the start of the year. Issuance started the year with a boom, but Q2 saw a sharp
decline in new issuance and a shift in pool composition due to COVID-19 related disruptions. We
expect issuance to remain very light, coming in at around $50 billion for non-agency CMBS this
year. Even though stable spreads now allow issuers to effectively price loans, difficulty in
determining property values is likely to limit meaningful new loan originations until Q4. During Q2,
issuers reconfigured deals in the pipeline to remove loans on problematic collateral. Historically,
retail and hotel loans accounted for a combined 30-40% of conduit pools, Q2 deals show very
limited exposure, as these two property types were very negatively affected due to COVID-19.
Instead, the portion of multifamily and office loans increased in conduit pools, a trend we
anticipate will remain for the rest of 2020.
Finally, there is little getting around the fact that the risk-reward in credit markets does not look
as attractive as it did three months ago, mainly because credit spreads are so much tighter. Yet
that does not mean that spreads could not end the year 15-25 basis points tighter still. If the
normalization of the credit market continues over the next six months, it will be important to
strike the right balance of owning enough exposure to late-to-recover sectors but not owning too
much risk outright in the event that vaccine progress disappoints expectations and the virus
continues to spread unchecked within the US. In LGIMA’s credit portfolios, the focus has
transitioned from systematically overweighting credit to an increased emphasis on individual
credit selection in recent months. The portfolios remain modestly-barbelled between overweights
to sectors that are less COVID-19 sensitive like telecom and banks and to specific issuers with
aviation and oil price exposure that could see significant upside should virus fears recede.
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Focus on client solutions
Funding ratio levels for the typical plan with a traditional asset allocation increased over the
second quarter, primarily due to a strong global asset rebound positively impacting plan assets.
The second quarter saw a substantial increase in equity returns, which was the main driver of the
improvement in funded status for pension plans. Volatile times like this show the importance of
decoupling risks that can impact pension plan funded status, such as interest rate and credit
spread risk. Separating these risks can help plans design and implement a more appropriate LDI
strategy. Hedging more interest rate risk through a completion framework and avoiding defaults
and downgrades through active credit management are two ways that can help improve funded
status outcomes in such volatile markets.
LGIMA estimates the average funding ratio increased from 73.5% to 75.3% over the quarter based
on market movements. Positive asset portfolio returns (composed of a 60/40 mix of global equities
and US Aggregate bonds) outperformed the rise in liability values, resulting in increased funding
ratios. Equity markets saw a strong rally over the quarter with Global Equities increasing 19.4%
and the S&P 500 increasing 20.5%. Plan discount rates were estimated to have fallen by 60 basis
points in total. Treasury rates rose 2 basis points on average while A-AAA credit spreads tightened
62 basis points over the quarter. Overall, plan assets with a traditional “60/40” asset allocation
increased 12.6%, resulting in a 1.8% increase in funding ratios over the second quarter of 2020.
While typical client activity was mostly on pause during the depth of the market volatility in
March, we’ve since seen a resumption of plans looking to optimize their pension risk management
solutions. In Q1, we saw plan sponsors rebalance from fixed income to equities for two reasons: 1)
to maintain strategic asset allocation targets which can move out of line with large swings in asset
prices; and 2) to maintain two-way funded status glidepaths, such that plans will allocate more to
equities when funded status falls. We saw a significant drop in the average funded status for
pension plans over Q1, which was likely the predominate driver for client rebalances. Funded
status was significantly more stable in Q2, thus resulting in less client rebalancing between
equities and fixed income, but more so within the credit and interest rate components of a plan’s
liability hedging assets. Several clients elected to shift their asset allocation to have more credit
exposure as spreads were trading at recessionary levels at the beginning of the second quarter and
have since compressed by ~120 basis points.
From a multi-asset perspective, clients have continued to look for ways to reduce equity risk
through overlays and option-based strategies. While absolute levels of equity volatility have fallen
dramatically, they remain very high. Just last month, the S&P 500 experienced 11 trading days
closing with a change of greater than +/- 1.0% (eight of which were +1.0%). Put spread collars
became the weapon of choice for many plans as the heightened volatility in the tails offers
meaningful protection to the downside while maintaining ~50% more upside than a “normal”
market.
Measures of cross asset class volatility are still quite elevated, signaling that capital markets
remain on collective alert. As plans look to keep their strategic asset allocation in line, full plan
completion management has increased in popularity. Most notably, clients recognize the value
synthetic rebalancing can provide during times of high volatility and unpredictable transaction
costs. On a related note, liquidity management has become a primary topic of discussion. By
pairing allocations with synthetic exposures, plans can create a bucket of high-quality, liquid
assets to ensure cashflow obligations are met without reducing expected return of the portfolio.
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Contact us
Visit LGIMA.com
Disclosure:
Views and opinions expressed herein are as of July 2020 and may change based on market and other
conditions. The material contained here is confidential and intended for the person to whom it has been
delivered and may not be reproduced or distributed. The material is for informational purposes only and is
not intended as a solicitation to buy or sell any securities or other financial instrument or to provide any
investment advice or service. Legal & General Investment Management America, Inc. does not guarantee the
timeliness, sequence, accuracy or completeness of information included. Past performance should not be
taken as an indication or guarantee of future performance and no representation, express or implied, is
made regarding future performance.
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