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Concerns that a trade war will lead to a recession have spread around the globe. The possibility of retaliatory
tariffs is on investors’ minds, with China responding with counter-tariffs, increasing the odds of a worst-case trade
war scenario. Markets in Asia and Europe have declined alongside U.S. stocks, and there has been a “flight to
safety” as bond prices rise and interest rates fall.

Portfolio balance and financial planning are even more important today

Historical Stock and Bond Ranges

S&P Composite, 10-year Treasury bonds, U.S. Aggregate Bond Index, and asset allocation estimates Min, max,
and average annual total returns over each time horizon since World War I
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In sports and investing, a winning strategy requires a combination of offense and defense. Defense involves
maintaining a portfolio that can withstand different phases of the market cycle. Stock market uncertainty and
unexpected life events are inevitable, so it is important to always be ready to play defense.

On the other hand, offense involves taking advantage of market opportunities that emerge from changing
conditions. The irony is that while periods of market uncertainty may be unpleasant, they also represent times
when asset prices and valuations are the most attractive. Ultimately, portfolios tailored toward financial goals



need both offense and defense. How can investors position themselves in today’s market environment to protect
themselves from risk and take advantage of opportunities?

Two of the key principles of long-term investing are diversification and maintaining a long-term horizon. This is
showcased in the accompanying chart, which depicts the range of historical outcomes across stocks, bonds, and
diversified portfolios. It also shows how these ranges change when time horizons are increased. For instance, it's
easy to see that the stock market can vary significantly over just one year, from gaining 60% in 1983 when the
market recovered from stagflation fears, to -41% during the global financial crisis.

Moving beyond just one-year periods and a stock-only portfolio underscores why these are powerful ways to think
about investing and financial planning. Diversifying might reduce the maximum returns an investor can
experience, but it also reduces risk. This is evident in the balanced portfolio consisting of 60% stocks and 40%
bonds. So far this year, the S&P 500 is 13% lower, but a 60/40 mix of these indices has declined only 4.6%.

After all, the goal is not simply to grow a portfolio at the fastest but most volatile rate, but to have the highest
possible probability of achieving your financial goals. A diversified portfolio historically has a much narrower range
of outcomes, allowing investors to better plan toward their goals.

Similarly, extending your time horizon by even a few years can significantly impact the range of outcomes. History
shows that, since World War Il, there has not been a 20-year period in which any of these assets and portfolios
have experienced annual declines, on average. The same is true over 10-year periods for many diversified asset
allocations. While this is only illustrative and does not guarantee future performance, it clearly shows the long-
term importance of thinking.

Volatility can create opportunities

Volatility and Forward Returns
CBOE VIX Index and one-year forward S&P 500 price returns
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What about market opportunities? The accompanying chart shows that the VIX index, often known as the stock
market’s “fear gauge,” can spike on a periodic basis. These peaks correspond to sharp drops in the market, such
as in 2008 or 2020. These are times when markets are the most nervous and, in many cases, investors feel as if
the situation will never stabilize.



This chart also shows the returns of the S&P 500 over the next year. As we discussed above, there is never any
certainty about stock market returns over any single year. However, it's clear that the greatest market
opportunities often emerge when investors are the most worried. This is the heart of the famous Warren Buffett
quote, “Be fearful when others are greedy, and greedy when others are fearful.”

This is especially true if markets face liquidity rather than solvency concerns. Liquidity problems emerge when
market declines force some investors, specifically those who use leverage, or borrowed funds, to sell other
assets. In these situations, prices may decline even when the underlying fundamentals of an asset remain
unchanged. These are classic cases where short-term market moves become disconnected from long-term
outlooks, creating opportunities for patient investors.

It's important to note that this is not an argument for market timing. Even when the VIX is high, markets are not
guaranteed to rebound quickly. Instead, investors should view this as additional support for taking a portfolio
perspective. Market downturns often occur when valuations are the most attractive, and thus it can make sense to
shift toward, not away, from these assets. Of course, what makes sense for a given portfolio depends on the
specific circumstances.

Valuations are more attractive today

Stock Market Price-to-Earnings ratio
S&P 500 forward P/E ratio using earnings estimates over the next twelve months
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So, which assets have helped this year, and which are more attractive today? Bonds have played an important
role this year as interest rates have fallen, helping to balance portfolios and partially offset declines in other asset
classes. Bonds are able to do this because they typically exhibit lower volatility than stocks and often move in the
opposite direction. For this reason, investors often say that “bonds zig when stocks zag.” Holding the right
balance of “uncorrelated” assets helps investors prepare for challenging times.

Valuations are more attractive today after multiple years of strong stock market returns. While it is still unclear
where earnings will settle after accounting for tariffs, the price-to-earnings ratio of the overall S&P 500 has
declined to 20.7x. Some sectors, such as Information Technology, Communication Services, and Consumer
Discretionary, have seen multiples decline more amid the broader pullback.

Interestingly, assets such as gold, which often serve as safe havens, have struggled more recently. Gold prices
rose to new all-time highs earlier this year, resulting in double-digit returns over the past year. Investors are



typically drawn to this asset class for many of the same reasons they are interested in bonds — it can serve as a

store of value in times of uncertainty. However, gold prices have also retreated as economic fears have weighed
on all commodities. This highlights the importance of not focusing only on a single asset class but viewing it from
a holistic portfolio perspective.

The bottom line? Offense and defense are both important in times of market uncertainty. They help
investors manage risk and take advantage of attractive opportunities that may emerge from short-term
periods of market fear. In the long run, holding an appropriate portfolio is still the best way to achieve
financial goals.
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