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Rising Markets in a Weak Economy

Market/Economic Update
The third quarter saw continued recovery for the market as we 

reached new highs on the back of economic reports that exceeded low 

expectations before pulling back modestly in September.  The rally 

since April has left some investors perplexed by how such a strong 

advance could be generated in the midst of a weak economy where the 

unemployment rate has consistently been at recessionary levels.  The 

answer to this begins with the fact that a worst case scenario  was discounted into stock 

prices and economic forecasts in March when Covid first struck and businesses were 

shutting down.  With a lot of bad news already priced in, we have seen the economy 

trending toward recovery as manufacturing activity has turned positive and roughly 11 

million new non-farm jobs have been added since the end of April.  A second factor has 

been that policymakers recognized the urgency of the situation as the Federal Reserve 

increased the money supply and conducted open market operations with unprecedented 

purpose.  The injection of liquidity coupled with a pledge to keep short term borrowing rates 

near zero for the foreseeable future has instilled investors with confidence.  

While progress is tangible at this point, the performance of the S&P 500 and NASDAQ 

indices have camouflaged the degree of economic damage that has occurred in recent 

months.  The reason for this is that companies and industry groups have been impacted 

differently by Covid.  Investors follow the earnings growth which has been very uneven this 

year and has created large disparities in performance across sectors.  The leading industry 

groups continue to be technology, communications and online commerce where there has 

been huge earnings growth as a result of lifestyle shifts brought on by Covid whereas many 

other areas have seen lackluster growth or contraction.  Even though it is a fairly narrow 

group of companies leading the way, the major averages have held up because the size of 

these leaders makes them the largest contributors to index performance.  The hardest hit 

industries such as travel, leisure, energy and some financials are made up of comparatively 

smaller companies which have less representation and less impact on the major averages.  

This peculiar effect is shown when we put the S&P 500 on an equal weighted basis where 

year to date performance is -4.79% as compared to a seemingly healthy +5.57% for the 

index itself, a difference that is rarely seen to this degree.  

It has been easy for investors to focus on the risks presented by Covid and the upcoming 

election.  While these risks could cause corrections along the way, there is enough stimulus 

in the system for them to be manageable.  A bigger risk in our view is the possibility of 

sector rotation within the equity market should a Covid vaccine become reality.  The money 

flows into Covid friendly industry groups have made for richer valuations, pushing the P/E 

ratio on the S&P 500 to 21.5x  well above its historical average of 16.4x.  Many technology 

stocks are trading at levels well above their 200 day moving averages suggesting that 

some consolidation and reversion to the mean is likely in the months ahead before they 

reassert their long term leadership.  The development of a vaccine would be a likely trigger 

for this to occur as it would indicate better earnings ahead across the economy and be a 

catalyst for investors to take profits in techs and rotate into much cheaper economically 

sensitive cyclicals ahead of an earnings upswing.

— Charlie Mathews, CFA
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Equity Markets

Growth isn’t always linear, at times it requires three steps forward and 

one step back. This certainly can describe the market reaction during 

the third quarter.  The S&P began the quarter at the 3,100 level and 

moved strongly to a new high set on September 2nd of 3,580, three 

steps forward, only to take a step back by the end of the quarter at 

3,363, just below the level seen prior to the onset of COVID-19. This 

pattern was seen in all the other equity classes as well with midcap, small cap, international 

and emerging markets all showing positive returns for the quarter.  The theme for the year 

continues as large cap U.S. growth stocks lead by the technology sector continue to 

dominate the landscape.  A look at the numbers shows the large cap S&P 500 up +5.57% 

year to date with small and midcap indices coming in with -8.7% and -8.6% returns 

respectively year to date.  Developed international, as measured by the EAFE Index, 

returned -6.7% and the emerging markets were off - 0.96%, the “bright” spot on the 

international front.  

Focus continued to be on corporate profits which have been mixed, but have exceeded the 

low bar set earlier in the year, driving markets higher.  Surprisingly, investors were willing to 

look beyond the historically large -32.9% contraction in GDP during the second quarter, 

preferring the fact that the number came in ahead of expectations.  With businesses more 

open than they were, there are early signs of an earnings recovery and hope for additional 

stimulus from Washington.  While we waited as the two parties could not come to an 

agreement before the August recess set in, there is some likelihood of a second fiscal 

package being put together ahead of the election which should continue to provide some 

footing for the equity market.  

The election moves front and center now.  The chart above shows that markets tend to 

show positive returns in election years and the year following regardless of who wins.  The 

key takeaway from this is that even though elections cause some transitory uncertainty, 

they have not typically been a catalyst to bear markets historically without other contributing 

factors.  The strength of those returns is determined by whether or not the incumbent wins 

as there is more uncertainty associated with a new administration.  This time around, Covid

is a unique variable that has made stock selection critical to success.  We expect that this 

will continue to be true in the months ahead with the need for some adjustments should we 

see a return to normalcy in 2021. 

— Robert Magan, CFA

October 2020
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Credit Markets  

Improvements in economic reports have helped dissolve some of the 

downgrade concerns in the corporate bond market, however, an overall 

lackluster reporting season leads us to continue to be mindful of credit 

quality going forward. Similar to the equity market, the Covid environment has produced 

industry leaders to include health care, online retail, building supplies, and electronics as well as 

laggards which include transportation, travel accommodations, performing arts and oil/pipelines 

debt.  Most of these names are in the lower-quality tranches, and it’s not too surprising that 

higher-quality investment grade issues have outperformed BBBs in such an uneven climate.  We 

continue to find yield opportunities in corporate and municipal issuers with strong balance 

sheets, but are resisting the allure of the high yield market as the excess yield is not justified in 

such uncertain times. 

The Federal Reserve has remained neutral on rates their last several sessions indicating that 

the Fed Funds rate could remain at 0.125% into 2023.   With the economy in recession, hikes 

are pretty much out of the question as neither capital investment nor employment numbers are 

likely to trigger inflation concerns in the near term.  As economists have learned that the 

negative rates we see across Europe have done little to stimulate those economies, it’s equally 

unlikely the Fed will push rates below zero.  With interest rate policy on hold, we continue to 

expect yields across the curve to remain somewhat range-bound.  The possibility of a 

steepening curve rests on stronger economic activity and rising inflation expectations which are 

more likely should the development of a Covid vaccine jumpstart the economy next year.   

Normally the Fed is poised to react to higher inflation with tightening strategies such as a rate 

hike.  However, with the tenuous nature of the current economy, they are more concerned with 

promoting recovery and strength in the labor market.

With muted economic growth in the near-term, bond returns should remain positive in the low 

single digits.  As a vaccine is made available, we should see the cycle turn with credit performing 

better and some risk to longer duration bonds given how low rates are currently.  The most 

important factor to look for will be a steepening of the yield curve which will tell us that there is 

enough demand to support investment and hiring.  This will make lending more profitable and 

we will see credit activity playing a more important role in driving growth. 

Credit fundamentals have 
stabilized to some degree.

The Fed is supportive and 
likely to remain so for some 
time to come.

Inflation expectations won’t 
shift meaningfully until Covid
is behind us.

Yield opportunities can be 
found on a selective basis.

Yield curve steepening will 
show us that a sustainable 
recovery is underway.

— Dona Murray
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