
KEY QUESTIONS

Has Fed Chair Powell given a recent update on the economy?

Are equity valuations a concern?

Is consumer spending holding up despite the cutback in federal relief payments?

What insight can we glean from the latest labor report?

Non-deposit Investment Products:  are not FDIC insured  are not Bank guaranteed  may lose value

What explains the disconnect between the economy and 
stock market?
The recovery in equity markets has confounded some given the 
economic damage created by the COVID-19 crisis. However, it’s 
important to remember that stock prices are forward looking in 
nature. So, from this perspective, it makes sense then that investors 
have quickly looked passed the near-term damage, instead eyeing the 
reopening of the economy and a rebound in corporate profits. 

Another thing to keep in mind is that the stock market is not the 
economy. Not only are the hundreds of thousands of nonpublic 
businesses still enduring hardship not counted in major stock 
indexes, but the market is heavily weighted toward technology 
companies that have actually benefited from societal changes forced 
by the pandemic.

The technology sector makes up 39% of the S&P 500, but only 
6.9% of U.S. GDP. In contrast, the service industries most impacted 
by the crisis (retail, restaurants, hotels, transportation, tourism and 
entertainment) amount to 19% of GDP, yet these same industries 
represent only about 7% of S&P 500 earnings.

Finally, policy actions have played a leading role in the market 
recovery. Fiscal relief from Washington has, so far, been effective 
in helping fill the income gap created by the historic spike in 
unemployment. Meanwhile, the Fed and other global central banks 

Funds Injected into Economies by Central Banks

Source: Bloomberg.

have implemented unprecedented monetary-policy stimulus, 
which has lowered interest rates, driving investors into stocks 
and providing confidence that policy makers will do whatever is 
necessary to support the economic recovery and functioning of 
financial markets.
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On October 6, Powell warned of a potentially weak economic 
recovery without sufficient government aid. He encouraged 
Congress and the White House to provide additional support to 
households and businesses disrupted by the coronavirus. 

He believes the current support level is not enough and will lead to 
a weak rebound in economic growth. He noted that the economy 
would be more robust and move faster if the monetary policy 
(the Fed) and fiscal policy (federal government) continue to work 
together to provide support. The Fed plans to keep the federal 
funds rate near zero for the foreseeable future (see chart).

The recovery is far from complete. He is fearful that economic 
growth could stall if the coronavirus is not effectively controlled, 
thus the need for more help for businesses and households.

Has Fed Chair Powell given a recent update on the economy?
Federal Funds Rate & FOMC Projections (%)

Source: Federal Reserve Bank as of September 2020.
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Going strictly by historical price/earnings ratios might suggest U.S. 
stocks are expensive. However, this paints an incomplete picture of 
the current opportunities and risks in financial assets. 

While high valuations are historically associated with lower long-
term returns, research shows that valuations have limited predictive 
value over shorter investment horizons. Factors such as the state 
of the business cycle, profit growth, policy support and interest 
rates all tend to be more important. 

With interest rates at record lows, and poised to stay there for 
some time, we believe equity valuations are full but are not 
excessive. For instance, the S&P 500 equity risk premium (earnings 
yield minus the 10-year Treasury yield) is near the highs of the past 
50 years, suggesting stocks are still attractive relative to bonds.

The economy is currently in the process of exiting a severe 
recession. As a result, corporate earnings have likely bottomed  out 
and are expected to recover heading into next year, which should 
help valuations improve somewhat. Much of the market rally from 
March lows has also been driven by more narrow leadership from 
a handful of the mega-cap technology stocks. The median stock in 
the S&P 500 is still, on average, notably below its previous high. 

Are equity valuations a concern?
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Source: Bloomberg, FactSet. 

Given the unprecedented amount of monetary stimulus, record-
low interest rates and lack of attractive alternatives to equities, 
we believe valuations can remain elevated. Nevertheless, from 
this point forward, we expect that earnings expectations will likely 
take over as the primary driver of market returns in the year ahead 
rather than further valuation expansion.
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The consumer continues to surprise forecasters with hearty 
spending. Shoppers increased outlays by 1.0% m-o-m, driven by 
strong expenditures on services, up 1.4%. Meanwhile, spending 
on goods increased by 0.2%. This marks the first time since the 
pandemic that the growth rate of services outpaced that of goods. 
Total spending stands 4% below the Q1 high. 

Spending on services got a boost from a 7.1% increase in restaurant 
sales, as there has been some relaxation to some social distancing 
rules. The slower pace of spending on goods is not surprising given 
that they are above February levels (see chart, both durable and 
nondurable goods are above February levels). 

There are concerns about the future. Many households are highly 
dependent upon various federal relief programs, and most of them 
have now expired. As it stands now, there will be no further debate 
on federal relief until after the elections. This will probably result in 
a drop in household income in October and November, which will 
impact spending.

Is consumer spending holding up despite the cutback in 
federal relief payments?

Real Personal Consumption Expenditures
change from February through August 2020

Source: Bureau of Labor Statistics as of August 2020.
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What insight can we glean from the latest labor report?
The growth rate in job gains is moderating. Since hitting a monthly 
peak of 4.8 million in June, following the lockdown, job gains have 
been declining (see chart). The September gain was 661,000. 

The swift decline in the momentum of job gains is the challenge to 
this recovery. This report was the first labor report since the end 
of the lockdown that came in below expectations. One report does 
not make a trend, but the recovery pace is highly dependent upon 
how quickly the labor market can regain lost jobs. 

The unemployment rate declined to 7.9% from 8.4% in August. The 
decline in the unemployment rate was driven heavily by the drop 
in the labor force participation rate. The household survey showed 
a gain of just 275,000 in September, which would have pushed the 
U.R. down by 0.1%, but 695,000 individuals dropped out of the 
labor force, contributing to the other 0.4% drop. This decline could 
be due to unemployed people giving up looking for work or child-
care responsibilities.

Nonfarm Payrolls (‘000)
millions, monthly change

Source: Bureau of Labor Statistics as of September 2020. 
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Important Disclosures

The information presented does not involve the rendering of personalized investment, financial, legal, or tax advice. This presentation is not an offer to buy 
or sell, or a solicitation of any offer to buy or sell, any of the securities mentioned herein.

Certain statements contained herein may constitute projections, forecasts, and other forward-looking statements, which do not reflect actual results and are 
based primarily upon a hypothetical set of assumptions applied to certain historical financial information. Certain information has been provided by third-party 
sources, and although believed to be reliable, it has not been independently verified, and its accuracy or completeness cannot be guaranteed.

Any opinions, projections, forecasts, and forward-looking statements presented herein are valid as of the date of this document and are subject to change.

There are inherent risks with equity investing. These include, but are not limited to, stock market, manager, or investment style risks. Stock markets tend to 
move in cycles, with periods of rising prices and periods of falling prices.

Investing in international markets carries risks such as currency fluctuation, regulatory risks, and economic and political instability.

Emerging markets involve heightened risks related to the same factors as well as increased volatility, lower trading volume, and less liquidity. Emerging markets 
can have greater custodial and operational risks, and less developed legal and accounting systems, than developed markets.

There are inherent risks with fixed income investing. These may include, but are not limited to, interest rate, call, credit, market, inflation, government policy, 
liquidity, or junk bond risks. When interest rates rise, bond prices fall. This risk is heightened with investments in longer-duration fixed income securities and 
during periods when prevailing interest rates are low or negative. 

Investments in below-investment-grade debt securities, which are usually called “high-yield” or “junk” bonds, are typically in weaker financial health, and such 
securities can be harder to value and sell and their prices can be more volatile than more highly rated securities. While these securities generally have higher 
rates of interest, they also involve greater risk of default than do securities of a higher-quality rating.

The yields and market values of municipal securities may be more affected by changes in tax rates and policies than similar income-bearing taxable securities. 
Certain investors’ incomes may be subject to the federal Alternative Minimum Tax (AMT), and taxable gains are also possible.

Investments in the municipal securities of a particular state or territory may be subject to the risk that changes in the economic conditions of that state or 
territory will negatively impact performance. These events may include severe financial difficulties and continued budget deficits, economic or political policy 
changes, tax base erosion, state constitutional limits on tax increases, and changes in the credit ratings.

Investments in emerging markets bonds may be substantially more volatile, and substantially less liquid, than the bonds of governments, government agencies, 
and government-owned corporations located in more developed foreign markets.

Returns include the reinvestment of interest and dividends.

Investing involves risk, including the loss of principal.

As with any investment strategy, there is no guarantee that investment objectives will be met, and investors may lose money.

Past performance is no guarantee of future performance.

Index Definitions

The S&P 500 Index (S&P500) is a stock market index that tracks the 500 most widely held stocks on the New York Stock Exchange or NASDAQ. It seeks to 
represent the entire stock market by reflecting the risk and return of all large-cap companies.
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