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The Market Rally Masked the Reality - The GOOD
• The rate of new Covid-19 cases and deaths has continued to slow in the U.S. and Europe
• The good news is that the recession was short-lived; the economy likely bottomed in late April-May
• Optimism over the resumption of growth, as states gradually re-open, along with any positive news on a vaccine, have bolstered risk
assets
• The primary driver of the recovery rally, however, has been the Fed’s liquidity backstop, with markets rallying on each successive Fed
announcement

• The Federal Reserve built on its “whatever it takes” approach to helping the economy through the shock and ensuring markets function
correctly
• We could see another $1-1.5 trillion fiscal package that extends some federal stimulus measures through late-2020
• Europe has followed suit. More recently, European leaders agreed on a historic €750B stimulus
• Tech giants like Apple, Microsoft, Amazon, Alphabet, Facebook, and Netflix (collectively, $6.3T with 21% weight in the S&P 500 index) have
shown more resilience to the economic downturn, and their outsize valuations have helped to drive market-cap-weighted indexes rally
• Nasdaq Composite has soared nearly 60% since hitting a March 23 low
• The S&P 500 Index has climbed a 47%, and the DJ Indt’l Avg has climbed 43% over the same period
• Bond markets have also improved significantly, and investment-grade bonds are now trading close to historical averages

The Stock Market Rally Masked the Reality – The BAD
• Surging infections in U.S. Sunbelt and Midwest states have reversed reopening measures and started to affect economic activity
• The nature of activity rebound will depend on the path of the outbreak, delivery of policy response and potential changes to consumer,
and corporate behaviors

• Size of country, freedom of movement, and inconsistent policies mean there is a higher potential for continued outbreaks
• Elevated government debt levels can create an inflationary environment. On the other hand, the lingering impact of Covid-19 can keep a
lid on demand, and potentially cause a deflationary shock. Both scenarios could have significant investment implications
• Will we return to a pre-COVID-19 economy or a more challenging environment, where unsustainable debt burdens lead to stagnating
growth and bankruptcies spread across several years?
• Phased opening of businesses continues at a slow pace. Spending is down, which is hurting the service side of the economy
• So long as the coronavirus is running amok, businesses cannot bring back all their employees and are likely to experience weaker sales,
making it harder for the economy to recover
• Despite investor optimism, Fed purchases, and a massive increase in Treasury supply to finance the deficit, 10-Year Treasuries have
remained around 0.6% since April vs. 2.1% in February
• Investors seem to be ignoring data suggestive of a more challenging economic environment, even as the list of uncertainties is growing
• In addition to questions relating to the economic outlook or the progression of the virus, renewed trade tensions between the U.S and
China, rising geopolitical risks, and the upcoming U.S. elections are additional reasons to expect future market volatility

The Stock Market Rally Masked the Reality – The UGLY
• The global death toll rose above 700,000 and total coronavirus cases topped 18.5million, with the U.S. accounting for about a quarter
(total cases over 4.7M and death toll exceeding 157,000). These staggering and sorrowful numbers continue to grow every day and are
hard to ignore
• The potential second wave in the fall season, delays in vaccine/therapeutic drugs, and politics during elections year may seriously
undermine the current recovery and increase the odds of reverting to a recession
• Markets are overly optimistic, and current prices do not reflect mounting downside risks. There is a perceived disconnect between what
the market has done and the current state of economic recovery.
• The longer it takes for economic activity to revive, the more challenges ahead

• Economy suffered significantly and triggered the steepest recession since World War II; second quarter GDP declined 32.9% and points to
drawn-out recovery
• Private-sector wages and salaries fell at a 27.4% annual rate, and small business income fell at a 43.1% annual rate in Q2
• The pandemic is far from over, unemployment is staggeringly high with benefits expired, massive disruptions across many industries will
prevent a swift recovery, and increased debt will be harder to service as companies struggle
• The overall employment picture remains resolute with roughly 1.2-1.4 million Americans per week filing for unemployment claims - this
compares to a peak of 665k during the last recession. Also, nearly 16 million people are filing continuing claims for unemployment
benefits, an order of magnitude higher than anything experienced since the Great Depression

COVID-19 Monitor – Key Testing and Treatment Metrics

Commentary –
Resumption of full economic activity depends on one or more of the following:
a. Ability to diagnose COVID-19 (and/or pre-emptively identify antibodies),
b. Effective and available treatment options and
c. Effective and available vaccines

Markets Recovered Briskly to Post Record Returns in Second Quarter

Commentary –
Despite volatile markets, investors remained optimistic about global economies reopening, allowing risk assets to run up in Q2. Fiscal
stimulus and massive liquidity backstop from the Fed have further fueled the recovery rally. Except for U.S. Dollar (currency), all major risk
assets posted positive returns during the quarter.

Stocks Finish Best Quarter in More Than 20 Years

Source: FactSet, WSJ

Commentary –
• After stock indexes lost about 35% of their value in less than six weeks and investors lamented the end of the longest expansion on record,
the rebound in Q2 has been nearly as brisk
• The S&P 500 finished the second quarter up 515.70 points, or 20%, to 3100.29, its biggest percentage gain since the last three months of
1998
• The Dow Jones Industrial Average added 3895.72 points, or 18%, to 25812.88, its best quarter since 1987

Top Five Stocks Drove Returns of S&P 500 YTD

Commentary –
Excluding the top five tech giants, the S&P 500 Index is negative for the year-to-date

Big Tech Held up Much Better Than Rest of Market
Commentary –
In early June, the S&P 500 Index recovered all its Covid-19
losses for 2020 – the top five tech companies have led the
bulk of the recovery thus far

Commentary –
• Big Tech names have become a dominant force
• Today, big tech companies make up 21% of the S&P 500
Index in terms of market capitalization—more of the
market than the five largest tech stocks at the peak of
the dot-com bubble

Source: Refinitiv Datastream and Schroders (As of June 8, 2020)

Top Five Stocks in S&P 500 Have Largest Concentration in Its History

Commentary –
The total weight of the top five companies as a percentage of the S&P 500 index has increased to above 21%, a historical record

Market Leadership Shifted, Reaching Heights Last Seen in 1970s
Too much of a good thing?

Commentary –
The composition of the top five largest companies as a percentage of the S&P 500 index has shifted significantly over the last 50 years. Now,
Tech took all the top five spots

Stock Market Recovery Rally Strong, but Uneven Across Size, Style & Sectors
Commentary –
Winners in Q2:
• Small- and mid-cap stocks
• Growth stocks
• Energy, Technology, and Consumer
Discretionary Sectors
• Mid-cap Energy sector posted a whopping 78%
return

Commentary –
• All large-, mid-, and small-cap sectors posted strong gains in Q2
• Energy made a huge comeback as the top performing sector across the cap spectrum

On Relative Basis, Some Sectors Gained From Crisis

Commentary –
Many sectors that depend on unmasked economic activity continue their struggles to recover. However, IT, Health Care, and Communication
Services benefited from the pandemic ridden economy and outperformed; posted solid positive returns for the year-to-date

Cautionary Tale of Recovery (Out of Recession):
Relentless Optimism Causing Disconnect Between Price & Value

Source: Great West

Commentary –
• Historically, value has outperformed growth coming right out of recession
• The market’s preference for growth during both the COVID-19 sell-off and the subsequent rebound has lifted growth valuations to a lofty
30x
• Value multiples expanded, too, but not nearly to the same extent
• Over the last 10 years, the growth factor has outpaced value by 10%. But over the last 20 years, value wins in a landslide
• Will value once again have its day?

Market Volatility Lowered From Crisis Levels, but Remain Elevated

The Fed (And Its Massive Liquidity Facilities) Bolstered Bond Markets

Investment-Grade Corporate Bonds Benefited Most From Fed’s Actions
(Their strong performance may continue for the remainder of the year.)

Source: Double Line

Commentary –
The “Powell Put” helped to post strong returns for the higher-quality corporate bonds, while lower-quality and several structured products
continued to trail their counterparts

Treasury Bond Prices (& Yields) Muted in Q2 After
Big Run-up During Crisis Sell-Off

Source: Bloomberg, Baird
Data as of 6/30/2020

Overall, Longer-Duration Bond Sectors Performed Well for YTD

Source: State Street Global Advisors

Commentary –
But the strong performance has eroded any potential yield in this current market. For generating retirement income, investors have fewer
opportunities from bonds without taking excessive risks. They must look elsewhere and utilize multi-asset solutions to meet their income
goals

High-Yield Bonds Not Out of Woods

Commentary –
High yield bonds have been recovering well, but more defaults loom if the recovery is uneven and drawn-out

High-Yield & Leveraged Loan Default Rates & Default Volumes on Rise

Commentary –
• Through July, 73 companies have defaulted totaling $114.2bn in bonds and loans
• YTD default/distressed exchange volume already ranks as the second highest annual total on record
• The YTD default total of $122.8bn inclusive of distressed exchanges ranks as the second highest annual default total on record and only
trails the $205bn that occurred in 2009
• In July, the high-yield default rate reached a 10-year high 6.22%, up from 2.63% at the start of the year

Market Snapshot (As of 7/31/20)

Source: Franklin Templeton

Summary of Economic Indicators

Labor Market’s Recovery Faces Uphill Battle With Resurgence of Infections

Commentary –
• Total nonfarm payroll rose by 4.8 million in June, and the unemployment rate fell to 11.1%
• Employers added a combined 7.5 million jobs in May and June after shedding 21 million jobs in March and April
• Initial unemployment claims are still hovering around 1.4 million per week, but down from a peak of 6.9 million in late March
• The continuing claims, people receiving unemployment benefits through regular state programs, are declining, but still above the 16
million marks

Jobs Continued to Recover in July, Though Pace Slowed Significantly

Source: WSJ

Commentary –
• Hiring slowed after fresh coronavirus outbreak; employers added only 1.76 million jobs in July, just one-third of 4.8 million jobs gained in
June
• Employers added nearly 7.5 million jobs from May to July, but there are about 13 million fewer jobs than in February
• July data shows another setback to service-related jobs after a resurgence of the virus
• Unemployment falls for the third straight month to 10.2% but remains historically high

CARES Act Stimulus Checks Might Have
Discouraged Some From Returning to Work
Weekly wages, average private production and
nonsupervisory workers, June 2020

Source: J.P. Morgan

Commentary –
• CARES Act provided weekly $600 extra unemployment payment
• The weekly earnings of all production and nonsupervisory workers averaged $839 in June, while those who lost their jobs were mostly
lower-wage earners, with an average of $692 in weekly wages
• The regular pre-pandemic unemployment insurance pays $342 weekly, about half of their salaries. But with the Stimulus check, many have
made more than they would have done if they were still employed – it might have discouraged some from returning to their jobs
• New Stimulus program will need to strike a delicate balance between support for households and incentives to return to work

GDP Plunges Record 32.9% in Second Quarter
(A 9.5% drop compared with the same quarter a year ago)

Commentary –
• The significant drop underscores how big a hole the U.S. finds itself in as it labors to recover from the deepest recession in American
history
• Previously, GDP has never shrunk by more than 10% on an annualized basis in any quarter since World War Two
• Consumer spending fell nearly 35% annual rate, amid sharp decreases in services. The decline was precisely sharp in services – travel,
tourism, medical care, restaurants, and the like
• Spending on services nosedived at a 43.5% annual pace. Household purchases dropped 11%

Impact of Covid-19 to Economic Activity Varies by Sector

Source: Vanguard, 2020 Midyear Update

Commentary –
Sectors that rely heavily on face-to-face interaction—such as retail trade, hospitality, and transportation—experience a large shock to
activity. Sectors that can operate relatively well with social distancing in place, such as construction and manufacturing, are less affected

U.S. Economic Recessions – Historical Perspective

Personal Income (High) & Spending (Low) Slowly Shifting Back to Normal

Commentary –
• U.S. consumers increased by spending a solid 5.6% in June but appeared to have pulled back since then, restraining the economy’s
recovery from the coronavirus outbreak
• Meanwhile, household income fell 1.1% in June, as layoffs remained high, and the effects of federal stimulus payments eased

Retail Sales Rose in June as Stores Reopened
(But a recent rise in virus cases could dampen spending)
ISM services index rises to 58.1% in July

Any number above 50% indicates more companies are expanding. Fifteen of the
18 service industries tracked by ISM grew in July
Source: WSJ

Commentary –

Commentary –

• U.S. retail sales increased 7.5% in June as
stores and restaurants reopened and
consumers revived their spending
• Retail sales in June totaled $524.3bn, up from
$487.7bn in May and nearly back to prepandemic levels

• Service side of the U.S. economy show surprising growth in July
• Although July reading is the highest since November 2018, businesses aren’t
doing as well as they were a few years ago

Investor Confidence Increasing Ahead of Pent-up Demand

Source: State Street Global Advisors

Commentary –
The optimism around an economic recovery gave an expectation of pent-up demand, thus spurring a rise in investor confidence in June

Business Confidence Mixed (Despite Improving Economic Activity)

Corporate Profits Appear Depressed Until 2021

Source: Amundi Pioneer Quarterly Compass

Commentary –
• For the S&P 500, current estimates show earnings could be down about 37% from a year earlier, marking the sharpest decline since the
financial crisis during Q4 2008
• Analysts don’t expect earnings to grow again until the first quarter of next year, and they forecast that it won’t be until 2022 that profits
are meaningfully above 2019 levels
• Earnings estimates are in flux, making current valuations less meaningful

Inflation Expectations Subdued

Fed’s Balance Sheet Expands to New Records

Commentary –
• To abate recessionary fears and improve market liquidity, the Fed expanded its balance sheet dramatically to a new high of $7.2 trillion,
from $4.2 trillion at the end of February
• Asset purchases and anticipated usage of the Fed’s credit facilities are estimated to bring the balance up to $10.3 trillion by the end of
2021, over 13% of GDP
• For context, the same level of stimulus implemented since March took nearly three years to achieve after the 2008 financial crisis

In Short-Term, Disinflationary Pressures Are Mounting With
Increase in Federal Budget Deficits & Fed’s Balance Sheet

