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Perspectives

On the surface it looks disjointed. We are in the midst of what 
is likely the worst recession since the Great Depression, but 
the stock market has rallied back in a matter of weeks and 
currently sits just 10% off all-time highs. Treasury yields appear 
to be pricing in an extended period of softness, and high yield 
spreads have only started to show signs of recovery. While 
the future is always an unknown, it feels as if we are facing 
a new level of uncertainty with many more moving parts. In 
this newsletter we explore equity market dynamics to help 
reconcile the apparent gap between the recent good news 
from equity markets and overwhelmingly negative news from 
the economy and bond markets.
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Exhibit 1:  Stocks Versus Bonds
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THE STOCK MARKET IS NOT THE ECONOMY
The first point to emphasize is that the stock market is not the economy. The S&P 500 is generally considered 
the benchmark gauge for U.S. equities, but still only represents a fraction of businesses and specifically 
reflects corporate profits and their growth expectations instead of broader economic wellbeing. Often 
those factors are aligned, but occasionally they are at odds — consider layoffs, a cost savings that can 
benefit the bottom line of any individual corporation but a negative for overall economic health, especially 
when done at scale. 

Compared to small businesses (which employ nearly half of all U.S. workers and drive more than 40% of 
economic activity), companies listed in the S&P 500 are often more profitable, more diversified, and have a 
better safety net of cash reserves and access to the bond market. Within the index, stocks have not been 
immune to the issues plaguing the underlying economy, but those issues do not impact each company in 
the same way. 

Year to date, less cyclical stocks like staples and healthcare have held up relatively better, as would be 
expected. More cyclical stocks and those directly impacted by the crisis are down significantly, also as 
would be expected. Many consumer discretionary industries are still down more than 20%1 as they grapple 
with a consumer base staying home. Energy, which has been doubly impacted by the crisis hit to demand 
and disagreements among OPEC impacting supply, is down more than 30%. But Energy is only a 3% 
weight in the S&P 500 (despite constituting an estimated 8% of GDP),2 limiting its impact on the index’s 
total return. 

The flip side of that is companies heavily-weighted in the S&P, which in this case are also positioned to 
fundamentally benefit from the crisis and stay at home trends. Coming into the year, the top five stocks  in 
the S&P 5003 — Microsoft, Apple, Amazon, Alphabet (Google), and Facebook — comprised 16.8% of the 
index. With continued outperformance that has now expanded to 20.3%, exceeding past peaks and a 14% 
average over the last 40 years. 

Year to date, the S&P 500 is -5.2%. Without its top 5 holdings, which are up between 6% and 30%, that 
return would have been closer to -8.4%.4 These stocks were not immune during the market’s drawdown. 
From the peak on February 19th to the bottom on March 23rd, the group — excluding Amazon, an outlier 
down only 12% — was down 30% relative to the S&P’s -34%. But on the way up, these stocks rallied 37% 
versus the rest of the S&P up 29%.5 Just these five stocks were responsible for more than 700bps of the 
recovery. There are always going to be winners and losers, but given the extreme shifts in concentration, 
it is more important than ever to understand our benchmark gauge for what it really is. 
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Exhibit 2:  The Top 5 Versus the Other 495
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While the concentration in a few heavily-weighted winners explains some of the rebound, even 
without that contribution stocks have made a fairly bold recovery, recapturing more than half of 
what was lost from the peak.

POLICY

A lot of credit for the initial bounce has been attributed to the Federal Reserve and federal government’s 
unprecedented monetary and fiscal responses to the crisis. Their actions stabilized the credit markets 
— taking the worst-case scenario off the table — and helped to provide a bridge for businesses, local 
governments, and consumers from shutdown to reopening. Historically the market’s bottom has aligned 
with policymakers’ involvement; this time the difference is how quickly that involvement came. While we 
do not know how long this level of government support will last, or how long we will need it to last, so far 
the message, at least from the Fed, has been that they will do whatever it takes. 

For large corporations, perhaps more important than the direct impact of tax breaks and new money in 
the hands of spending-inclined consumers is the confidence instilled by this level of support from the 
top. Boeing is a prime example. The aircraft manufacturer was struggling even before COVID-19 hit. Its 
737 MAX has been grounded since early 2019 after two fatal crashes, and the fallout has put orders and 
deliveries of many of its jets on hold. Boeing reported a loss in 2019, significantly underperforming pre-
crash consensus expectations for earnings growth of more than 25%. Then came the virus and the severe 
demand hit to airlines that took initial expectations for a big 2020 earnings recovery even further into 
negative territory. But on April 30th, just weeks after the credit markets had come to a near standstill, 
Boeing raised $25 billion in the sixth-largest investment-grade bond offering ever and the largest year-to-
date.6 Just the Fed’s intention to intervene in credit markets was enough to spur demand that surprised 
even Boeing, who initially hoped to raise $10–15 billion. And this is just one example. Both investment 
grade and high yield issuance has spiked so far this year. (For a more in-depth review of the current state 
of the credit market, reference our recent credit market update newsletter.) 

In this sense, equities are doing well because the Fed, federal government, and bond investors are signaling 
that things are going to be okay.
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Exhibit 3:  Net Corporate Bond Supply at Record Levels
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PRICED IN 

The market in general is forward-looking while data is backward-looking, and the market bottoming ahead 
of economic data is not new. WIth only one exception, in the 14 economic contractions since the Great 
Depression, the S&P 500 has bottomed at least 100 days before the end of the recession. During the 
Global Financial Crisis, the market bottomed on March 9th, 2009, unemployment peaked seven months 
later in October 2009, and positive GDP growth returned in the third quarter of 2009, 114 days after the 
bottom. 100 days from this year’s bottom on March 23rd puts us exactly at July 1st, in line with current 
expectations for improvement in the second half of the year.  

The market’s forward-looking nature makes sense in the context of how investors value stocks. Discounted 
Cash Flow (DCF) is one of the most revered methods of valuation, equating a stock’s current intrinsic value 
to the present value of its future cash flows. In any DCF model, the terminal value — the value of all future 
cash flows beyond the estimated period — is a significant factor. If the terminal value remains unchanged, 
a major hit to earnings for one year or even several years has a limited impact on the calculation. Cash flow 
could be halved this year (twice as bad as current consensus expectations for earnings down 25%), take 
two years to recover, and as long as the terminal value remains unchanged the calculated stock value takes 
just over a 10% hit.7 

It is also important to understand that equity markets move on incremental news flow and are more a 
reflection of how actual data compares to expectations than any absolute number reported. The S&P 
500 was up almost 2% the day the April jobs release reported a 14.7% unemployment rate, a jump from 
a near low to the highest level in the history of the series, because it was better than the 16% economists 
had feared. The data is expected to get worse from here. Federal Reserve Chairman Jerome Powell 
acknowledged unemployment could peak at 20–25% and second quarter GDP could easily be down 20–
30%. But an efficient market immediately adjusts to reflect new information, meaning these devastating 
numbers are already priced in. In order to send another correction through markets these numbers would 
need to come in meaningfully worse than expected. The bigger risk comes later this year if fundamental 
improvement does not materialize as expected, but we will cross that bridge if we come to it.  

In this sense, stocks are doing well because we already know things are bad. 
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Exhibit 4:  The Stock Market Typically Bottoms Ahead of Economic Data
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THERE IS NO ALTERNATIVE

Against that backdrop of investors feeling better, at least on a relative basis, it is not surprising that 
the equity market has outperformed. An acronym that has popped up over the years to try to explain 
otherwise inexplicably strong equity performance — TINA — has resurfaced this year. It means There Is 
No Alternative, and perhaps has never been truer than now with Treasury yields closer to zero than they 
have ever been.

While more technical than fundamental, flows and other positioning biases can have a meaningful impact 
on the market. Defined benefit (DB) pension plans, for example, have return targets that need to be met 
in order to satisfy legal obligations. When expected returns of bond portfolios are this low, one option is 
to turn to equities to try to make up the difference. Bonds and equities can behave very differently in the 
same environment, say a dovish Fed. As discussed previously, equities are more forward-looking and move 
on incremental changes. Bonds are more likely to wait to price in incremental improvement until it builds to 
the point of driving a change at the Fed, leaving yields lower for longer. The top 500 DB plans hold almost 
$7 trillion in assets,8 equating to nearly a third of the S&P’s current market capitalization. Flows of that size 
can have a real impact. 

These forces can be further exacerbated by certain psychological biases. Herding is a well-studied 
phenomenon within behavioral finance when investors mimic what they perceive other investors to be 
doing. In this case, fear of missing out on a rally, especially after the durability of the last bull market and 
concerns about valuation levels that could have kept potential investors on the sidelines, could be a factor.  

In this sense, equities are doing well because bonds are not.

CONCLUSION
There are a number of factors that may have contributed to the apparent disconnect between the stock 
market and the underlying economy — fundamentals, technicals, and good old speculation. So far, we 
have seen one of the largest market drops in history immediately followed by one of the largest rallies in 
history, but there is so much uncertainty left to play out. The path to reopening economies, a potential 
second wave of infections, and progress toward a vaccine will all be instrumental in determining our path 
from here. For now, we focus on staying healthy and safe and remaining diligent, looking forward to clearer 
days ahead. 
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NOTES
1 All returns as of May 27, 2020; sector returns via FactSet
2 American Petroleum Institute, 2018
3 FactSet; combining Class A (GOOGL) and Class C (GOOG) shares of Alphabet
4 FactSet attribution; less the 314bps contribution from MSFT, AAPL, AMZN, GOOG, GOOGL, FB
5 FactSet attribution; less the 707bps contribution from MSFT, AAPL, AMZN, GOOG, GOOGL, FB
6 Refinitiv
7 For illustrative purposes only; DCF assumes a discount rate of 8%, 7% FCF growth rate in years 1–5, perpetual growth rate of 2%
8 Pensions & Investments (P&I), September 30, 2019


