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March jobs report fails to fully capture the dire employment

situation

▪ The U.S. labor market has experienced a dramatic shock over

the past few weeks due to the COVID-19 pandemic. The March

report showed a loss of 701,000 jobs, the first monthly decline

since September 2010 and one of the largest drops in history

(800k were lost in May 2009). The unemployment rate rose to

4.4% from 3.5%, its highest level since August 2017 as

employers just began to cut payrolls ahead of social distancing

practices that shut down large swaths of the U.S. economy. An

alternative measure that captures discouraged workers and

those holding jobs part time for economic reasons jumped from

7% to 8.7%, its highest since March 2017. The labor

participation rate also declined by 0.7% to 62.7%. Economists

didn't predict this level of decline in the March report as

estimates were for a decline of 110,000 jobs and an

unemployment rate of 3.7%. Wage growth was 3.1% Y/Y.

▪ Not surprisingly, the leisure and hospitality sector lost 459,000

jobs during March, with the vast majority coming from

restaurants and bars. One of the few areas to gain was

government, which added 18,000, due mostly to the hiring of

17,000 Census workers. The March report was very poor, but it

barely captures the 17 million workers that have filed for

unemployment over the past three weeks. The April

employment report, along with all other economic data, will

capture the full impact of the U.S./global COVID-19 shutdown.

Some well-respected economists expect job losses to reach 30

million over the next few weeks as more Americans file for

unemployment. The hope is that the Payroll Protection

Program (PPP) will soften the impact, but there are certain

businesses that may never reopen their doors.

ISM PMIs point to severe disruptions in certain industries, food

and beverage and healthcare could benefit

▪ Similar to the March jobs report, the ISM Manufacturing and

Non-Manufacturing (NMI) PMIs failed to capture the economic

damage which occurred during the second half of March. The

ISM Manufacturing Index fell from 50.1 in February to 49.1 in

March with most of the weakness coming from new orders,

production and employment. There was clear demand for

manufacturers focused on the food and beverage and

healthcare industries, but demand has dried up in industries

focused on energy, autos and hospitality. The ISM NMI declined

from 57.3 in February to 52.5 in March. Business

activity/production and employment both fell into contraction

territory last month while new orders also weakened. It was a

very weak report, but the consumer side of the U.S. economy

began the month on stronger footing. Many service businesses

reported severe disruptions from COVID-19, especially in hard

hit areas like retail.

Source: U.S. Bureau of Labor Statistics
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▪ We prefer the Goldman Sachs estimates during the COVID-19

crisis as they have been the most conservative. Companies in

the S&P 500 earned $165 in 2019 and the base case from GS

is a decline of 33% to $110 in 2020. GS expects a rebound of

55% in 2021 to about $170. The Q1 earnings season is about

to begin and at some point, markets will change their focus

from data on COVID-19 to data on earnings and the economy.

Markets have rallied some 30% over the past few weeks since

bottoming, and all investors are trying to determine the current

level of valuation. Equity risk premiums look attractive at

current levels, and equities are cheap relative to Treasuries, but

they don’t look as cheap when factoring in a 33% decline in

earnings. Normalized earnings will not likely occur for some

time and we believe most investors have already started

looking towards 2021 earnings to determine whether equity

valuations are cheap or expensive. The chart below shows a

few potential scenarios.

Will unprecedented monetary/fiscal stimulus (again) be enough?

▪ Governments and central banks around the world have

unleashed unprecedented fiscal and monetary stimulus to

combat the COVID-19 pandemic and resulting economic

shutdown. While the U.S. government and Fed have been the

clear global leader, the ECB, Bank of England, Bank of Japan

and various EM central banks have slashed interest rates and

increased bond buying programs. The ECB has suspended

limits on EU government borrowing and the Japanese and U.K.

governments announced significant fiscal packages to support

businesses and workers. China has cut some borrowing rates

along with the Reserve Requirement Ratio, but the PBOC has

not yet unleashed a fiscal stimulus plan.

▪ Countries across the globe have taken strong action to support

economic activity and maintain jobs, but at some point the

global economy needs to reopen. There just isn't enough

money available to support businesses and consumers for an

extended shutdown period. The world isn't focused on the

damage all this debt issuance will do to future generations, and

as the reserve currency of the world, the U.S. certainly benefits

as demand for dollars remains high.

The Fed goes all in! Remember “fighting the Fed” has been a

losing strategy

▪ The Fed gets an A+ with its handling of the COVID-19 crisis, but

all the money in the world isn't going to quell the panic and

reopen the country. On April 8th, the Fed announced an

additional $2.3T of programs targeting businesses and local

governments. Part of the new announced capital facilities were

aimed at stabilizing the municipal bond and asset backed

markets which have seen dislocations in recent weeks.

▪ The Fed announced plans to purchase up to $850B of fallen

angels (companies downgraded from IG, as well as HY ETFs.

Only credits downgraded after March 22 are eligible, which will

include companies like Macy’s and Ford. Citigroup estimates

that $200-$300B of debt could get downgraded in 2020. With

its support for the HY market, along with the other programs

now in place, the Fed has extended support to virtually every

segment of the fixed income market. While rapidly changing,

the Fed appears to be all in with its support for the economy,

local municipalities, and now businesses of all sizes.

▪ These unprecedented actions from the Fed led to spread

tightening across credit, mostly within areas specifically

targeted by the newly announced programs. HY spreads sit at

880 bps over Treasuries (down from over 1,100 bps) and the

muni-to-Treasury ratio has fallen to around 174% from 210%.

Plunging consumer sentiment will likely lead to a collapse in

2020 earnings, are equities attractive?

▪ US consumer sentiment suffered a record decline in April as

coronavirus infections grew, thousands of businesses closed

and millions of Americans were laid off. The University of

Michigan’s preliminary sentiment index plummeted 18.1 points

to 71, the lowest level since 2011. The slide was led by the

current-conditions index, which plummeted by 31.3 points,

nearly double the record decline of 16.6 points in Oct. 2008.

▪ As of 4/8, the analyst community projects a decline of 10% in

Q1 earnings. Earnings have been revised sharply lower in

recent weeks with the largest declines expected in energy,

consumer discretionary, industrials, materials and financials.

Positive earnings are still expected in communication services,

utilities, real estate, healthcare and technology. Earnings are

expected to be weaker for companies with greater than 50% of

earnings/revenue from the U.S. Bottom-up analyst estimates

are slow to react and it is very apparent with 2020 estimates

still sitting at –8.5%. Most top-down estimates are in the range

of a 20-30% decline.
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