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Another month of job gains, but some troubling trends

▪ U.S. employers added 661,000 new jobs to the economy in

September, below the 800,000 estimate and August’s upward

revision of 1.49 million. The unemployment rate fell from 8.4%

in August to 7.9% in September. The drop in the unemployment

rate was largely due to a decline in the labor participation rate,

but broader measures of unemployment, such as the U6 rate,

dropped from 14.2% to 12.8%. As expected, government was

the biggest drag on the month, losing 216,000 due to a drop in

local and state government education as many schools

maintained at-home instruction due to the virus. A reduction in

Census workers also pulled 34,000 from the total. The largest

gains were in leisure and hospitality, retail and healthcare.

Average hourly earnings were little changed over the month but

still about 4.6% higher than a year ago.

▪ All in all, the report was a bit disappointing, showing that some

of the labor market momentum has slowed. Job gains could be

more moderate moving forward and there are still worrisome

trends with permanent job losses growing by 345,000 in

September to 3.8 million. Permanent job losses total over 2.5

million since February, although the trend in temporary layoffs

continues to improve. Private payrolls also grew by 877,000,

down a bit from 1 million in August.

Manufacturing & services are in solid shape, inflation ticks higher

▪ The ISM Manufacturing Index weakened slightly in September

with the headline number falling to 55.4 from 56 in August. The

decline in new orders and production were cited as the main

culprits for the weaker than expected reading, although they

were partially offset by some strength in employment,

inventories and exports. Survey respondents reported strong

demand, especially from international markets, and some raw

material shortages that could lead to higher prices.

The ISM Non-Manufacturing Index rose slightly in September to

57.8 from 56.9 in August. Most of the gains were driven by

strength in new orders and employment, with the later jumping

back above the important 50 level.

▪ U.S. inflation hit a 6-month high in September as CPI edged up

1.4% Y/Y from 1.3% in August. Inflation has steadily increased

since hitting a 5-year low in May, but it remains well below pre-

pandemic levels of 2.3%. Prices for new and used vehicles

rose last month while food prices softened a bit. Core CPI,

excluding food and energy, was unchanged in September at an

annualized rate of 1.7%. Core PCE was 1.6% in its latest

available August reading. In all cases, inflation sits well below

the Fed’s 2% target which they will allow to run “hotter” for a

sustained period before hiking interest rates.

Signs of life in the eurozone, but the COVID resurgence could halt

progress

▪ Manufacturing across the eurozone saw a sharp uptick in

September as the IHS Markit Manufacturing PMI rose from

51.7 in August to 53.7 in September. Output and new orders

were both up nicely during the month, supported by a
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▪ The Chinese economy grew at an annualized rate of 3.2%

during Q2, and it expected to accelerate to an annualized rate

of 5.2% in Q3. Economist estimates range from +2.5% to

+7.1%. Experts note that domestic demand has remained

sluggish since the pandemic hit the country in January, but

exports have been fairly strong due to overseas demand for

medical supplies. Infrastructure and construction spending

have also been fairly robust over the past few quarters. China

is likely to be the first major economy to reach pre-pandemic

levels by the end of 2020. GDP is forecast to grow 2-3% in

2020, but the World Bank just released its projection of 7.9%

for 2021.

Corporate credit issuance at record levels, but investors shun

floating rate (for now)

▪ Through the first three quarters of 2020, issuance within

investment grade and high yield corporate credit has been at

record levels. IG issuance has increased 72% Y/Y while HY

issuance is up 57%. It is not a shock that companies have

tapped the fixed rate credit markets for capital given the low

level of interest rates, tight spreads and targeted Fed support.

One area that has failed to rebound is the floating rate loan

market which has seen persistent outflows for the past two

years along with very soft supply/issuance. Inflation is very low

today, but a change in the U.S. administration could result in an

acceleration of inflation concerns, and perhaps renewed

demand in floating rate securities.

What are markets signaling?

▪ Markets appear to be sending mixed signals based on recent

performance. Normally, when markets rise prior to a

Presidential election, it signals a win by the incumbent. This has

held true this year, but President Trump remains behind in the

polls and betting odds. Another explanation could be the

recent performance from a basket of “Democrat Agenda

Outperformers”. This basket has outperformed a Republican

basket since summer end by 10%, perhaps signaling a

probability of a win by Democrats in November.

resurgence in exports. Manufacturing has gained ground for

three straight months and September marked the strongest

growth in over two years. Activity in Germany hit a 26-month

high while Italy’s vaulted to a 27-month high. Germany really

fueled the gains as it is one of the key exporters in the world.

Earnings growth looks ugly in 2020 for all areas except emerging

Asia, powerful rebound expected in 2021

▪ With the Q3 earnings season just underway for the S&P 500,

analysts expect a 20.5% decline with revenues falling 3.5%.

Both estimates have been revised upward over the past few

months, but they nonetheless remain under water. Energy,

industrials, and consumer discretionary stocks are forecast to

report the largest EPS declines versus healthcare, utilities and

IT that are expected to post nearly flat Y/Y earnings. Analysts

expect earnings to decline 12% in Q4 and about 17% in 2020.

The earnings picture for Q3 and Q4 is ugly for the Russell 2000,

mainly due to the presence of loss making companies and very

poor expectations in the energy and communication services

sectors. Earnings are expected to improve rather dramatically

in 2021 and 2022. Expectations are less bad for the S&P 600.

▪ Goldman Sachs forecasts a 2020 earnings decline of 35% in

Europe and around 13% in Japan. Bottom-up earnings in the

STOXX 600 are projected to drop 38% Y/Y in Q3 and 23% in Q4

before rebounding in 2021. EM corporate earnings are

projected to decline 8.9% in 2020 with a rebound of 32%

expected in 2021. Latin America and Eastern Europe expect

weaker results for 2020, but stronger readings in 2021.

Remarkably, EM Asia should post EPS growth in 2020.

China’s PMIs strengthen in September, economic activity may

return to pre-pandemic levels by year end

▪ China’s service sector PMIs moved higher in September,

perhaps a sign that domestic demand continued to recover.

The official government service sector PMI rose from 55.2 in

August to 55.9 in September while the small firm focused

Caixin/Markit Services PMI increased from 54.0 in August to

54.8 in September. Both readings beat expectations and

September marked the 7th straight month of expansion.

Within the Caixin services PMI, stronger domestic demand was

the principal factor leading to greater amounts of new work, as

export orders weakened. The official manufacturing reading for

September was 51.5, and the Caixin manufacturing PMI

reading was 53.0.
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Source: I/B/E/S data from Refinitiv, as of 10/6/20
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