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May 13, 2020 

Capital markets muddle through 
 

Federal Reserve Chairman Powell sounds note of caution 
 
The current capital market environment remains dynamic. We introduced a three-stage framework 
several weeks ago to communicate our assessment of how the global economy and capital markets 
would likely traverse following the pandemic’s onset. We characterized these stages as follows:  

 Downward bias: A period where the economic path ahead is highly uncertain, markets have 
difficulty assessing COVID-19 depth and duration based on virus spread characteristics, and 
market liquidity is constrained. Markets require larger or more targeted policy responses. 
 

 Muddle through: Economic path ahead remains uncertain, but clarity emerges due to the virus’ 
path and some positives from regions hit earlier. Concerns about depth and duration remain, yet 
improvements in regions hit earlier provides hope. Policy responses address current challenges, 
but more may be required. Market functioning and liquidity improve.    

 
 Growth and recovery: Economic path becomes clearer and improves, infection stability and 

reversal as economies reopen on a large scale with a tangible path to business as a “new” usual 
takes shape. Credit markets are open and capital market liquidity is abundant, risk appetites 
increase.  

Based on our research, we believe we are in the muddle through stage. As the global economy slowly 
reopens, we are seeing gradual economic activity improvement while health experts warn against 
infection rebound risks should social distancing techniques lapse while we await a vaccine or treatment 
to eradicate the virus. We continue to monitor corporate earnings guidance, consumer sentiment 
indicators, economic readings (particularly on employment trends), and of course medical developments.  

 

A Quick Look Back 

At all-time highs in the S&P 500 on February 19, markets were pricing in a steady global economic 
expansion featuring low borrowing costs and a seemingly contained coronavirus impact. Twenty-three 
trading days later, the S&P 500 had fallen 35%, and capital markets were pricing in a significant labor 
market deterioration, weak corporate profits, and overall asset market functioning reflected poor liquidity. 
Stocks went from all-time highs to a bear market in the shortest timespan in history. Energy markets 
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digested the coronavirus impact on demand but also a breakdown in negotiations between OPEC+ 
members, sending crude and other petrochemicals markedly lower. Credit markets, currencies, real 
estate, and other categories have also witnessed significant price declines.  

Since domestic equities hit their most recent lows on March 23, they returned to a bull market just 12 
trading sessions later, the fastest transition from bear to bull market in history. Central bank policy, 
legislative action, COVID-19 improvement, and better market liquidity led to fast recoveries in many asset 
classes. The recoveries have been uneven; for example, within equities, domestic large cap technology 
stocks had a positive total return for the year just two days ago, but domestic small cap, international 
emerging, and international developed stocks are down between 19% and 26% on a year-to-date basis. 
Companies with strong balance sheets and business models that can adapt to or even benefit from 
changes in how societies operate under current constraints are thriving while companies with more 
uncertain financing or fundamentals face more difficult outcomes.  

 

Our Forward Views 

We continue to have a cautiously optimistic view about the forward path. While we are all hoping for a 
cure or a dramatic reversal in disease spread, based on current estimates, we will likely have to wait a 
matter of months at the earliest for a medical fix. The policy responses mentioned above along with 
company and consumer adaptation have likely taken a substantially negative economic outcome off the 
table – however, a sharp economic snapback is unlikely.  

The most recent capital market volatility represents the tug-of-war between economic reopening and the 
risk of disease spread. A myriad of approaches to testing, striving for herd immunity, and strict stay-at-
home orders are reflected in countries like South Korea, New Zealand, Sweden, and within the United 
States. Differing approaches at the state and local levels present several possible outcomes of disease 
spread and containment.  

Further, central bank policy responses and consumer and business spending trends are also highly 
varied. Some countries have provided considerable bridge financing to companies and individuals, while 
others have not. Certain industries have ramped up production and recalibrated supply chains; others 
eagerly await a better business climate and have capital shortfalls. A quote from U.S. Federal Reserve 
Chairman Jay Powell earlier today highlights that given uneven trends across government, business, and 
consumer activity: “While the economic response [so far] has been both timely and appropriately large, it 
may not be the final chapter, given that the path ahead is both highly uncertain and subject to significant 
downside risks.”  

We would anticipate more back-and-forth movement within asset prices and portfolios as investors try to 
anticipate emerging outcomes to variables highlighted in the previous two paragraphs. Our optimism is 
based on several factors, but largely based on the medical community’s capabilities to help ramp up 
testing capacity and ultimately lead us to a cure, and secondly on the adaptability of consumers and 
businesses. From an investor’s point of view, the next few months will be a test for many companies that 
are trying to get to the other side of the current economic challenges. Bridge financing in the form of 
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several lending facilities may need to be further supplemented, and we will continue to monitor policy 
interplay within the U.S. and around the globe.  

As always, the most important thing you can do is establish a plan tailored to your unique financial 
situation. While we do expect some more market volatility in coming weeks, we do see a positive 
resolution to the current health crisis and we believe that patient investors will be rewarded for the risks 
appropriate for their unique circumstances. Thank you for your trust and please don’t hesitate with 
questions. 

 

This information represents the opinion of U.S. Bank Wealth Management. The views are subject to change at any time 
based on market or other conditions and are current as of the date indicated on the materials. This is not intended to be a 
forecast of future events or guarantee of future results. It is not intended to provide specific advice or to be construed as 
an offering of securities or recommendation to invest. Not for use as a primary basis of investment decisions. Not to be 
construed to meet the needs of any particular investor. Not a representation or solicitation or an offer to sell/buy any 
security. Investors should consult with their investment professional for advice concerning their particular situation. The 
factual information provided has been obtained from sources believed to be reliable, but is not guaranteed as to accuracy 
or completeness. U.S. Bank is not affiliated or associated with any organizations mentioned. 

Based on our strategic approach to creating diversified portfolios, guidelines are in place concerning the construction of 
portfolios and how investments should be allocated to specific asset classes based on client goals, objectives and 
tolerance for risk. Not all recommended asset classes will be suitable for every portfolio. Diversification and asset 
allocation do not guarantee returns or protect against losses. 

Past performance is no guarantee of future results. All performance data, while obtained from sources deemed to be reliable, 
are not guaranteed for accuracy. Indexes shown are unmanaged and are not available for direct investment. The S&P 500 
Index consists of 500 widely traded stocks that are considered to represent the performance of the U.S. stock market in 
general. 

Equity securities are subject to stock market fluctuations that occur in response to economic and business developments. 
International investing involves special risks, including foreign taxation, currency risks, risks associated with possible 
differences in financial standards and other risks associated with future political and economic developments. Investing in 
emerging markets may involve greater risks than investing in more developed countries. In addition, concentration of 
investments in a single region may result in greater volatility. Investing in fixed income securities are subject to various 
risks, including changes in interest rates, credit quality, market valuations, liquidity, prepayments, early redemption, 
corporate events, tax ramifications and other factors. Investment in debt securities typically decrease in value when 
interest rates rise. This risk is usually greater for longer-term debt securities. Investments in lower-rated and non-rated 
securities present a greater risk of loss to principal and interest than higher-rated securities. Investments in high yield bonds 
offer the potential for high current income and attractive total return, but involve certain risks. Changes in economic 
conditions or other circumstances may adversely affect a bond issuer's ability to make principal and interest payments. The 
municipal bond market is volatile and can be significantly affected by adverse tax, legislative or political changes and the 
financial condition of the issues of municipal securities. Interest rate increases can cause the price of a bond to decrease. 
Income on municipal bonds is free from federal taxes, but may be subject to the federal alternative minimum tax (AMT), 
state and local taxes. There are special risks associated with investments in real assets such as commodities and real 
estate securities. For commodities, risks may include market price fluctuations, regulatory changes, interest rate changes, 
credit risk, economic changes and the impact of adverse political or financial factors. Investments in real estate securities 
can be subject to fluctuations in the value of the underlying properties, the effect of economic conditions on real estate 
values, changes in interest rates and risks related to renting properties (such as rental defaults). Investments in mortgage-
backed securities include additional risks that investors should be aware of, such as credit risk, prepayment risk, possible 
illiquidity and default, as well as increased susceptibility to adverse economic developments. 

U.S. Bank and its representatives do not provide tax or legal advice. Your tax and financial situation is unique. You should 
consult your tax and/or legal advisor for advice and information concerning your particular situation.  
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