
 

 

 

 

 

 

 

 

  



 

FOURTH QUARTER OUTLOOK 
Fall Brings Cooler Perspectives 
 
 
Fall is officially upon us, and with it hopefully some sense of normalcy in a year 
that has been anything but. The leaves will turn colors, the mosquitos will retreat, 
and cooler temperatures will prevail. We also believe that the fall will bring cooler 
perspectives on the economy and markets. 
 
Overview 
 
The global economy will likely expand over 10% in the third quarter, after having 
contracted around 10% over the past two consecutive quarters. The fourth 
quarter should see global growth cool to around 5% as the recovery slows. The 
United States should also see future growth slow after the third quarter.  
 
The U.S. lost over 20 million jobs since the start of the pandemic and has seen a 
sharp bounce back, but has only recovered roughly half the number of jobs lost. 
Industries like hospitality and travel will be slower to recover. 
 
The S&P 500 has recovered and touched all-time highs again due to several 
factors. First, stock markets are forward-looking indicators. Secondly, 
policymakers in Washington and the U.S. Federal Reserve have acted to support 
asset prices and those who have lost their jobs. Finally, this index as a whole 
doesn’t tell the full story. If you exclude the five largest stocks of this index, the 
S&P 500 is negative on the year and many other indexes have not fully recovered, 
including small cap, mid cap, and international indexes. Growth-oriented stocks 
are trading at valuations not seen since the dot-com bubble, and this gap between 
value-oriented stocks has widened. 
 
While stock markets seem largely overvalued, the same could be said for bond 
markets offering very low yields across all maturities. Bond investors may be 
taking on a lot of interest-rate risk (bond prices fall when yields rise) in return for 
little yield. Additionally, the amount of yield offered in high-yield bonds does not 
seem to adequately compensate for the increased default risks. 
 
The fourth quarter could see investors cool their expectations around the speed 
of economic growth. We are recovering, but the road ahead may be longer than 
what markets are currently pricing in. We don’t expect stock markets to go back 
to March lows, but we do anticipate volatility in the fourth quarter with valuations 
seemingly stretched in both bonds and stocks. Flu season is back and there will 
likely be an uptick in COVID-19 cases. And let’s not forget about the election in 
November. We wrote a separate commentary (Don’t Vote with Your Portfolio) 
about the election that goes more in depth and highlights the risks around it. 
 
Being diversified in both bonds and equities is very important. Valuations and 
stock market momentum can persist for long periods of time, and trying to time 
the market is very tough. Understanding your specific goals and objectives 

At-a-Glance  
 
The global economy 
rebounded sharply in the 
third quarter, but it should 
be a slower recovery going 
forward. 
 
The S&P 500 has hit new 
highs since bottoming in 
March, but high valuations 
are now posing volatility 
risks to stocks. 
 
Bond markets also have 
their own risks, with yields 
at very low levels and high-
yield markets not fully 
pricing in potential 
bankruptcies. 
 
The worst of the COVID-19 
related downturn appears 
to be over, but a continued 
recovery will see ups and 
downs, and slower growth 
can be expected. 
 
Broad diversification in both 
equity and bonds is 
prudent, as is a focus on 
long-term objectives and 
not getting caught up in 
day-to-day fluctuations and 
noise. 
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becomes even more important now. Your financial professional can help keep you on track and keep your 
sights on your long-term plans. 
 
Global Economy 
 
The dust is now settling in economies across the world. First hit hard by the measures to contain COVID-19, 
many economies rebounded in a variety of ways, although not to pre-pandemic levels. This sharp drop and 
subsequent rebound can be seen in U.S. GDP estimates. Stay-at-home measures started in late March and 
were enough to swing GDP from what many expected to be a good number in the first quarter—near 3% 
growth—to a 5% decline: a swing of 8% in roughly two weeks.  
 
In the second quarter, GDP fell over a whopping 30%. Now the Atlanta Fed’s model and a consensus of 
economist estimates are suggesting a rebound of over 20% in the third quarter. These figures are hopefully 
once-in-a-lifetime numbers and hard to grasp. A little math with actual dollar amounts can help make more 
sense of what this all means. 
 
In 2019, the United States nominal GDP was $21.43 trillion dollars. In general, this is the size of the economy: 
the sum of all the goods and services sold last year. Capital Economics, an economic research firm that we 
follow in the U.K, estimates that GDP will fall 3.7% in 2020. Doing the math, this would equate to a roughly 
$800 billion dollar contraction from last year, despite the government stimulus package of over $2 trillion last 
spring. So, with roughly a trillion dollars less of goods and services sold last year, corporations and local 
governments must now account for this lost revenue while at the same time still plan for the future. (Different 
sectors of the economy will recover more quickly than others, discussed further in the next section.) Companies 
will continue to look at reducing expenses, which unfortunately means cutting employees; but when people 
are employed they spend more, so as you can see this can be a circular loop. 
 
When social distancing measures were enacted, businesses responded quickly and the labor market reacted 
in lockstep, shrinking by over 20 million jobs. Now businesses are preparing to reopen and start hiring, but as 
you can see in Figure 1 below, the labor force isn’t keeping pace, and has only recovered half the total number 
of jobs it lost since the start of the pandemic. We feel sharp movements in the level of the workforce are behind 
us, and while going forward the labor market will add more jobs, it will do so at a slower pace; certain parts of 
the economy, such as the hospitality industry and airline travel, will take many months—even years—to 
recover. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

Figure 1: The U.S. Labor Market 

 
 
 
Outside of the United States we are seeing similar themes. Countries have experienced sharp drops in 
economic output followed by a bounce off the bottom, but still not enough to return to pre-pandemic levels. 
Central banks and governments around the world pumped stimulus money into economies by increasing debt 
levels. Just as recoveries will vary from state to state within the U.S., they will vary from country to country, 
determined by the strength of each country’s economy before the pandemic, impact from the virus, monetary 
and fiscal stimulus, and rebounding industries. 
 
COVID-19 social distancing measures have negatively impacted tourism and brick-and-mortar industries while 
accelerating existing trends such as the rise of eCommerce, the digital transformation of banks (fintech), online 
education, cloud computing, and telemedicine, to name just a few. Economies that play into these accelerating 
trends may see a faster rebound. Unemployment levels in other developed nations are lower than in the U.S. 
as they have less flexibility to add or subtract workers due to regulations or social norms (such as in Japan). 
The unemployment rate in the United States is dropping though, and approaching the Eurozone level now. As 
of this writing, the virus has been largely contained with daily new death rates substantially lower around the 
world, and with the exception of India, daily new infections are on the decline as well. Also, as in the U.S., 
political uncertainty plays a role: Japan has a new prime minister, Yoshihide Suga, and Brexit is still being 
negotiated.  
 
China seems to be recovering quickly according to government-released data, confirmed by copper prices 
which have fully recovered from pre-pandemic levels and over $3 per pound for the first time since 2018. China 
is by far the largest importer of copper, which it uses in industrial production. Low oil prices also help China as 
it is a net oil importer. 
 
The fourth quarter should see an improving global GDP, but not to the extent we saw in the third quarter.  
Businesses will continue hiring but at a slower pace. The V-shape rebound will dissipate and the recovery will 
continue but at a more tepid pace, adopting the U shape we’ve discussed in prior Commentaries and Outlooks 
as the speed of the recovery will fade. 
 

Source: Cetera Investment Management, FactSet, and U.S. Bureau of Labor Statistics. Data as of 8/31/2020. 



 

Equity Markets 
 
Year to date, the S&P 500 is positive and surpassed the pre-pandemic high in August. This has many investors 
shaking their heads in disbelief, as we are in the midst of a pandemic-induced recession. However, there are 
a few reasons for the quick recovery in the stock market. 
 
First, stocks are forward-looking, typically falling in anticipation of a recession and becoming positive during 
the recession as investors anticipate a recovery, so this isn’t the first time stocks have been positive in the 
midst of a recession. As we mentioned in the previous section, the economy is getting better. While we’re not 
yet at pre-pandemic levels, the trajectory of the recovery is pretty dramatic at this stage. Economic data has 
surely bottomed and we are starting to climb our way back, with expected earnings growth for the S&P 500 
over 2% in 2021. 
 
Second, the U.S. Federal Reserve and the federal government have stepped in to support asset prices. The 
Fed lowered the Fed funds rate to essentially zero and is buying Treasuries to keep longer-term rates low. 
Lower borrowing costs create higher asset balances, as it is cheaper to get a loan to buy a home or finance 
corporate debt. The federal government seems also willing to support workers who have lost their jobs during 
this crisis, providing a backstop. With both policymakers and the Federal Reserve backing the economy and 
markets, investors are saying “don’t fight the Fed.” 
 
Finally, the S&P 500 doesn’t tell the entire story. If we look deeper into the returns and the stocks, the picture 
isn’t quite as rosy and is a little deceiving. If you exclude the five largest stocks in the S&P 500, the return of 
the index becomes negative for the year. Smaller stocks and value stocks which tend to lead in an economic 
recovery have trailed substantially to larger, more growth-oriented companies. Investors that have diversified 
portfolios, including small cap, mid cap, international and emerging markets have largely trailed the S&P 500. 
This is not a new phenomenon, either. Coming out of “The Lost Decade,” when the S&P 500 was negative 
from 2000-2009, it has done really well from 2010-2019. We do expect as the economy starts to get on solid 
footing that other asset classes will start to perform better than large cap growth companies. 
 
The outperformance of growth over value, as seen in Figure 2, has been due to increased valuations. One 
valuation metric is Price to Sales. This metric can be less manipulated by accountants than earnings, which 
have non-recurring items and accruals, and can’t be negative and distort results. You can see in the chart that 
the level investors are paying for growth stocks relative to their future sales is much higher than their historical 
average. To be fair, growth companies are expected to grow more, so naturally investors will pay more for their 
shares relative to their stock price. However, on average this amount is a little over 1.5 times more. Currently, 
investors are willing to pay 2.5 times more, a level not seen since the dot-com bubble. 
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Figure 2: Large Cap Growth 

 
 

 
We discussed high valuations in our last Outlook and in multiple Commentaries since. Over the short term, 
valuations aren’t a big determinant of returns, but they can be in the long run. Overpaying for stocks is obviously 
not a good investment strategy, so you’ll want to make sure the stocks in your portfolio can be supported by 
their high valuations, growing at the rate they are expected to in order to catch up to their price level. 
 
Abroad, valuations are better than in the U.S., but growth-oriented companies outperforming value-oriented 
companies is truly a global phenomenon. Investors around the world are bidding up growth stocks, as over the 
past 15 years both developed international and emerging markets are above their average price-to-earnings 
ratios. However, on a relative basis, the U.S. is more overvalued than both of these markets. 
 
High equity valuations, combined with election uncertainty (which we cover in more depth in our Election 
Commentary), a fledgling economic recovery, and a virus without a vaccine as we head into flu season should 
add to volatility in the fourth quarter. The Fed is doing what it can, but it may be running out of ammunition with 
already low bond yields. Policymakers in Washington may be reluctant to pass a bill until after the election, 
and what the political climate will be after the election remains unclear. All this adds up to more volatility. We 
don’t expect stocks to fall to their March lows, but a correction may be more likely as investors re-evaluate the 
pace of the recovery and the risks in the market. 
 
Fixed Income 
 
With high equity valuations, some investors may be considering more bonds to balance equity volatility. 
However, as we noted in the last Outlook, bond yields are very low and thus offer less protection. Not only is 
the yield a bondholder receives very low, there is also less room for price appreciation. With bond yields close 
to zero, they can’t go much lower. Bond yields move inversely to bond prices, so if bond yields do eventually 
rise, the price of these bonds would fall. There is some comfort in that the Federal Reserve has made it clear 
it will keep yields low until the economy has recovered. They will buy bonds to suppress yields and keep bond 

Source: Cetera Investment Management, FactSet. Data as of 9/22/2020. 
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prices high. So, while bonds may offer less protection against equity volatility, the risk of low yields and the 
possibility of falling bond prices may be limited due to the Fed’s involvement in bond markets. Again, even 
though high-quality bonds are offering low yields, they still offer a buffer—albeit a moderate one—against 
equity risk in a well-diversified portfolio. 
 
Since yields across all bond maturities are relatively low, it doesn’t pay as much to take on the extra interest- 
rate risk in longer-dated bonds. When yields eventually rise, assuming they do so in a parallel fashion, these 
bonds will fall more than shorter-dated bonds. For this reason, we prefer a below-benchmark duration in a 
portfolio, investing in more bonds with shorter maturities. This will give up a little yield, but should reduce 
interest-rate risk in the fixed-income portion of the portfolio. 
 
Moving away from U.S. government bonds and down the credit spectrum, investment-grade corporate bonds 
offer more yield, but of course with more credit risk. Investment-grade corporate bond indexes can still yield 
around 2%. While retaining some correlation to equities, these bonds can still offer diversification benefits to a 
portfolio and the expected return is higher than that of government bonds. This may be the sweet spot in the 
bond market right now, because the below-investment grade market, or high-yield market, may not yet be 
accounting for all the defaults that are going to result from COVID-19 social distancing measures. 
 
The high-yield bond market provides roughly a 5% yield spread over Treasuries. This is a lot less than it was 
in March when the spread spiked to close to 11%, as seen in Figure 3. The Federal Reserve is also buying 
some bonds in the high-yield bond market, so it may be artificially supported to some extent. The Fed is merely 
trying to keep credit markets running efficiently—they are not bailing out corporations. Operations in the high-
yield market are somewhat limited and investors in this space may be too reliant on the Fed. As defaults rise 
and/or equity markets sell off, we could see volatility in the high-yield sector. While it seems investors are a 
little complacent in this space, the asset class can still offer diversification benefits, but bond selection is 
extremely important. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

Figure 3: High-Yield Credit Spreads 

 
 
 
Within bonds, we recommend keeping duration lower than the benchmark, overweighting investment-grade 
credit, and maintaining caution in below-investment-grade bonds. Bonds still play an important role in a 
portfolio, but like with equities, we recommend diversification within bond sectors and asset classes. 
 
Summary 
 
The fourth quarter could bring us cooler temperatures and possibly cooler growth perspectives. There are 
many risks to consider, such as high equity and bond valuations, slower growth expectations and a looming 
presidential election. However, valuations can be stretched for long periods of time and central banks and 
governments around the world have strong commitments to support economies. Timing the market is not wise 
and neither is voting with your portfolio.  
 
We continue to recommend being diversified in asset classes and sectors and sticking to long-term goals. We 
reiterate that taking too much risk and having the market pull back is a risk that many investors fear the most. 
The other side of the equation is getting out of the market and missing the recovery, which is an extreme action 
we generally do not recommend. Your financial professional can help you stay on track and keep your sights 
on your long-term plans. 

 

This report is created by Cetera Investment Management LLC. For more insights and information from the 
team, follow @CeteraIM on Twitter. 
  
 
 
 
 

Source: Cetera Investment Management, FactSet, ICE BofA. Data as of 9/22/2020. 
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Appendix – U.S. Economic Overview 

 
 



 

 
 
 
 
 
 
 



 

 
About Cetera® Investment Management  
Cetera Investment Management LLC is an SEC registered investment adviser owned by Cetera Financial Group®. Cetera 
Investment Management provides market perspectives, portfolio guidance, model management, and other investment 
advice to its affiliated broker-dealers, dually registered broker-dealers and registered investment advisers. 
 
About Cetera Financial Group®  
“Cetera Financial Group” refers to the network of independent retail firms encompassing, among others, Cetera Advisors 
LLC, Cetera Advisor Networks LLC, Cetera Investment Services LLC (marketed as Cetera Financial Institutions or Cetera 
Investors), Cetera Financial Specialists LLC, and First Allied Securities, Inc. All firms are members FINRA / SIPC. Located 
at 200 N. Pacific Coast Highway, Suite 1200, El Segundo, CA 90245-5670.  
 
Disclosures 
Individuals affiliated with Cetera firms are either Registered Representatives who offer only brokerage services and receive 
transaction-based compensation (commissions), Investment Adviser Representatives who offer only investment advisory 
services and receive fees based on assets, or both Registered Representatives and Investment Adviser Representatives, 
who can offer both types of services. 
 
The material contained in this document was authored by and is the property of Cetera Investment Management LLC. 
Cetera Investment Management provides investment management and advisory services to a number of programs 
sponsored by affiliated and non-affiliated registered investment advisers. Your registered representative or investment 
adviser representative is not registered with Cetera Investment Management and did not take part in the creation of this 
material. He or she may not be able to offer Cetera Investment Management portfolio management services. 
 
Nothing in this presentation should be construed as offering or disseminating specific investment, tax, or legal advice to 
any individual without the benefit of direct and specific consultation with an investment adviser representative authorized 
to offer Cetera Investment Management services. Information contained herein shall not constitute an offer or a solicitation 
of any services. Past performance is not a guarantee of future results. 
 
For more information about Cetera Investment Management, please reference the Cetera Investment Management LLC 
Form ADV disclosure brochure and the disclosure brochure for the registered investment adviser your adviser is registered 
with. Please consult with your adviser for his or her specific firm registrations and programs available. 
 
No independent analysis has been performed and the material should not be construed as investment advice. Investment 
decisions should not be based on this material since the information contained here is a singular update, and prudent 
investment decisions require the analysis of a much broader collection of facts and context. All information is believed to 
be from reliable sources; however, we make no representation as to its completeness or accuracy. The opinions expressed 
are as of the date published and may change without notice. Any forward-looking statements are based on assumptions, 
may not materialize, and are subject to revision. 
 
All economic and performance information is historical and not indicative of future results. The market indices discussed 
are not actively managed. Investors cannot directly invest in unmanaged indices. Please consult your financial advisor for 
more information. 
 
Additional risks are associated with international investing, such as currency fluctuations, political and economic instability, 
and differences in accounting standards. 
 
A diversified portfolio does not assure a profit or protect against loss in a declining market. 
 
Glossary 
The S&P 500 is an index of 500 stocks chosen for market size, liquidity and industry grouping (among other factors) 
designed to be a leading indicator of U.S. equities and is meant to reflect the risk/return characteristics of the large cap 
universe. 
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