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THE SHARPEST GDP DECLINE AND BOUNCE 

APPEARS TO HAVE OCCURRED WITHIN THE 

SECOND QUARTER 

As data pours in for second-quarter earnings and the U.S. 

economy, it seems that the sharp decline and initial bounce 

in jobs and consumer activity both occurred within the sec-

ond quarter. The bounce came earlier than we expected, 

beginning in mid-May, but it is losing momentum early in the 

third quarter given the spread of the virus to the U.S. south 

and west and the slow and cautious return to people's nor-

mal working and spending routines in the hard hit northeast. 

Continuing jobless claims are down 7.5 million from the 25 

million early May peak, but weekly initial claims remain trou-

bling at 1.3 million last week and are now probably related 

to longer lasting layoffs. Retail spending on goods rebound-

ed strongly in May and June. June was up 1% year-over-

year, only -1% from January and the second quarter was -

7.5% vs. the first quarter. Goods are a third of personal con-

sumption and services two-thirds. Services are vulnerable in 

this pandemic recession. Retail sales on goods and credit-

card data provide helpful consumer indicators, but service 

spending on healthcare, shelter, education, childcare, trav-

el, entertainment and other services are larger and take 

longer to accurately assess for final GDP measures. 

There is also the matter of consumption vs. payment, as 

rent and loan delinquencies have jumped and healthcare 

consumption shifts to emergency Covid-19 treatment. We 

do not mean to be pessimistic or discount the recovery and 

resilience of the U.S. economy during this sudden and se-

vere shock, but we think the damage to the economy in the 

second quarter has yet to be well measured and under-

stood. If the second quarter includes the worst of the shock 

(lockdowns), but also the best of the reopening and stimulus 

bounce, then the year still has big challenges. 

WIDE CREDIT SPREADS ARE EQUITY AL-

TERNATIVES: SPREADS TIGHTER, BUT STILL 

ATTRACTIVE 

Credit spreads can be thought of as an asset class separate 

from bonds. Credit spreads are clearly a risk asset like equi-

ties, but as an isolated risk premium (comparable to an eq-

uity risk premium) they are neither a real nor simple nominal 

asset. Commodities, real estate and equities should have 

returns that pass through inflation over the long-term 

through inflationary pricing power; owing to production and 

associated asset replacement costs that rise with inflation. 

However, nominal assets like cash and bonds do not have 

such natural inflation pass through, which makes inflation 

their nemesis. But inflation does not threaten spreads; it is 

usually beneficial, particularly when recovering to normal 

(reducing default risk). Owning corporate or municipal credit 

against duration matching Treasury shorts or equivalent 

futures positions, allows spreads to be targeted invest-

ments. A combination of credit and inflation spread targeted 

investing can be an equity alternative. 

Investment-grade corporate and municipal credit spreads 

have tightened a lot since March, but both remain wider 

than historical norms. Our asset allocation strategy this cri-

sis has been to overweight large cap growth stocks and 

seek value in investment-grade bonds. Equities have out-

performed credit, owing mostly to mega-cap growth stocks, 

but credit has kept pace with value equities. While some 

think that value stocks will now lead a further equity rally, 

we prefer to still stick with credit and seek more bond sub-

stitutes if technology does not deliver very strong earnings 

beats and outlooks during the second-quarter reporting. 
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STIMULUS 4.0 IN THE POLITICAL WORKS: 

MUNICIPAL CREDIT AND SOME BIG BANKS 

SHOULD BENEFIT 

The Federal government's response to the municipal-bond 

market has been sufficient to date, but more should be 

needed soon for state and local governments given sharp 

tax-revenue declines unlikely to recover soon. We expect 

Congress to pass another +1 trillion U.S. dollars stimulus 

package this summer. It should include support to state and 

local governments and extend, albeit reduce from 600 U.S. 

dollars, extra weekly unemployment benefits beyond July 

31. This fiscal support, should help municipal-credit spreads 

tighten more and temper the outlook for loan losses at 

banks. The biggest banks are our preferred play in value 

stocks, but at other value industries we generally still prefer 

the issuer's bonds. Municipal spreads might benefit the 

most from the next stimulus, as A-rated tax-exempt muni 

bonds are less expensive relative to similar A-rated corpo-

rate bonds, currently offering a spread of +13 basis points 

(bps) compared to the 5-year average of –55bps. DWS 

reduced its 2020 tax-free muni supply forecast to 375 billion 

dollars (from 440 billion dollars) as we expect new money 

issuance and refunding to decline due to Covid-19 and 

higher muni yields. This represents an 11% decline in sup-

ply from 2019. 

SECOND-QUARTER EARNINGS SEASON – 

AFTER WEEK ONE: CAPITAL MARKETS 

BUZZ, LENDERS BRACE 

Bottom-up second-quarter S&P 500 earnings per share 

(EPS) dropped slightly to 23.22 dollars, -43% year-over-

year, after last week's reports, despite a 5%+ beat led by 

big banks owing to further estimate cuts elsewhere. Blend-

ed sales growth is -11.2% year-over-year and the net mar-

gin is 7.7% vs. 11.7% last year. Big banks had very strong 

capital markets revenue, but much of that was offset for the 

group overall by large loan loss provisions (LLPs). The 10 

S&P 500 banks that reported so far took a 39.2 billion dol-

lars LLP in the second quarter, which is 0.8% of their total 

net loans. This compares to a 30.0 billion dollars LLP for all 

18 S&P 500 banks or 0.5% of loans in the first quarter and 

a 46.4 billion dollars LLP or 1.2% of loans at the pit of the 

financial crisis in the second quarter of 2009. Big banks 

may continue to build loan loss reserves through 2020, but 

the rate of provisioning has probably peaked. We believe 

some big banks offer value if the recovery and stimulus are 

adequate to put the highest loan loss provisions behind and 

to substantially normalize in 2021.  

GLOSSARY 

One basis point equals 1/100 of a percentage point. 

A corporate bond is a bond issued by a corporation in order finance 

their business. 

Duration is a measure expressed in years that adds and weights 

the time periods in which a bond returns cash to its holder. It is 

used to calculate a bond's sensitivity towards interest-rate changes. 

Earnings per share (EPS) is calculated as a company's net income 

minus dividends of preferred stock, all divided by the total number 

of shares outstanding. 

The financial crisis refers to the period of market turmoil that started 

in 2007 and worsened sharply in 2008 with the collapse of Lehman 

Brothers. 

Growth stocks are stocks from companies that are expected to 

grow significantly above market average for a certain period of time. 

Inflation is the rate at which the general level of prices for goods 

and services is rising and, subsequently, purchasing power is fall-

ing. 

Investment grade (IG) refers to a credit rating from a rating agency 

that indicates that a bond has a relatively low risk of default. 

Large cap firms generally have a market capitalization of more than 

10 billion dollars. 

Loan-loss provisions are an allowance for bad loans, for example 

due to customer defaults or a renegotiation of the terms of a loan. 

Municipal bonds (Munis) are debt securities issued by a state, mu-

nicipality or country. 

In economics, a nominal value is not adjusted for inflation; a real 

value is. 

In economics, a real value is adjusted for inflation. 

A recession is, technically, when an economy contracts for two 

successive quarters but is often used in a looser way to indicate 

declining output. 

The risk premium is the expected return on an investment minus 

the return that would be earned on a risk-free investment. 

The S&P 500 is an index that includes 500 leading U.S. companies 

capturing approximately 80% coverage of available U.S. market 

capitalization. 

The spread is the difference between the quoted rates of return on 

two different investments, usually of different credit quality. 

Treasuries are fixed-interest U.S. government debt securities with 

different maturities: Treasury bills (1 year maximum), Treasury 

notes (2 to 10 years), Treasury bonds (20 to 30 years) and Treas-

ury Inflation Protected Securities (TIPS) (5, 10 and 30 years). 

Treasury Inflation-Protected Securities (TIPS) are a form of U.S. 

Treasury bonds designed to protect investors against inflation. 

These bonds are indexed to inflation and pay investors a fixed inter-

est rate as the bond's par value adjusts with the inflation rate. 

The U.S. dollar (USD) is the official currency of the United States 

and its overseas territories. 

The United States Congress is the legislature of the federal govern-

ment. It is comprised of the Senate and the House of Representa-

tives, consisting of 435 Representatives and 100 Senators. 

Value stocks are stocks from companies that are trading at prices 

close to their book value and that are therefore cheaper than the 

market average on that metric. 

Yield is the income return on an investment referring to the interest 

or dividends received from a security and is usually expressed an-

nually as a percentage based on the investment's cost, its current 

market value or its face value. 
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IMPORTANT INFORMATION 
This marketing communication is intended for retail clients only. 

DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business activities. The re-
spective legal entities offering products or services under the DWS brand are specified in the respective contracts, sales materials and other 
product information documents. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees 
(collectively “DWS”) are communicating this document in good faith and on the following basis. 

This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. 
Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the 
investments and strategies described or provided by DWS Group, are appropriate, in light of their particular investment needs, objectives 
and financial circumstances. Furthermore, this document is for information/discussion purposes only and does not constitute an offer, rec-
ommendation or solicitation to conclude a transaction and should not be treated as giving investment advice. 

The document was not produced, reviewed or edited by any research department within DWS and is not investment research. Therefore, 
laws and regulations relating to investment research do not apply to it. Any opinions expressed herein may differ from the opinions ex-
pressed by other legal entities of DWS or their departments including research departments.  

The information contained in this document does not constitute a financial analysis but qualifies as marketing communication. This market-
ing communication is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any prohibition on trading 
prior to the publication of financial analyses. 

This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, 
projections, opinions, models and hypothetical performance analysis. The forward looking statements expressed constitute the author‘s 
judgment as of the date of this document. Forward looking statements involve significant elements of subjective judgments and analyses 
and changes thereto and/ or consideration of different or additional factors could have a material impact on the results indicated. Therefore, 
actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is made by DWS as to the 
reasonableness or completeness of such forward looking statements or to any other financial information contained in this document. Past 
performance is not guarantee of future results. 

We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy, 
completeness or fairness of such information. All third party data are copyrighted by and proprietary to the provider. DWS has no obligation 
to update, modify or amend this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, pro-
jection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate. 

Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income 
and principal invested. The value of investments can fall as well as rise and you might not get back the amount originally invested at any 
point in time. Furthermore, substantial fluctuations of the value of any investment are possible even over short periods of time. The terms of 
any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the offering documents. 
When making an investment decision, you should rely on the final documentation relating to any transaction.  

No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of 
assumptions which may not prove valid. DWS or persons associated with it may (i) maintain a long or short position in securit ies referred to 
herein, or in related futures or options, and (ii) purchase or sell, make a market in, or engage in any other transaction involving such securi-
ties, and earn brokerage or other compensation. 

DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding 
the tax consequences on the purchase, ownership, disposal, redemption or transfer of the investments and strategies suggested by DWS. 
The relevant tax laws or regulations of the tax authorities may change at any time. DWS is not responsible for and has no obligation with 
respect to any tax implications on the investment suggested. 

This document may not be reproduced or circulated without DWS written authority. The manner of circulation and distribution of this docu-
ment may be restricted by law or regulation in certain countries, including the United States. 

This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or other jurisdiction, including the United States, where such distribution, publication, availability or use would be con-
trary to law or regulation or which would subject DWS to any registration or licensing requirement within such jurisdiction not currently met 
within such jurisdiction. Persons into whose possession this document may come are required to inform themselves of, and to observe, 
such restrictions. 
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Issued in the UK by DWS Investments UK Limited which is authorised and regulated by the Financial Conduct Authority (Reference number 
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In Hong Kong, this document is issued by DWS Investments Hong Kong Limited and the content of this document has not been reviewed by 
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