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K E Y TAK E AWAYS
• Vanguard expects the first estimate of third-quarter GDP to show a recovery well under way. We continue to foresee a
full-year 2020 GDP contraction of around – 4% and 2021 GDP growth around 4%.
• With a still-robust export sector and a quicker-than-expected resumption in domestic activity, the economy in China is
on course to have fully recovered from the COVID-19 pandemic by year’s end.

Economic growth

• The U.S. Bureau of Economic Analysis completed its picture of second-quarter economic
performance in the United States when it reported on September 30 its third and final estimate
of GDP, a contraction of – 31.4% compared with the first quarter on a seasonally adjusted basis.
That was slightly better than the negative 31.7% reading at the second estimate. Meanwhile,
Vanguard expects the first estimate of third-quarter GDP, to be released Thursday, October 29,
to show a recovery well under way. We foresee reported third-quarter growth around 22%,
and fourth-quarter growth in the neighborhood of 7%. Our outlook assumes an additional $1
trillion in COVID-related fiscal support in the fourth quarter. Should no fiscal support be
forthcoming, we’d foresee revising down slightly our growth expectations for the fourth quarter
and perhaps the first half of 2021 than they otherwise would have been. We continue to foresee
a full-year 2020 GDP contraction of around – 4% and 2021 GDP growth around 4%. We
continue to anticipate a challenge in getting back to a pre-pandemic growth trajectory owing to
some permanent losses of jobs and businesses and consumer reluctance in some face-to-face
sectors. Absent a widely accessible and administered vaccine and/or treatments that could
moderate those effects, we see at least a 24-month period necessary to reach a
pre-COVID trajectory of activity.
• Rising cases of COVID-19 in the euro area have led to tactical, localized restrictions on activity.
We foresee only modest overall fourth-quarter growth, with contraction likely in face-to-face
sectors such as leisure, hospitality, and tourism, while recovery is likely to continue in sectors
such as agriculture, manufacturing, and construction. We expect the pace of recovery to differ
by geography as well, with Germany and Italy likely to fare better than Spain and France, the
latter two for which virus transmission has been higher lately and the services sector
contributes more to the economies. Vanguard will closely watch the effect of any tactical halts
to activity in the fourth quarter and perhaps into the new year. We continue to foresee full-year
2020 GDP contraction in a range of – 8% to – 10%. A preliminary estimate of third-quarter GDP
is expected to be released Friday, October 30.
• Vanguard similarly sees targeted virus-suppression efforts in the United Kingdom limiting
fourth-quarter GDP growth to around 1%. A sharp rise in virus cases over the last month has
led to more stringent localized restrictions, a development we foresee continuing and which
inform our view for modest fourth-quarter growth. Renewed uncertainty about a trade deal
between the United Kingdom and the European Union with a deadline approaching (see Brexit
item) also weighs on sentiment. GDP fell by – 19.8% in the second quarter compared with the
first quarter, revised from an initial estimate of – 20.4%. It was the largest quarterly contraction
since the start of record-keeping in 1955. We continue to foresee U.K. GDP to contract by
around – 11% for the full year. The UK’s Office of National Statistics is scheduled to next release
GDP data on Thursday, November 12.
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• With a still-robust export sector and a quicker-than-expected resumption in domestic activity,
the economy in China is on course to have fully recovered from the COVID-19 pandemic by
year’s end, Vanguard believes. We’ve become more optimistic about China’s third-quarter GDP
growth, which we foresee around 5.5% to 6.0%, higher than the 5.2% consensus of
economists surveyed by Bloomberg. Vanguard continues to foresee China’s full-year GDP
growth in a range of 1% to 3%. The coronavirus affected China first among the world’s largest
economies, and China dealt with the economic fallout first. So when the worst of the outbreak
was over, China’s exporters were able to take global market share in producing protective
equipment for countries still combating the virus and electronics for global workers hunkering
down in home offices. Vanguard foresees China’s economy reaching its pre-pandemic
trajectory before the end of 2020, a full year or more before we expect other major economies
to reach the same milestone. We foresee China’s goods sector remaining robust, offsetting
some lingering weakness in the services sector, which at about 50% of the economy is
significantly smaller than those of other major economies. In the longer term, Vanguard sees
room for both caution and optimism about China. Challenges include an aging population, a
fading catch-up effect as the country becomes wealthier, and an external environment that may
look less kindly on globalization. Reasons for optimism include the vast domestic market and a
growing educated workforce that can take advantage of a wealth of recent research and
development.
• Vanguard continues to have an above-consensus view for third-quarter growth in Japan, in the
neighborhood of 5%, as retail sales rebound to pre-pandemic levels, manufacturing recovers
gradually, and fiscal and monetary policy improve firms’ financial positions. Exports to Asian
trading partners have helped offset weakness in trade with the United States and across
Europe. We continue to foresee Japan’s full-year GDP contracting in a range around – 3% to –
5%. Longer-term, we’ll be watching new Prime Minister Yoshihide Suga’s stated emphasis on
increased digital competitiveness and his approach to structural reforms to increase labor
productivity and increase competitiveness in heavily regulated sectors.
• Australia has adopted an economic-recovery mind-set, but the COVID-19 pandemic maintains
a strong stake in the economy’s immediate future. The nation’s budget, released on October 6,
aims to stimulate private demand by moving planned personal income tax deductions forward
by two years and offering incentives for business investment, including a new JobMaker Hiring
Credit that provides government subsidies for hiring unemployed individuals. Although the
extension of direct fiscal support such as the JobKeeper Payment through the first quarter of
2021 is positive news for Australian businesses and households, the lack of a meaningful
economic reopening in Victoria state and Melbourne in particular until later in the fourth quarter
may increase the likelihood of permanent job and business losses in the state. GDP fell by –
7.0% in the quarter ended in June, the largest fall in quarterly Australian GDP since records
were first kept in 1959 and confirmation of the nation’s first technical recession in 29 years.
Vanguard’s baseline scenario incorporates the possibility of regional lockdowns and we
continue to foresee a full-year GDP contraction around – 4%. Australia’s third-quarter GDP
figures are scheduled to be released on December 2.
• GDP rose 3.0% in Canada in July compared with June on a seasonally adjusted basis, but was
down – 5.0% compared with July 2019. The most recent data releases confirm that growth has
held up slightly better than expected. However, Vanguard’s leading indicators and diffusion
index (which measures the numbers of leading indicators gaining ground compared with those
losing ground) support our view that growth will be gradual following the steep decline owing
to COVID mitigation efforts. We continue to foresee Canada’s full-year 2020 contraction at – 5%
to – 6%.
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• Vanguard foresees emerging markets contracting by around – 3.0% for 2020. (The
International Monetary Fund released its quarterly economic outlook on Tuesday, October 13,
calling for a 2020 contraction of – 3.3% in emerging and developing economies followed by
growth of 6.0% in 2021.) Vanguard expects emerging Asia to fare best among the group, with a
2020 contraction around – 1.0%, with China’s strength highlighting the relative weakness of
much of the rest of emerging Asia. We continue to see Latin America hardest-hit among the
emerging markets, with a full-year contraction around – 9.0%, owing largely to effects of the
pandemic. Five Latin American countries—Brazil, Colombia, Argentina, Peru, and Mexico—are
among the 10 countries with the most confirmed cases of the virus, according to the Johns
Hopkins Coronavirus Resource Center. Meanwhile, Brazil and South Africa stand out among
many emerging market nations with rising levels of sovereign debt, though relatively low interest
rates have helped them refinance debt.
• GDP in Mexico contracted by – 17.3% in the second quarter compared with the first quarter and
by 18.9% compared with the second quarter of 2019.

Brexit

• A crucial next few days for trade negotiations between the United Kingdom and the European
Union could see the parties walk away from the table or find a way to communicate that
they’ve made just enough progress to keep talking until the end of the month. That month-end
date is grounded in the reality that any agreement to take effect at the start of 2021 will require
a couple of months for ratification. The nearly yearlong transitionary period during which the
UK-EU relationship has continued unchanged despite Brexit having officially occurred in
January 2020 expires as the new year begins.
• The European Council meeting scheduled for Thursday and Friday, October 15-16, looms large.
The European Commission’s negotiating team will brief the heads of EU member states on the
status of talks, and the absence of an EU announcement that a deal won’t be reached would
suggest the parties are willing to at least consider making concessions toward a bare-bones
trade deal. The United Kingdom has similarly considered this time frame as an important
“sense check” on the possibility of a deal still being reached. The key negotiating areas
covering state aid rules, fisheries and “level playing field” provisions remain the contentious
stumbling blocks they’ve been for many months.
• A no-deal end of the transitionary period would leave UK-EU trade governed by World Trade
Organization schedules for tariffs and quotas. That a bare-bones trade deal currently represents
the best chance of success illustrates how significantly the outlook has changed in the last year,
when a full, comprehensive agreement was the goal. But such agreements typically take years
to complete, and a bare-bones deal could set the stage for talks that continue into 2021.
Vanguard believes that developments in recent days suggest talks will continue beyond this
week. One way or another, resolution is fast-approaching.

U.S. government shutdown
• The prospect of a U.S. government shutdown has passed, at least until after the U.S. elections.
As Vanguard expected, Congress passed and the president signed a bill to continue funding the
government beyond September 30, when spending authorization for the discretionary portion of
the federal budget was to have expired. The new law authorizes spending through December
11, 2020. The government is required to authorize funding each fiscal year for the approximately
one-third of the federal budget that isn’t authorized automatically. When it doesn’t do so, certain
government operations cease to function. The last such government shutdown, lasting 35 days,
occurred from late December 2018 to late January 2019. The 2021 fiscal year began October 1.
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Monetary policy
• The U.S. Federal Open Market Committee (FOMC) voted on September 16 to leave the
target range for its federal funds rate unchanged at 0%–0.25%. It was the Fed’s first meeting
since it announced in August that it would allow inflation to modestly exceed its 2% target so
as to achieve 2% average inflation over time. The Fed said it expects to maintain the current
target range until it assesses that inflation “is on track to moderately exceed 2% for some
time.” FOMC members broadly expect the Fed will keep the current federal funds target rate at
today’s level through 2023, even as they expect inflation to then finally reach 2%.
• The European Central Bank left its main deposit rate unchanged at negative – 0.50% at its
policy meeting September 10 and said it would keep its main rates at their current level or take
them still lower until it sees the inflation outlook “robustly converge to a level sufficiently close
to, but below, 2%.” The ECB’s next policy announcement is scheduled for Thursday, October
29. Vanguard expects the ECB will expand its Pandemic Emergency Purchase Programme by
around €500 billion by the end of the year to support the inflation outlook.
• The Bank of England maintained its bank rate at 0.1% and left other policy unchanged on
September 17 at its Monetary Policy Committee meeting. The BOE also indicated it was more
likely now than previously that it would implement negative rates in the event of a sustained
economic downturn. The bank’s next policy announcement is scheduled for Thursday,
November 5.
• The Bank of Japan left its key short-term rate target at negative 0.1% at its meeting September
17. Vanguard believes that the BOJ will not cut rates in 2020 but instead continue with
measures aimed at improving corporate financing and yen liquidity. The bank’s next policy
announcement is scheduled for Thursday, October 29.
• The Reserve Bank of Australia (RBA) maintained its cash rate and three-year government
bond target at 0.25% on October 6, but in doing so changed the wording of its policy
statement in a dovish way. Having stated in September that it would consider how “further
monetary measures” could support recovery, it said in October that it would consider how
“additional monetary easing” could support jobs. Although a cut in the policy rate to 0.10% at
the RBA’s November meeting can’t be ruled out, Vanguard believes that further easing is
unlikely to provide significant upside in a low-demand environment with elevated uncertainty.
• With China’s better-than-expected recovery to date from the pandemic, the People’s Bank of
China has little reason to add fuel to the economic tank, Vanguard believes. China’s quicker
recovery relative to other major economies gives policymakers an opportunity to wait and see
what might be required next. We expect any moves to be targeted, aimed at sectors such as
transportation, where recovery has been slower than in other sectors, rather than broad
stimulus measures such as cuts to reserve requirement ratios.
• The Bank of Canada (BOC) kept the target for its overnight rate at 0.25% at its September 9
policy meeting. The BOC noted a bounce-back in global and Canadian economic activity in
recent months, but cautioned that it expects “this strong reopening phase to be followed by a
protracted and uneven recuperation phase, which will be heavily reliant on policy support.” The
BOC has expanded is balance sheet by around CAD 400 billion this year. Most of its purchases
to date have focused on federal debt, but Vanguard considers it likely that the bank would
expand purchases of Canada mortgage bonds and provincial bonds if economic conditions
were to deteriorate. The BOC’s next policy announcement, scheduled for Wednesday, October
28, will include a full update of the bank’s outlook for the economy and inflation.
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• Vanguard expects most emerging markets central banks to leave their policy rates
unchanged for now, having lowered rates earlier in the pandemic, though we see most
having a greater predisposition to further cuts than to rate hikes.

Inflation
• The consumer price index in the United States rose 0.2% in September compared with August
on a seasonally adjusted basis, having risen 0.4% in August. Compared with a year earlier, the
CPI rose 1.4%, and core CPI, which excludes volatile food and energy prices, rose 1.7%.
Vanguard expects some volatility in inflation in the near to medium term as a resumption in
economic activity across sectors pushes prices higher, perhaps above 2% momentarily in the first
half of 2021. We expect such a firming trend to be short-lived and foresee inflation below 2% by
the end of 2021, though virus-related supply shocks, fiscal support and/or monetary stimulus, and
willingness by the Federal Reserve to tolerate above-target inflation may serve as potential spurs
to higher prices.
• The consumer price index in Canada rose 0.1% in August compared with August 2019, after an
increase of 0.1% in July. We expect headline CPI to be between 0% and 1% the rest of the year,
with substantial fiscal support limiting the downside. Statistics Canada will release the September
CPI on Wednesday, October 21.
• Consumer prices in Japan fell – 0.1% compared with July on a seasonally adjusted basis and rose
0.2% from a year earlier. The Bank of Japan’s preferred core CPI measure, removing volatile food
and energy prices, was down – 0.5% compared with July on a seasonally adjusted basis and down
– 0.1% from a year earlier. Cultural and recreational activities weighed on the index, while
household durable goods rose owing to an increase in online shopping and fiscal stimulus effects.
Vanguard expects Japan’s inflation to continue to ease for the rest of the year amid a second wave
of coronavirus infection, subdued labor market conditions, and waning support from fiscal
stimulus.
• Headline inflation fell further in the euro area in September, on an annual basis, after a first slide
below zero in four years in August. Headline inflation fell to negative 0.3%, led by lower energy
prices, while core inflation, excluding food and energy, fell to a further all-time low of 0.2%, having
registered an all-time low of 0.4% in August on an annual basis. Vanguard expects that a widening
output gap (where supply of goods and services outweighs demand) and recent strengthening of
the euro compared with other major currencies will exert disinflationary pressure on both the
headline and core rates over the next year.
• Headline inflation in the United Kingdom rose 0.2% in August from a year earlier, compared with
a 1.0% rise in July. Over the medium term, we expect demand to recover more slowly than supply
and the labor market to weaken, exerting disinflationary pressure on both the core and headline
rates of inflation. With the risk of tariff imposition should the United Kingdom and European Union
not reach a trade agreement before year’s end, in addition to significant monetary and fiscal
stimulus, we foresee inflation rising toward the Bank of England’s 2% target within the next two
years. Official September inflation numbers will be released Wednesday, October 21.
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• Consumer prices in Australia fell 1.9% in the June 2020 quarter compared with the March 2020
quarter, and by 0.3% compared with a year earlier—the first such contraction since 1997. The
trimmed mean rate of inflation, an alternative measure of core inflation, showed a marked
softening in underlying prices, with a negative reading for the first time ever, compared with the
previous quarter. Vanguard expects that subdued wages and housing rents will continue to
pressure underlying inflation. Australia plans to release inflation data for the September 2020
quarter on October 28.
• Consumer prices rose at a modest 0.4% in China in August compared with July, and the 2.4%
year-on-year increase was the lowest in a year. Food prices accounted for most of the increase.
Excluding food, prices were up just 0.1% for both the month and the year, suggesting still-tepid
demand among labor market headwinds. Producer prices for manufactured goods rose 0.3% in
August compared with July, but were down 2.0% compared with August 2019.
• Similar to our broad view for developed markets, Vanguard doesn’t foresee significantly higher
inflation in emerging markets for the foreseeable future. We see demand returning to economies
more slowly than supply, and little evidence of core inflation, which is driven by higher wages,
amid unemployment rates still far higher than they were before the pandemic.

Employment

• The unemployment rate in the United States fell to 7.9% in September, its fifth straight month of
decline, but also the third straight month of a slowing in the pace of job gains, and the fewest gains
since the job market’s recovery began in May. Vanguard expects a continued slowing in the pace
of recovery in the medium term. Alongside the slowing job-growth numbers, we’re monitoring
anecdotal evidence of rising industry layoffs in late September. The potential for increases in virus
transmission and any resulting targeted disruptions to economic activity could create volatility in
jobs numbers in the months ahead. We continue to see the U.S. unemployment rate in a range of
7% to 9% by year’s end.
• The unemployment rate in Canada fell for a fourth straight month in September, to 9.0%, as
334,000 jobs were created. The job gains in September brought employment within 720,000, or
3.7%, of its pre-COVID level in February, with four industries—accommodation and food services,
retail trade, construction, and transportation and warehousing—accounting for three-quarters of
the shortfall. Although some industries face a long recovery to pre-COVID employment levels,
according to Canada’s official statistical agency, some sectors, including manufacturing, have
almost fully recovered.
• Unemployment in the euro area rose to 8.1% in August from a revised 8.0% in July, the fifth
consecutive month of rising unemployment. Vanguard believes that governments have largely
succeeded in protecting jobs, but we expect unemployment to rise nonetheless in coming months
as some businesses become less viable in a prolonged pandemic.
• The government in the United Kingdom will replace the Job Retention Scheme with the Job
Support Scheme beginning November 1. The new program, scheduled to run six months, is
designed to protect viable jobs in businesses facing lower demand over the winter months due to
COVID-19, to help keep their employees attached to the workforce. The new program is less
comprehensive than the one it’s replacing; it’s not, for example, intended to preserve jobs that are
no longer viewed as viable. Vanguard foresees the U.K. unemployment rate peaking around 8% in
the first half of 2021. The unemployment rate under the official International Labor Organization
measure rose to 4.5% in August from 4.1% in July.
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• The unemployment rate in Australia fell to 6.8% in August from 7.5% in July, the first decrease
since the start of the pandemic. But the pace of job gains appears to be slowing in Queensland and
New South Wales, and Vanguard foresees the unemployment rate potentially moving higher as
JobKeeper payments are reduced. Australia’s budget, released October 6, envisioned a peak
unemployment rate of 8%, lower than the government’s previous forecast of 9.25%.
• The seasonally adjusted unemployment rate in Japan rose to 3.0% in August and the number of
unemployed individuals was up by 490,000 from August 2019.

Asset class return outlooks
• Vanguard’s 10-year annualized outlooks for equity and fixed income returns are unchanged since
the September 2020 economic and market update. The probabilistic return assumptions depend
on market conditions at the time of the running of the Vanguard Capital Markets Model® (VCMM)
and, as such, can change with each running over time.
• ISG updates these numbers quarterly. The projections below are based on the June 30, 2020,
running of the VCMM. Projections based on the September 30, 2020, running of the VCMM will
be communicated through the November 2020 economic and market update.
• Our 10-year annualized nominal return projections are as follows. Please note that the figures are
based on a 1-point range around the 50th percentile of the distribution of return outcomes for
equities and a 0.5-point range around the 50th percentile for fixed income. Numbers in
parentheses reflect median volatility.

U.S. dollar investors

Mexican peso investors

Equities

Return projection

Median volatility

Equities

Return projection

Median volatility

U.S. equities

3.9%-5.9%

17.9%

Mexican equities

8.5%-10.5%

27.5%

7.4%-9.4%

18.6%

7.1%-9.1%

21.3%

U.S. value

5.0%-7.0%

19.9%

11.1%-13.1%

22.1%

U.S. growth

1.6%-3.6%

19.5%

equities (unhedged)

U.S. large-cap

3.7%-5.7%

19.4%

Mexican sovereign

4.1%-5.1%

12.6%

5.8%-6.8%

6.7%

Global equities exU.S. (unhedged)

U.S. small-cap

4.0%-6.0%

23.5%

U.S. REITs

3.4%-5.4%

19.9%

0.7%-1.7%

4.0%

0.3%-1.3%

4.2%

0.5%-1.5%

2.5%

1.4%-2.4%

5.7%

3.2%-4.2%

10.7%

3.1%-4.1%

11.1%

U.S. TIPS

0.4%-1.4%

6.4%

U.S. cash

0.5%-1.5%

0.9%

U.S. inflation

0.5%-1.5%

2.4%

U.S. aggregate
bonds
U.S. Treasury bonds
Global bonds exU.S. (hedged)
U.S. credit
U.S. high-yield
corporate
Emerging market
sovereign
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(hedged)

IMPORTANT: The projections or other information generated by
the Vanguard Capital Markets Model regarding the likelihood of
various investment outcomes are hypothetical in nature, do not reflect
actual investment results, and are not guarantees of future results.
Distribution of return outcomes from the VCMM are derived from
10,000 simulations for each modeled asset class. Simulations are as
of June 30, 2020. Results from the model may vary with each use
and over time.
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