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September 28th, 2020  

 

Waiting on (and in need of) more 

stimulus… 

After four weeks of declines, U.S equity 

markets are kicking off the week where they 

left off on Friday, excited over the notion that 

a compromise is in the works for the next 

stimulus bill.  Also adding to the upbeat mood 

across risk assets is the subtle slide in the U.S. 

dollar index, which has slipped about 35 pips 

to 94.29.  It just goes to show you how 

important dollar weakness is to the global 

reflation story that policy makers around the 

world are so desperate to keep afloat.  The 

DXY dollar index bottomed at just under 92 
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on August 30th, with almost every asset class 

around the world selling off to some degree 

since the counter trend rally began.  The 

passage of another massive stimulus package 

(rumors are that it’s in the vicinity of $2.2 

trillion) could be just what the doctor ordered 

in terms of thwarting the rally in the dollar and 

reinvigorating economic momentum, which 

has throttled back to stall speed since mid-

August.   

 

Many are of the view that neither side wants 

to cut a deal in front of the election which is 

only 36 days away, but with more and more 

data rolling over, too much longer of a delay 

risks an even greater threat of a double dip 

recession.  Last week’s initial jobless claims 

are as good of an illustration as any of the 

fragile state that the economy still finds itself 

in.  Initial filings for unemployment benefits 

came in north of 850k for the 27th consecutive 
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week, which is a level that is still 25% above 

the very worst reading (695k) during the 

Global Financial Crisis.  Keep in mind that in 

a normal economic environment, jobless 

benefits only last for 26 weeks, so without 

some kind of reform, we’re now entering a 

period where the earliest of filers will be 

exhausting this lifeline with more joining the 

ranks in the future if we don’t see a more 

meaningful increase in hiring.  We’ve seen 

several Wall St. economics teams revising 

down their Q4 GDP forecasts with JP Morgan 

coming down to 2.5% annualized from 3.5%, 

and Goldman making an even more drastic cut 

to 3.0% from 6.0%.     

 

Speaking of the election, investors have to at 

least pay some respect to the poll numbers 

which are indicating that Biden has an 8- to 

10-point lead on the national level (Hillary’s 

lead was 5 points at this same stage of the 
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2016 campaign).  To be fair, the Presidential 

election is decided by the electoral vote rather 

than the popular vote, so the national polls are 

much less relevant than what the poll numbers 

are showing for the seven key states that most 

political strategists suggest will decide the 

winner (PA, WI, SC, FL, MI, NV, & AZ), 

however Biden holds a slight lead in most of 

these polls as well.  I know, I know…who can 

trust the polls after 2016, and I’m not saying 

investors should bet the ranch based on what 

the polls are currently saying, but even the 

betting markets are predicting a 55% 

probability that Biden prevails vs. Trump’s 

43% probability.  We’ll just have to wait and 

see how things unfold following Tuesday 

night’s debate. 

 

My two cents regarding the election 

outcome’s impact on the stock market and the 

economy is that it’s less relevant than all of 
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the attention that it’s getting may suggest.  I’m 

not saying it’s not important on many levels as 

it relates to policy, society, and overall 

sentiment, but when looking at the economic 

setup strictly from a data standpoint, the path 

from a policy standpoint is already 

predetermined – whoever wins will have to 

provide more stimulus, where the details of 

that stimulus may vary depending on the 

party, but the decision of whether or not to 

add additional stimulus is not even an option 

at this time.  We had no less than eight Federal 

Reserve members speaking last week, with 

virtually every one of them singing a similar 

tune in that monetary policy can’t do much 

more at this time than it has already done.  

Interest rates are already at zero, and they 

don’t want to take them negative.  They’ve 

guided markets to the view that they don’t 

intend to hike rates through 2023, and while 

they’ll continue with the current run-rate of 
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QE, they can’t do much more without further 

distorting financial markets.  Additional fiscal 

stimulus changes this equation as it would run 

larger deficits and create more Treasuries for 

the Fed to buy, but therein lies the ‘chicken 

and the egg’ dilemma.   

 

Beyond the election, we are monitoring the 

U.K. as they renew some form of lockdown 

restrictions, the virus case count in Germany 

is at its highest level since April, and the case 

count in France recently hit a record high.  

Meanwhile, New York City is seeing a spike 

in cases for the first time since June, and the 

U.S. as a whole pushed back above 45,000 

cases on Saturday (a 0.7% increase over the 

prior week).  I’m continuing to keep an open 

mind to any and all new information on the 

Covid-19 front, but I must say that some of 

the research I’ve been digging through over 

the last several weeks has me optimistic that 
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this virus isn’t nearly as severe as we once 

feared.  We’ll have to see how things unfold 

as we move through the fall/winter flu season, 

but with mortality and hospitalization rates 

barely budging as the case counts rise, it 

suggests to me that we have made a lot of 

progress at confronting this situation as a 

civilization.      

 

As for the capital markets, let me start with 

the credit markets which over the past couple 

of weeks are showing some signs of 

increasing stress.  High yield spreads widened 

47 basis points last week to 537 basis points 

above Treasuries, the widest they have been in 

two months.  No doubt fostering this widening 

was the $5 billion in outflows from the high 

yield space last week, the largest redemption 

since the chaos of late March.  Combine the 

increase in credit spreads, a stronger dollar, a 

declining stock market, and Treasury yields 
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staying flat, and we’re talking about a material 

tightening in financial conditions that the 

brass at the Fed likely doesn’t want to see get 

much worse.  This is a development that 

definitely has policy makers’ attention to 

thwart very quickly, which is another reason 

why I think a stimulus bill gets passed sooner 

rather than later.   

 

As for the stock market, I continue to see and 

can appreciate the growing chorus of 

prognosticators pushing the ‘growth to value 

rotation’ narrative, which admittedly – based 

upon the data from Kenneth French which 

highlights that the performance of the value 

factor has underperformed the growth factor 

(on a rolling 10-year basis) by its widest 

margin in history – has the contrarian streak in 

me intrigued.  However, restraining my 

optimism that such a transition is at play are 

the necessary conditions that would foster the 
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sustainability of such a move: a sustained rise 

in both nominal growth and inflation, as well 

as a move up in interest rates.  

 

Let’s walk through these variables and see 

why I remain skeptical.  For sure, we are 

experiencing a resurgence in real GDP growth 

in the present quarter, but this is coming off 

the back of a depressionary quarter of output 

brought about by the lockdowns in Q2.  When 

I look further out beyond the next quarter or 

two, I have a hard time envisioning the 

economy moving much above the roughly 2% 

growth trend that we’ve experienced since the 

GFC.  To get a sustained increase in growth, 

you need two things: 1) labor force growth, 

and 2) productivity growth.  Productivity 

growth stems from an increase in investment, 

which is the antithesis of what we’ve seen 

over the past decade where corporate America 

favored share buybacks and dividends over 
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capital deepening and capex.  As for the labor 

force, we have an aging demographic in the 

U.S. with birth rates running at seven-decade 

lows for several years running, and an 

immigration policy that is impeding labor 

force growth, not fostering it. 

 

On the inflation front, if we’re measuring 

relative to the Fed’s 2% policy objective, it 

remains as elusive as the Loch Ness Monster.  

The explicit 2% inflation objective has been in 

effect since 2012, and outside of a couple of 

months, the U.S. economy has been unable to 

achieve this level on a sustained basis.  I 

understand that M2 is increasing at more than 

20% YoY at the moment, the Fed has 

increased its balance sheet by more than $3 

trillion inside of 6 months, interest rates are 

stuck at 0%, and our fiscal deficit will 

approach nearly 20% of GDP for this fiscal 

year, but all this has done at this point is offset 
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the giant crater that was created by the Covid-

induced lockdowns.  Not to mention that even 

with the improvement we have seen in the 

economic data since the April nadir, the U.S. 

labor market has only really recovered to what 

was the worst point of the GFC.  We’re still 

11 million jobs shy of where we were before 

the pandemic hit.   

 

You also have to consider the deflationary 

impacts that stem from the massive debt load 

the U.S. has piled onto the system over the 

past six months.  The Fed’s flow of funds data 

was released last week in which we learned 

that non-financial debt outstanding soared at 

an unprecedented 25.3% annual rate in Q2, 

and that followed an increase of more than a 

10% annual rate in Q1.  Just so we’re all on 

the same page here, we’re talking about an 

annualized increase in debt of $5.8 trillion in 

Q1 and $14.1 trillion in Q2, or a $20 trillion 
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annual rate so far in 2020.  That is the size of 

our annual GDP.  

 

By far the biggest source of this increase in 

debt in Q2 was federal government debt, 

which surged at just under a 60% annualized 

rate in Q2 versus an 11.4% run-up in Q1.  For 

context, the previous record for a surge in 

federal government debt in a quarter was 

roughly a 33% annualized pace in Q4 2008.  

So, this most recent spike was nearly double 

the largest quarterly jump in U.S. history.  

However, it wasn’t just the federal 

government which tapped the debt spigot 

(year-to-date tally is just under $14 trillion – 

more than the entire increase in the last fifteen 

years), as corporate America also got in on the 

act with non-financial business sector debt 

surging at a 14.0% annual rate in Q2.  This 

followed an 18.4% run-up in Q1, which for 

reference was the most intense period in the 
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pandemic lockdown where in the last two 

weeks of March, the Fed revamped its toolkit 

to backstop the corporate debt market by 

buying corporate credit.    

 

In a normal year, non-financial business sector 

debt increases by about $750 billion, which 

provides some perspective to the $5.4 trillion 

annualized pace we’ve seen in the first half of 

2020.  The good news in the flow of funds 

report was that consumer credit growth was 

almost zero in Q2, which I guess makes some 

sense given that households had nowhere to 

go to spend money.    

 

The bottom line (and this is the 

dilemma/challenge both policy makers and 

investors have to evaluate) is how does this 

debt trap get managed going forward?  The 

total non-financial debt-to-GDP ratio has 

surged to a record 304% from 258% in Q1, 
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and just under 250% a year ago.  The 

following chart from David Rosenberg of 

Rosenberg Research shows you what this rise 

looks like relative to history.    
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There really are only a limited number of 

options for policy makers to consider to 

resolve this imbalance.  Restructuring?  Hard 

to do when government debt is the largest and 

fastest growing segment.  Default?  Really a 

non-starter for the world’s reserve currency 

and home to the world’s reserve asset 

(Treasury bonds).  Debt monetization?  This 

still remains my bet for the path of least 

resistance if I’m a policy maker, and each day 

we see more and more policies being put in 

place in pursuit of this solution.  Eventually 

this leads to yield curve control, because we 

can’t afford for interest rates to rise for some 

time to come for both corporations and the 

U.S. government.  Moreover, the U.S. 

economy remains mired in a recession that it 

was not at all prepared to contend with when it 

occurred.   
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Some might read this and understandably 

conclude that this is negative for asset prices 

of all kinds.  That very well could be the right 

conclusion, but I don’t share this sentiment.  

Given my assumption that fiscal policy 

makers have no alternative other than to 

continue to spend money through recurrent 

stimulus packages to offset the demand 

destruction brought about by the recession, 

and the Fed has no other option than to 

monetize this excessive government spending 

while keeping interest rates pegged to the 

floor – I think investors have few alternatives 

other than to continue to procure exposure to 

real assets.  Real assets like gold, an asset that 

can’t be printed out of thin air, is no one’s 

liability, and remains a hedge to failure of 

trust in the system.   

 

I also think stocks are a superior asset class 

relative to both cash and U.S. Treasury bonds.  
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You have to understand and accept the reality 

that stocks carry a higher volatility risk profile 

than both of these alternatives, but as a long-

term investor, it’s hard not to look at cash or 

short-term Treasuries today and not see how 

their purchasing power will continue to be 

eroded as time goes by.  They pay investors 

virtually nothing and the U.S. government has 

proven over the past decade (and more 

recently, over the last six months…) that 

printing as many dollars as is necessary to bail 

out the system is not an impediment for them.  

What the global economy is experiencing at 

the moment is a backdrop where almost no 

nation can afford positive real interest rates, 

and in such a backdrop where inflation (over 

time) is going to persistently run above what 

the level of nominal interest rates are, then 

investors are forced to favor real assets over 

cash and credit.  This isn’t to say there isn’t a 

time and place for cash and preservation type 
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asset classes, but it will be in all investors’ 

best interests to pick their spots and take their 

chances in sell-offs (when they occur) to 

procure exposure to high quality companies 

that have the ability to pass along input cost 

increases, generate sustainable profits, and 

grow.  

 

It’s not that I think the path forward will be 

easy and stable for investors who just plug 

their nose and hang on for a choppy ride, but 

the alternative would be to hunker down in 

capital preservation type assets that have little 

to no chance of meeting the return objectives 

of most investors.  Yes, I continue to watch 

and appreciate what history suggests about the 

return of the stock market for blindly buying 

the S&P 500 index at current valuation levels 

(CAPE north of 30x), and for that reason I 

think investors just may be better served 

owning individual companies rather than the 
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index outright.  I also think broad based 

commodity exposure makes a lot of sense and 

from an investment management standpoint, 

investors will have to take a shot with tactical 

moves to portfolio adjustments as a more 

volatile environment becomes the norm for 

some time to come.             
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