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May 18th, 2020  
 

Looking for some silver linings… 

Perhaps like most financial professionals managing capital for others, I’ve fielded quite a few calls or e-mails 

over the past couple of weeks from clients perplexed by the dichotomy between what the stock market is 

doing and the awful economic news they are reading about.  For starters, answering such inquiries with a 

high level of conviction and confidence is like attempting to explain the unexplainable.  Sure, I have some 

theories and analysis to back up a plausible explanation, but they’re just that – theories and explanations.  

However, I’ll attempt to try and simplify and distill this view in the scribbles below.   

 

First and foremost, the depression-like data readings we get on a daily/weekly basis nowadays is, in my 

opinion, old news.  This by no means implies that it is irrelevant or that it should be ignored in any analysis, 

but it has taken a backseat for the time being.  I’m of the view that the 35% drop we experienced in late-

February to mid-March was the capital markets’ way of pricing in the uncertainty of just how bad the data 

may be as a result of forced government shutdowns due to Covid-19.  Expectations of doom and investment 

fear escalated quickly, and while these dire predictions were not unfounded, and given that the data we’re 

seeing currently have proven themselves to be fairly accurate – policy makers acted just as quickly and more 

aggressively than many of us expected.  It’s these counter policy actions that have perpetuated (heck, 

accentuated…) a deep divide between fundamentals and asset prices.  More on the policy front in a minute. 

 

Another aspect of the divergence between fundamental reality and asset prices is how investors are currently 

interpreting and reacting to bad news, as in, they’re not.  Looking at the equity market, when we get a bad 

data point stocks just shrug their shoulders as if to say: 1) this was expected and therefore not a surprise and 

has already been discounted into asset prices, 2) the worse the data gets the more confidence we have that 

more policy actions will follow, or 3) we’ve already written off 2020 data and are only concerning ourselves 

with the outlook in 2021 or 2022.   

 

Take for example the last eight weeks of initial jobless claims, where we have learned that a collective total 

of 36 million workers have filed for unemployment benefits.  The S&P 500 has rallied appreciably on 7 of 8 

of these days and the Dow added more than 2,000 points in total.  Or the announcement last week by the 

Atlanta Fed where they revised down their Q2 GDP forecast to -42.8% (SAAR) from -35.2% the week prior, 

and -12.1% at the end of April.  Not to mention last week we received the worst monthly decline in the April 

retail sales report on record at -16.4%, and the largest plunge in industrial production (-11.2% for April) in 

the record books that go back to February 1921.  

 

One thing I take away from this is that data prints that are in line with what we experienced in the Great 

Depression are no longer a surprise to the general consensus.  And frankly, I don’t disagree with this 

sentiment.  To me, this is old news at this point as it’s been widely telegraphed that Q2 activity was going to 
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be dreadful.  However, one place I think I still differ with the consensus is on the speed and duration of the 

ensuing recovery, which still appears to me to be largely expected starting in Q3.  To be fair, Q3 will come 

in better than Q2 (it would be hard not to), but we are all still feeling our way around in the dark as to how 

robust and sustained the recovery will be.  With that being said, I’m warming to the idea that we could 

experience a V-shaped recovery in equity prices while the economy languishes through fits and starts in 

successive small-case w’s. 

   

Which brings me to the stock market at this given moment, which has rallied hard to kick off the week on the 

back of some constructive vaccine news along with Fed Chair Powell’s interview on 60 Minutes last night, 

where he made it clear that the Fed could and will do more if necessary.  The S&P 500 is trading right 

around the 2,950 level at the moment which puts it above the key 61.8% Fibonacci retracement level.  From 

a technical standpoint, if it can hold above here for a couple trading days it opens the door for a further move 

up to 3,100.  As I’ve said in prior missives, I have a more sanguine view of the broad equity market trading 

in the 2,850 – 2,950 area where I think the risk / reward opportunity is more heavily skewed to risk than 

reward.  This is subject to change as data, policy, and/or the facts change, but let’s just say the opportunity 

window I’m targeting to get more aggressive with portfolio allocations is at 2,500 and below.    

  

 

Before going any further, I think it’s worth highlighting a few points from Powell’s keynote speech last 

Wednesday and his 60 Minutes interview.  In his speech, he was surprisingly frank in acknowledging that the 

“recovery will come more slowly than we would like”, that the unemployment rate will likely stay 

stubbornly above 2018 and 2019 levels, negative interest rates isn’t something they are looking at, and that 

now is not the time to prioritize fiscal sustainability.  In a nutshell, the economy will recover, but not in a V-

shaped fashion.  And with interest rates already at historical lows, a pivot to additional fiscal policy 

initiatives should be in focus.   
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Then in last night’s prime-time interview, he made it clear as could be that they will and can do more if 

necessary: 

 

“There’s a lot more we can do.  We’ve done what we can as we go.  But I will say that we’re not out 

of ammunition by a long shot.” 

 

Which brings me to something that’s been catching my attention over the past couple of weeks, and that is 

some price movements in the internals of the capital markets and whether we’re witnessing the initial 

indications of capital shifting (subtly, I must say) to hedge future inflation risk. 

 

Consider the gains in various asset classes since mid-March, where the Fed has since expanded its balance 

sheet by just under $3 trillion: 

 

• Oil stocks: +60% 

• Silver: +48% 

• Nasdaq: +37% 

• S&P 500: +36% 

• Russell 2000: +33% 

• Gold: +20% 

• Transports: +22% 

• Financials: +15% 

 

The fact that oil and silver – two very cyclical related commodities – are atop the leader board is intriguing 

to me from a market signal standpoint.  I do think investors need to start looking around the bend at an 

oncoming inflection point from nearly 40 years of disinflationary pressures transitioning to a more sustained 

and rising inflationary environment.  But I must admit that I’m a bit surprised that investors may be acting 

upon this possibility when it’s likely that we are looking at negative inflationary prints coming through the 

data through the end of the year.  Therefore, I expect this to be a 2021/2022 theme with deflation still 

dominating the here and now for some time to come given the demand destruction that is taking shape in the 

economy. 

 

Nevertheless, if the market is truly starting to hedge this potential oncoming inflection point, I think it’s 

worthwhile for investors to spend some time thinking through this investment thesis and what could/will be 

driving it.  At the center of this thesis is the unprecedented increase in M2 money supply due to the Fed’s 

aggressive expansion of its balance sheet.  Over the past 8 weeks, M2 has increased by 13.4% and on a YoY 

basis it is up 21.5%, both record highs.  Have a look at the chart below from Charles Schwab’s Liz Ann 

Saunders which plots M2 (blue line) increasing at a record pace, but rightly points out that money velocity 

(yellow line) is at all-time lows.  It’s not until velocity (the turnover of money) starts to pick up steam that 

we will see real inflationary pressures enter the equation and create a toxic cocktail where all this money 

printing may/will have a different impact than was the case from 2009 – 2019.     
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When the Fed was expanding its balance sheet via the various QE programs coming out of the GFC, it was 

printing money into a chronically weakened banking environment (solvency, not liquidity).  This time it is 

expanding with banks in a far better position to lend while being underwritten by all of the various fiscal and 

monetary programs that have been rolled out over the last two months.  It’s the combining of monetary and 

fiscal policy, both money printing and government spending, that is different today (and likely in the future) 

than was the case coming out of the GFC where almost all of the heavy lifting was done by the Fed via 

monetary policy (low rates and ample liquidity). 

 

So, what does this mean for investors?   

 

For starters, don’t get too excited because this could just be a false dawn or a short covering rally that has 

pushed up some of these depressed and beaten down commodity and value stocks.  But if it is the start of a 

new trend, where there is a sound theoretical investment thesis to be made to add inflation hedges into one’s 

portfolio, then investors want to favor tangible assets over intangible assets.  Sure, there will continue to be a 

need to keep some exposure to technology, software, bio-tech, and healthcare, but it’s the heavy fixed asset 

and commodity equity companies that offer a compelling long-term risk/reward set-up today. 

 

For starters, the ratio of the price of the commodity index relative to the S&P 500 has never been lower 

going back to the early 1970’s (the last time we had a period of higher sustained levels of inflation). 
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The first place investors usually gravitate to when looking for an inflation hedge in their portfolio is gold.  

I’ve spilled a lot of ink over the past 18 months arguing the constructive merits of investors having gold in 

their portfolios for many reasons, but in particular in an environment where interest rates are being nailed to 

the floor and central banks around the world are committed to creating a higher level of inflation.  Gold has a 

90% inverse correlation with real yields (nominal interest rate - inflation expectations) which implies that 

with the Fed managing a low rate environment through yield curve control (YCC) and eventually throwing 

enough policy tools at this situation to succeed in achieving their inflation objective – real yields are set-up 

to be negative for some time to come.  Have a look at the following chart from Carter Worth comparing the 

% change in the price of gold versus the total return of the S&P 500 over the past 23 years, which shows that 

the return is almost exactly the same.  To be fair, the two asset classes share periods of out-performance 

against each other from time to time, where it’s been gold catching up to the stock market over the past two 

years.  Nevertheless, even given gold’s run over the past two years, investors shouldn’t shy away from the 

asset class thinking they’ve missed the move.  Yes, they’ve missed a nice move, but this move has occurred 

with the trade weighted dollar at an all-time high and real yields just flirting with negative territory.  Just 

wait until the dollar rolls over and real-yields go sharply negative, and I suspect gold will really get moving.   
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Don’t forget about silver, which gets categorized in the precious metals space but at times takes on the 

character of a base metal given 50% of its demand is for industrial purposes.  Additionally, unlike gold it 

gets no consideration as a currency, so anyone looking to have exposure to silver for various reasons 

(including as an inflation hedge) should be aware that its volatility profile is higher and it’s more highly 

correlated to the business cycle.  So far in the month of May, silver has rallied nearly 25%, and as you can 

see in the chart below, just broke out of a nine-year downtrend after consolidating at multi-year lows for 

more than five years.   
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Then there is the energy market, where let’s face it – this industry has been going through a 

recession/depression since oil prices peaked this cycle above $100/barrel back in 2014 – 2015.  It’s been 

nothing but five years of difficult times for this industry since then as supply ramped up in the U.S., with 

intermittent disagreements among OPEC+ participants, and then most recently with the demand destruction 

coming at the hands of world-wide shutdowns from Covid-19.  Unlike with the stock market, I don’t feel as 

though I’m sticking my neck out to say that we’ve probably seen the low in oil prices last month when oil 

traded at -$37/bbl.   

 

Since that week, the fundamentals in the crude market have made a fairly decisive turn.  The demand side of 

the oil equation is now starting to come in at less than feared levels as can be seen with the IEA’s most 

recent upward revision by 690k barrels per day, which brings the total slump in demand to 8.6 million bpd.  I 

know this is still a huge number, but it’s a long ways away from the 20-30 million bpd equivalent that was 

being estimated a month ago.  We’re also seeing some constructive developments on the supply side with 

OPEC+ cuts coming faster and deeper than expectations.  In just two weeks we have seen 9.7 million bpd, or 

10% of world supply, taken out of the system with the Saudis taking their production down to 2002 levels 

after next month’s additional 1 million bpd output decline.   

 

Not to mention the decline we have seen in the rig count here in the U.S., where the latest count of 258 rigs 

matches the lowest level since 2009.  
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All of this adds some credence to the IEA’s estimates that global inventories will recede by 5.5 million bpd 

in the second half of the year, making it a matter of when and not if the crude market swings from surplus to 

deficit – something no one would have believed two months ago. 

 

The last chart I want to highlight, as it does tie into a longer-term investment theme of rising inflation, is the 

relative valuation between growth and value.  This is one relationship where I have my doubts that a mean 

reversion is inevitable, as I think there is a very valid fundamental case for why some tech valuations are and 

should remain at a relative premium going forward.  But I do see a lot of validity to kicking the tires on some 

of these beaten down industries and companies in an effort to discover some solid businesses worth investing 

in that have just been tossed aside and overlooked in the current environment.    
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None of what is typed above is an open endorsement that I think we are out of the woods for what lies ahead 

on the investment front.  I remain skeptical on the V-shaped economic recovery narrative, but I can see and 

appreciate equity prices experiencing a V-shaped recovery given the amount of stimulus that has been put 

into the system, the lack of other long-term options, and certain areas of the market offering compelling 

opportunities.  However, none of this liberates an investor from continuing to be disciplined and prudent 

with their capital because on a fundamental basis alone, the S&P 500 could trade down to 2,000 and it would 

be justifiable on several metrics.   
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