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Despite the continued collapse in US economic activity, 

the S&P 500 remains resilient, bolstered by the generosity 

of the US Federal Reserve (“Fed”) and US government, 

and substantial stimulus packages in other major 

economies. Equities will likely climb even higher against 

this backdrop, but a violent second wave of COVID-19 

infections may derail this benign scenario in the near 

term. The biggest risk is rising inflation: Public debt ratios 

will skyrocket in the G-10 and many emerging markets. 

Private debt loads, which are elevated in most countries, 

will also increase. Add rising populism and ageing 

populations into this mix and the incentive to push prices 

higher and reduce real debt loads by way of financial 

repression becomes just too enticing for governments 

and other policymakers. This is however a longer-term risk. 

 

Over the shorter-term, most economic indicators paint a 

dismal picture: Industrial activity is suffering tremendously 

in the US. In April, industrial production collapsed by 15%, 

a pace matching the depth of the Great Financial Crisis 

(“GFC”). The ISM New Orders-to-Inventories ratio remains 

extremely weak with no glimmer of a rebound in industrial 

production in May. The numbers for trucking activity and 

railway freight are equally poor. The US labour market has 

not been this ill since the 1930s. 20.5 million jobs vanished 

in April and the unemployment rate soared to 14.7%. The 

number of employees involuntarily working in part-time 

positions has surged by 5.9 million, which has hiked up the 

broader U-6 unemployment rate to 22.8%. Unsurprisingly, 

lockdowns have limited the ability of households to 

spend. Americans have boosted their savings rate to 

13.1%, the highest level in 39 years. This double hit to 

both employment and consumer confidence sparked a 

22% collapse in retail sales on an annual basis in April, the 

worst reading on record. Putting it all together, real GDP 

contracted at a 4.8% quarterly annualised rate in Q1 

2020. The New York Fed’s Weekly Economic Index 

suggests a greater contraction of 11.1% for the second 

quarter, which would represent a post-war record – see 

Figure 1. 

 

Economic weakness is not limited to the US. In Europe and 

in emerging markets, retail sales and auto sales are 

disappearing at an unparalleled pace. Industrial 

production readings in those economies have been 

catastrophic and manufacturing PMIs are still deep in 

contractionary territory.  Investors must look beyond the 

gloom. China’s experience with COVID-19 is instructive 

despite questions regarding the number of cases 

reported. China was the first country to witness the painful 

impact of COVID-19 and the quarantines needed to fight 

the disease. It was also the first country to control the 

virus’s spread and, most importantly, to escape the 

lockdown, along with being the first to enact economic 

stimulatory measures. The results are clear: Industrial 

production, domestic new orders, and to a lesser extent, 

retail sales, are all experiencing V-shaped recoveries – 

see Figure 2 on the following page. 

 

The global policy “put option” is still in full force, which is 

boosting asset prices. A 41% rally in the median US equity 

since the March lows reflects both a massive amount of 

funds inundating the financial system and a recovery that 

will take hold in the coming twelve months in response to 

the mentioned stimulus and the end of lockdowns. Global 

monetary policies have been even more aggressive than 

after the GFC. Interest rates have fallen as quickly and as 

broadly as they did around the Lehman bankruptcy in 

2008. 

 

In addition, unorthodox policy measures have become 

the norm. In China, credit generation is quickly 

accelerating and has reached 28% of GDP, the highest in 

two years. Policymakers are emphasising the need to 

create 9 million jobs in cities and keep the 

unemployment rate at 6%. Consequently, the recent 

rebound in construction activity will continue since it is a 

perfect medium to absorb excess workers. The ever-

expanding quotas for local government special bonds to 

Figure 1 – Record US economic weakness 



Emmanuel Macron and European Commission (“EC”) 

President Ursula von der Leyen hatched a plan to issue 

common bonds that will finance a EUR 750 billion 

recovery fund as part of the European Commission 

Multiannual Financial Framework. The EC will then allocate 

EUR 500 billion of grants (not loans) to EU nations should 

they adhere to European principles. This unified front by 

the three most senior European politicians reflects 

elevated support for the EU among all European nations 

and an understanding that economic ruin in the smaller 

nations could capsize the core nations. Hence, fiscal risk-

sharing will increasingly become the norm in Europe.  

 

US policymakers have abandoned any semblance of 

orthodoxy. The Fed’s asset purchase programs 

announced so far have lifted its balance sheet by  

USD 2.9 trillion and could generate an expansion to  

USD 11 trillion by year-end. Moreover, Fed Chair  

Jerome Powell has highlighted that there is “no limit” to 

what the Fed can do with its unconventional policy 

apparatus. The nature of the US funding market makes 

negative rates very dangerous and, therefore, highly 

doubtful in that country. Nonetheless, the Fed is willing to 

buy more paper from the public and private sectors to 

push the shadow rate and real interest rates further into 

negative territory – see Figure 3. 

CNY 3.75 trillion will also ensure that infrastructure 

spending energises any recovery. We therefore expect 

Chinese imports of raw materials and machinery to 

accelerate into the second half of the year – this should 

provide a tailwind for beaten-down cyclicals. 

 

Europe has also moved in the right direction. Government 

support continues to expand and combined public 

deficits will reach EUR 0.9 trillion or 8.5% of GDP. 

Government guarantees have reached at least  

EUR 1.4 trillion. Meanwhile, the European Central Bank 

(“ECB”)’s balance sheet is swelling quicker than during 

either the GFC or the Euro area crisis. Unsurprisingly, 

European shadow rates have collapsed to   

-7.6% and European financial conditions are the easiest 

they have been in eight years. 

 

More importantly, COVID-19 has broken the taboo of 

common bond issuance in Europe. Last week, German 

Chancellor Engela Merkel, French President  

Figure 2 – China experiencing a V-shaped recovery 

Figure 3 – US shadow rates in negative territory 



Figure 4 – Yield-adjusted multiples not in bubble territory 

Moreover, the Federal government has already bumped 

up the deficit by USD 3 trillion and the House has passed 

another USD 3 trillion in spending. Senate Republicans will 

pass some of this program to protect themselves in 

November. Astonishingly a total escalation in the  

US federal deficit of USD 5 trillion (or 23% of 2020 GDP) is 

extremely likely this year. Combined fiscal and monetary 

policy in the US will have a more invigorating impact on 

the recovery than the measures passed in 2008-09. They 

represent a larger share of output than during the GFC 

(10.5% versus 6% of GDP for the fiscal spending and 

15.2% versus 8.3% for the Fed’s balance sheet 

expansion). The Fed is also buying a much greater 

percentage of the Treasury’s issuance than during the 

GFC. Therefore, the Fed is much closer to monetising 

government debt than it was 11 years ago. 

 

Extremely accommodative economic policy and a shift 

to higher inflation will dominate asset markets for the rest 

of the decade. Breakeven yields in the G-10 are pricing in 

permanently subdued inflation for the coming decade.  

This creates a large re-pricing opportunity if inflation 

troughs when the labour market reaches full employment. 

A repricing of inflation expectations will depress real rates. 

Developed economy central banks want to see inflation 

expectations normalise towards 2.3-2.5% before 

signalling an end to accommodation. As mentioned 

above, political pressures and high debt loads will likely 

loosen their reaction function to higher breakeven yields. 

As a result, real interest rates will decline because nominal 

ones will not rise by as much as inflation expectations. This 

is exactly what central banks want to achieve because it 

will foster a stronger recovery. 

 

The USD will probably depreciate in the post-COVID-19 

environment. This as the US is the most aggressive reflator 

among major economies. In addition, and as the global 

economic recovery gains momentum, the USD, as 

counter-cyclical currency, will experience additional 

headwinds. 

 

Precious metals win from the combination of higher 

inflation, lower real rates, and a weaker dollar. Silver is 

more attractive than gold. Unlike the yellow metal, it 

trades at a discount to the long-term inflation trend. Silver 

also has more industrial uses, especially in the solar panel 

and computing areas. Thus, the post-COVID-19 recovery 

and the need to double up supply chains will boost 

industrial demand for silver and lift its price relative to 

gold. 

 

While real rates remain under downward pressure, the 

window to own equities remains open, even if equities 

continue to churn. Equities are expensive in absolute 

terms, but when yields are taken into consideration, the 

adjusted P/E is in line with the historical average – see 

Figure 4. 

 

In addition, periods of weak growth associated with lower 

real interest rates can foster a large expansion in 

multiples. Whether to have faith in equities in absolute 

terms on a long-term basis is complicated by the 



expected rise in inflation and growing populism. Strong 

inflation will increase nominal rates. In addition, low 

productivity coupled with higher real wages, less-efficient 

supply chains and higher taxes will accentuate the 

margin compression that higher inflation typically creates. 

Thus, equities are expected to generate poor real returns 

over the long term, even if they beat bonds. This is 

especially true where equity markets are accessed 

merely, or should one say, blindly by investing in market 

cap-weighted index trackers. This is further exacerbated 

by tech shares, which are another structural hurdle for 

equity markets in general. Including Amazon, Google and 

Facebook, tech companies account for 41% of the  

S&P 500’s market cap. Tech equities are the current 

market darling. Today, the tech sector is the closest thing 

to a safe-haven in the mind of market participants, 

because a post-COVID-19 environment will favour tech 

spending (telecommuting, e-commerce, cloud 

computing, etc.). The problem for long-term investors is 

that this view is the most consensus view. Already, 

investors expect the tech sector to generate the highest 

EPS outperformance relative to the rest of the S&P 500 in 

more than 15 years – see Figure 5. 

Additionally, in a low-yield environment, investors are 

particularly willing to bid up the multiples of growth 

equities such as tech shares because low interest rates 

result in muted discount factors for long-term cash flows. 

 

When should investors begin betting against the tech 

sector? Backed by a powerful narrative, tech shares are 

evolving into a mania. Bond yields should not necessarily 

be relied upon to signal an end to the bubble. During 

most of the 1990s, tech would outperform the market 

when Treasury yields declined. However, when the tech 

outperformance became manic, yields became 

irrelevant. From mid-1998 to the beginning of 2000,  

10-year yields rose from 4.2% to 6.8%, yet the tech sector 

outperformed the S&P 500 by 127%. More recently, yields 

rose from 1.33% in June 2016 to 3.25% in  

November 2018, but tech outperformed the broader 

market by 39%. Instead, higher inflation will be the key 

factor to end the tech sector’s infallibility. Since the 1990s, 

higher core inflation has led periods of tech 

underperformance by roughly six months. This relationship 

also held at the apex of the tech bubble in the second 

half of the 1990s – see Figure 6. Relative tech forward EPS 

also suffers when core inflation rises, as the rest of the  

S&P 500 is more geared to higher nominal GDP growth. If 

nominal growth is less scarce, then the need to bid up 

growth shares diminishes. Lastly, the USD will likely be the 

first early signal because it leads nominal GDP. As a result, 

a weak USD leads to a contraction in tech relative 

multiples by approximately 9 months – see Figure 7 on 

the following page. 

Figure 5 – Tech earnings expectations fully priced? Figure 6 – Tech hates inflation 
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We believe a gradual shift towards industrial equities when 

inflation turns the corner will be fortuitous. As corollary, the 

low exposure of European and Japanese equities to the 

tech sector suggests these cheap bourses as well as 

beaten down value plays will finally reverse their  

more-than-a-decade-long underperformance at the 

same time. This strategy means that even if the S&P 500 

generates negative real returns during the coming 

decade, investors could still enjoy positive returns from 

stock picking, especially by applying the value investment 

philosophy. We have discussed this stance ad nauseum 

in the past and are running the risk of being accused of 

crying wolf. Tech shares might be the market darlings for 

now and might remain so for months to come. At some 

point though, the last fool will buy the highest priced asset 

which is not able to even remotely sustain the implied 

fundamentals. When that happens, and it will, permanent 

capital loss will be experienced. Value investors will then 

be richly rewarded for years of patience and ridicule. 

Figure 7 – USD weakness a headwind for tech valuations 

Indicator Spot MTD YTD Y-o-Y

Gold 1 730.27   2.5% 13.6% 32.5%

Brent Crude 35.33        39.8% -46.5% -45.2%

USDZAR 17.5465    -5.0% 25.5% 20.3%

EURZAR 19.4743    -3.6% 24.1% 19.5%

GBPZAR 21.6727    -6.8% 16.9% 17.7%

JSE All Share TRI 7 784.45   0.3% -10.1% -6.0%

JSE Resources TRI 3 299.83   5.6% -2.2% 13.4%

JSE Industrials TRI 13 959.15 -1.6% 1.3% 3.3%

JSE Financials TRI 6 065.45   -4.7% -35.4% -38.0%

JSE Listed Property TRI 1 033.38   -0.8% -44.9% -45.9%

S&P 500 3 044.31   4.5% -5.8% 10.6%

Euro STOXX 50 6 547.25   4.7% -17.6% -5.4%

FTSE 100 5 708.44   3.3% -18.2% -11.8%

Nikkei 225 35 827.13 8.3% -6.6% 8.6%

Hang Seng 66 970.39 -6.3% -18.0% -12.3%

mailto:nic@integrityam.co.za
mailto:herman@integrityam.co.za
http://www.integrityam.co.za

