
Market Synopsis – June 2020 

The second quarter saw the largest quarterly gain for 

equities since the doldrums of the Global Financial Crisis 

(“GFC”) in 2009. Global equities rallied by close to 20% in 

USD terms. This despite the economy being in tatters. 

According to the New York Federal Reserve’s Weekly 

Economic Index, Q2 GDP in the US will contract by 8.4% 

compared to last year. Industrial production is still 15.9% 

below its pre-pandemic high and the US unemployment 

rate stands at either 13.3% or 16.4%, depending how the 

Bureau of Labour Statistics accounts for furloughed 

employees. 

 

We believe that general equity markets will churn over the 

Northern hemisphere summer with little direction. Financial 

markets are forward looking and the collapse of risk asset 

prices in March forewarned of an economic calamity. 

Stimulus, liquidity conditions and an eventual recovery are 

creating strong tailwinds for risk assets. However, 

demanding valuations, rising political risks and 

overbought short-term technicals argue for a correction. 

These forces will probably balance out each other in the 

coming months. Investors must be nimble. Merely buying 

market exposure (via index tracking instruments like ETFs) is 

not enough; finding cheap assets levered to the nascent 

recovery will be a source of excess returns. Bonds are 

vulnerable to the recovery and purchasing deep cyclicals 

at the expense of defensives makes increasing sense. 

Japanese equities continues to offer an attractive 

opportunity. 

 

There are five key forces driving risk assets: 

• The first is extraordinarily accommodative liquidity 

conditions created by global central banks, which 

have aggressively slashed policy rates and allowed 

real interest rates to collapse. Additionally, forward 

guidance indicates that policy will remain easy for 

the foreseeable future. 

• The second is the greatest fiscal easing since  

World War II. The US government has increased 

spending by USD 2.9 trillion since March. House 

Democrats have passed an additional USD 3 trillion 

plan. Senate Republicans will not ratify the entire 

proposal, but expectations are that they will 

concede to USD 2 trillion. Fiscal profligacy is the 

new mantra – the US federal deficit could reach an 

astonishing 23% of GDP this year! The same applies 

globally. The key point is that governments are 

injecting funds to lessen the COVID-19 recession 

pain on their respective populations and small 

businesses. Excluding loan guarantees, even tight-

fisted Germany has rolled out EUR 440 billion in 

relief programs, amounting to 12.9% of GDP. 

Japan has announced JPY 63.5 trillion of additional 

stimulus so far, representing 11.4% of GDP. Loan 

guarantees administered by various governments 

along with the Federal Reserve’s Primary and 

Secondary Market Credit Facilities also limit how 

high business bankruptcies will climb. Figure 1 

highlights the significant scale of fiscal stimulus 

globally – it dwarfs the levels employed during the 

GFC. 

Figure 1 – Significant global fiscal stimulus 

• The third is the private sector’s response to 

monetary and fiscal easing unleashed by global 

policymakers. Unlike in 2008/2009, the amount of 

loans and commercial papers issued by 

US businesses is climbing, which indicates stronger 

market access than during the GFC. A 

consequence of the large uptick in credit growth 

has been an explosion in banking deposits. Given 

the surge in private-sector liquidity, broad money 

creation has eclipsed that of the GFC – see  

Figure 2 on the following page. Part of this money 

will seek higher returns than the -0.97% real short 

rate available to investors in the US (or -0.9% in 

Europe), a process that will bid up risk assets. 

• The financial health of the US household sector is 

the fourth force buttressing risk assets. Households 



Does this imply investors can just sit back, relax, and enjoy 

the ride? We wish this were true, but no, risks are plentiful. 

 

Four pertinent risk jump to mind: 

• General market valuations. In aggregate, the  

S&P 500 is already discounting the coming 

economic recovery. In the US, the 12-month 

forward P/E ratio bounced from a low of 13.4 on 23 

March to the current 21.4. Bidding up multiples to 

such heights in a short timeframe opens the 

potential for disappointments with economic 

activity or earnings. 

• Political risk poses a second hurdle against risk 

assets. As intense as it is today, policy uncertainty 

will not likely abate over the next couple of months, 

which will put upward pressure on the equity risk 

premium. Figure 4 on the next page shows that 

economic policy uncertainty is at the highest levels 

in close to four decades. Up to now, equities have 

mostly ignored rising geopolitical risk. This as the 

wave of liquidity sloshing through global markets 

have paved over this position. As the liquidity 

impulse fades, the ERP is bound to increase. This 

implies a decline in equity prices. 

• The third hurdle against the stock market is the 

evolution of COVID-19. A second wave of infection 

has started in many countries and it will only 

continue to escalate as economies re-open, 

entered the recession with debt equal to 99.4% of 

disposable income, the lowest share in 19 years. In 

addition, debt servicing only represents 9.7% of 

disposable income, the lowest percentage over 

the past four decades. Along with generous support 

from the US government, the resilience created by 

strong balance sheets explains why delinquency 

rates remain muted despite a surge in 

unemployment – this is particularly relevant for 

banks. The decline in household net worth pales in 

comparison with the GFC. Hence, the wealth effect 

will not have the same detrimental impact on 

consumption as it did after the GFC. In the wake of 

large fiscal transfers, the savings rate explosion to 

an all-time high of 32.9% is a blessing. The surge in 

savings is applying a powerful brake on 67.7% of 

the US economy, but its eventual decline will fuel a 

quick consumption recovery, a positive trend 

absent post the GFC. 

• The fifth and final pillar is the path of the global 

business cycle. Various important indicators of a US 

economy recovery have improved. Progress is also 

evident outside the US. The expectations 

component of the German IFO survey is 

rebounding vigorously, a good omen for European 

industrial production. Similarly, the continued climb 

in China’s credit and fiscal impulse suggests that 

global industrial production will move higher. These 

emerging trends are echoed by Figure 3. 

Figure 2 – Private sector liquidity is exploding Figure 3 – Industrial production soon to recover? 



loosen social distancing rules and the testing of 

more potential cases. Investors will be rattled by 

headlines such as the resumption of lockdowns in 

Beijing and mounting new cases in Southern US.  

• Finally, the S&P 500 and global equities will face a 

period of directionless gyrations with elevated 

volatility. Before we can escape this pattern, the 

technical froth that has engulfed the market must 

dissipate. The BCA Research’s Tactical Strength 

Indicator is massively overbought and is consistent 

with a period of consolidation. The same is true of 

short-term breadth. The proportion of NYSE stocks 

trading above their 10-week moving average is 

close to its highest level in the past 20 years, which 

indicates that meaningful equity gains are doubtful 

in the coming months – see Figure 5. 

What are investors then to do? 

 

A strategy most likely to generate the highest reward-to-risk 

ratio will be to focus on assets and sectors that have not 

yet fully priced in the upcoming global economic 

recovery, unlike the broad equity market. In this context, 

global bonds remain extremely expensive and 

unattractive. The FX market offers reasonably priced 

opportunities to bet on the burgeoning global cyclical 

upswing. This is especially true with various macro forces 

combining to drive the USD lower. The largest opportunity 

however lies within equities as deep cyclical companies 

Figure 4 – Equity risk premium to increase? 

Figure 5 – Equity market at overbought levels 
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remain attractive relative to defensive ones. An 

acceleration in excess liquidity indicates that the  

cyclicals-to-defensives ratio should appreciate. This ratio 

also benefits meaningfully when the USD depreciates. A 

weaker dollar is synonymous with stronger global industrial 

production. It also eases deflationary pressures and 

boosts the price of commodities, which increases pricing 

power for industrial, material and energy companies. 

Finally, the cyclical-to-defensives ratio rises when the  

silver-to-gold ratio turns up. An outperformance of silver 

has been an important signal that reflation is starting to 

improve the global economic outlook.  Banks specifically 

stand out. Market participants have clobbered banks 

because they expect prodigious non-performing loans 

(“NPLs”) due to the threats to private-sector balance 

sheets from the deepest recession in nine decades. 

However, NPLs are not expanding by as much as 

anticipated thanks to the ample support by global 

monetary and fiscal authorities. Banks were also 

conservative and built loss reserves ahead of the crisis. In 

this context, the extreme valuation discount embedded in 

banks relative to the general equity market indices seems 

exaggerated. Investors should also continue to favour 

foreign versus US equities, which is consistent with the 

positive outlook on banks and deep cyclical stocks, as 

well as the negative stance towards the USD. Foreign 

equities outperform US ones when the USD depreciates 

because the former overweights cyclical equities and 

financials. Furthermore, foreign equities trade at discounts 

to US equities and embed significantly lower expected 

cash flow growth, which suggests that they would offer 

investors upside from the impending global economic 

recovery. As mentioned earlier, an opportunity to 

overweight Japanese equities has emerged. The Nikkei 

has collapsed in conjunction with a meltdown in 

Japanese industrial production. However, Japanese 

earnings should recover faster than in the rest of the world. 

Japan has efficiently handled its COVID-19 outbreak with 

fewer lockdowns. Moreover, Japan’s earnings per share 

(“EPS”) are highly levered to both the global business cycle 

and China’s economic fluctuations. Consequently, if we 

expect global activity to recover and China’s credit and 

fiscal impulse to continue to improve, then we also 

anticipate that Japan’s EPS will outperform the MSCI All-

Country World Index. Additionally, on a price-to-cash flow 

basis, Japanese equities trade at a deep-enough 

discount to global equities to foreshadow an upcoming 

period of outperformance. 

 

In conclusion, a period of market consolidation is 

expected over the coming months. This after a strong 

recovery in risk assets post the market bottom on  

23 March 2020 and as risk asset tailwinds meet risk 

headwinds. This does not mean, that investors have no 

option to eke out investment returns. Various stock 

selection opportunities, especially in value investors’ 

stomping grounds, are coming to the fore. The tide is 

slowly, but surely turning in active investment managers’ 

favour – especially value managers. 

Indicator Spot MTD YTD Y-o-Y

Gold 1 783.68   3.1% 17.1% 26.5%

Brent Crude 41.15        16.5% -37.7% -38.2%

USDZAR 17.3790    -1.0% 24.3% 23.4%

EURZAR 19.5396    0.3% 24.5% 22.0%

GBPZAR 21.5145    -0.7% 16.0% 20.3%

JSE All Share TRI 8 387.09   7.7% -3.2% -3.3%

JSE Resources TRI 3 584.32   8.6% 6.2% 11.7%

JSE Industrials TRI 15 122.39 8.3% 9.7% 7.2%

JSE Financials TRI 6 255.58   3.1% -33.4% -36.9%

JSE Listed Property TRI 1 171.98   13.4% -37.6% -40.0%

S&P 500 3 100.29   1.8% -4.0% 5.4%

Euro STOXX 50 6 965.95   6.4% -12.4% -5.1%

FTSE 100 5 803.22   1.7% -16.9% -13.8%

Nikkei 225 36 547.19 2.0% -4.7% 7.0%

Hang Seng 71 924.29 7.4% -11.9% -11.7%
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