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Key points: 

 

• Economy recovering further, but U-

shaped recovery still our base case 

 

• Keep equity exposure at neutral  

 

• Expect gains for the equity market in 

line with the long-term average  

 

• No alternative to equities (bonds 

unattractive in the long-term) 

 

• Covid-19 ebb and flow 

 

• 47 days until November 3
rd

! 

 

• European Union on the road to fiscal 

union? 

 

• Government debt surging 
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Market Outlook 

The global economy has experienced its worst recession in the post-World War II era due to COVID-19 induced 
shutdowns imposed all over the world. The downturn, however, would have undoubtedly been worse had it not 
been for the speedy implementation of fiscal stimulus worldwide. Since April, most of the world’s major economies 
have staged remarkable rebounds in economic activity following the easing of lockdown measures. Global 
manufacturing activity continues to recuperate. The global manufacturing PMI1) increased 1.2 points in August to 
51.8, its second straight month of expansion (a PMI above 50 represents an expansion). It was the fourth straight 
gain, albeit the smallest in the sequence, to its highest level in 21 months. According to calculations from Ned Davis 
Research, this latest reading is historically consistent with 2.8% annual global industrial growth in the coming 
months, which is roughly in line with the long-term average.  
However, this should not hide the fact that there’s still a lot of lost output to be made up. Global industrial 
production as of the end of June was still 8% below its end of 2019 level.  Also, job postings in major economies like 
the US, Germany and Canada (just to pick a few) have declined by 20% or more from a year ago. This means that 
there are far less jobs available today than before the pandemic. The large labor market slack created by this 
recession will not be eliminated quickly. This reflects the damage that persists in the economy and strengthens the 
case for a rocky U-shaped2) recovery which has been our base case scenario since Q1. We maintain our view that a V-
shaped2) recovery remains unlikely.  
 

 

 

Chart: Global Industrial Production vs Global PMI / source: Ned Davis 
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Equities  

The recovery from the COVID-10 induced waterfall decline has been unprecedented. The six months it took for the 
S&P 500 index to return to a new high was the fastest on record, 17 months quicker than after the 1987 crash, the 
second-fastest recovery.  
The composition of the rebound has left some asking if the rally is sustainable. At the crux of the issue is the claim 
that the FANMAG (Facebook, Apple, Netflix, Microsoft, Amazon and Google) stocks are responsible for most of the 
gains, and the average stock is still well below its level on February 19. Nearly a third of S&P 500 stocks are still 20% 
below their February 19 levels. Therefore, the new equity market peak reflects a record divergence between 
winners and losers that has benefited big tech groups that dominate the digital economy.  
Here we would like to mention that it is important to keep in mind that stock markets do not mirror the economy 
one to one. The stock market has a much smaller weighting to the areas of the economy that have been hurt the 
most by the lockdown - like malls, restaurants, hotels and airlines. 
Moreover, if we look at the price of stocks compared to earnings or sales it looks stretched, but if we look at it from 
a relative perspective, especially relative to fixed income, it doesn’t look too bad and we can see that the market is 
not completely irrational as some market commentators like to mention.  
In this context, I would like to present you two charts. The first one shows that over the last 50 years there have 
never been so many stocks in the S&P500 index which had a higher dividend yield than the 10-year Treasury note.  

 
 

 

 

Chart: S&P500 stocks with dividend yields > 10y Treasury yield / source: Ned Davis 
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The second chart shows that the S&P500 earnings yield minus the 10-year Treasury yield is close to its neutral 
average over the last 15 years. 

 

 

Chart: S&P500 earnings yield minus 10y Treasury yield / source: Financial Times 

 

Of course, I could show you charts which show exactly the opposite, meaning that the equity market is by far 
overvalued (for example price-to-book valuations, price-to earnings (P/E) ratios and price-to-sales ratios).  
If we look at corporate profits, they have naturally been falling during this crisis. However, the reported profits 
came in better than expected for nearly everyone in Q2 2020. Never in history have we had an earnings period like 
Q2, where so many companies were able to beat expectations. This is of course due to the massive stimulus the 
governments provided and although many people now feel much better about valuations, most absolute valuation 
indicators remain historically stretched.  
With the PMI1) signaling a further upturn (as mentioned before) and all the incredible stimulus, profits should turn 
up further later this year. That is good news, but absolute valuations are high. To see whether the liquidity 
infusions have in fact set the stage for a global economic recovery, we should see a broadening of the market 
uptrend (meaning sectors which are left behind should start to pick up), volatility should fall further and credit 
spreads narrow more. If that fails to materialize, then it would be a sign that monetary policy has been ineffective 
for the broader economy and the market is at risk again.  
For the time being, we maintain our neutral equity exposure. As we have written in our Market update on the 5th of 
June, Ned Davis Research found that based on historical data, the initial rebound of the S&P 500 Index is not much 
different for a V-shaped or a U-shaped recovery2). The rebound has been similar – in most cases – regardless of the 
recovery shape for an eight-month window from four months before to four months after the recession. Only after 
the four-month mark, the S&P 500 gains in V-shaped recoveries have outpaced those in U-shaped recoveries, on 
average. Therefore, the economic cycle is now near the point where stock market gains should slow, especially if 
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data show the economic bounce off the shutdown is moderating. We now expect the market to trade more 
sideways until November, due to upcoming US election and seasonal factors. Until year end – however – the 
S&P500 index should still be able to reach gains in line with its long-term average of 5-7% per year. 

 

 

Chart: S&P500 with 50 & 200 day moving averages / source: Factset 

 

Fixed Income  

 

The Covid-19 crisis has pushed government bond prices to all-time highs making them particularly unattractive and 
increasing the risk for bond holders considering that central banks want to encourage inflation in order to restart 
the economy. This issue is particularly relevant in the light of the super-loose monetary policy framework 
announced lately by Jay Powell, chair of the Federal Reserve.  
Going forward inflation will be allowed to run above the Fed’s longstanding target to compensate for periods of 
undershooting. The notion of pre-emptive tightening has also been deleted from the central bank’s modus 
operandi. That definitively confirms the disappearance of any remaining anti-inflationary bias in US monetary 
policy. Thanks to the devastating impact of Covid-19 on the economy, it will take time for inflation to pick up and 
for interest rates to rise, but with governments determined to pull out all the stops to inflate assets further, 
interest rates will rise sooner or later and that will inflict serious damage on supposedly safe fixed income 
portfolios. 
This continues a broader theme: If government bonds can no longer be regarded as safe haven assets, what can 
take their place? The technology stocks that have driven the market rally this year — Apple, Microsoft, Amazon, 
Alphabet and Facebook — offer more safety than most. Unlike during the dot.com bubble, these technology 
companies are now highly cash generative and their platforms hugely scalable, which in turn allows significant 
pricing power. It seems counter-intuitive to think of equities as safe, but equally, it is hard to believe that 
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government bonds, yielding little or nothing, are not simply hostage to fortune when central banks are working 
overtime to generate higher inflation.  
For long-term investors this boils down to choosing between governmental paper promises and real assets such as 
property, commodities and gold. It has to be expected that the average return on equities will be significantly higher 
than the risk-free rate from the point where we start today. Of course, the short-term path of the stock market is – 
as usual – anybody’s guess and you have to be able to tolerate much more volatility if you would like to profit from 
the potential return the equity markets offer today compared to bonds.   
 

Covid-19 

 

As mentioned in the Market Update from March 20th, an analyst from Vontobel Research identified 9 trigger points 
in the equity market for the Covid-19 crisis. The first five – which were all negative for the market – had been 
triggered in March and led to the correction in the equity markets. As of today, the remaining 4 trigger points are 
still open.  
Point 6 on the list was the mortality rate based on more data available. As not everybody gets tested, we still don’t 
know much more about the real mortality rate. We learned in the meantime, that you can have the virus and 
develop no symptoms at all. This makes it much more complicated to estimate the mortality rate since we just do 
not have the data. Therefore, the real mortality rate will probably not be known until much later in time. At the 
moment we stick to what we have written on the 7th of May, where we estimated that the real mortality rate is 
probably below 0.5%.  
Point 7 was the progress in the use of drugs and vaccination. Here it seems that we made the most progress since 
the crisis began. It currently looks like – after Russia already started – other countries could start to release 
vaccinations programs for use before the end of the year.  
Point 8 was the point where the pandemic has reached its high. It is very difficult to say whether we have already 
reached that point or not. With autumn coming fear will remain that we have not reached the highs yet.  
Point 9 was that countries get back control over the virus spread. Social distancing measures have been applied in a 
very creative way all over the planet.  Whether useful or not is not our job to judge, but important to us is that we 
will probably not see another hard lockdown across the globe anymore. 
We expect over the next six to nine months (until the health crisis is resolved either through a vaccine or an effective 
treatment) an ebb and flow between the spread of the virus and containment measures. As containment measures 
are eased the economy improves, but the number of cases tends to accelerate. An acceleration in cases is then met 
by increased stringency and reduced economic output and so on. This means that the economic recovery will be 
subdued and volatility in markets will remain elevated. 

 

US Elections 

A lot of investors are worried about what will happen to stocks if Mr. Biden wins, and even more worryingly, if the 
Democrats sweep the election. The general fear is that without at least a Republican Senate, the Democrats could 
give in to their more leftist impulses and create policies which would be detrimental to the financial-economic 
paradigm. However, UBS Research argues that even if Mr. Biden hikes corporate taxes up to his planned 28%, he 
will offset that with big economic spending to accelerate the recovery, which should more than make up for the 
loss of profits because of taxes. 
We agree that a democratic president might not be so dramatic for the stock market depending on who will get the 
majority in the senate and the house. Also, we have to admit that some of the erratic behavior of the current 
president was also not always very stock market friendly (Mr. Trump calling on his followers not to buy Goodyear 
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tires is just one example). In any case, there are now only 47 days to go until election day and we (in Switzerland) 
are definitely not in the front seat to know what is going on in US politics. Based on our understanding, the race is 
still wide open and the fact that Mr. Biden is still leading the polls should not be overvalued. 
Nevertheless, we know that the market does not like uncertainty. Therefore, the worst outcome to us would be if 
the election would be delayed or if the result would not be known until later in the year (like in 2000, Bush versus 
Gore).    
Historically, during election years, the stock market has tended to consolidate its summer gains in the two months 
leading up to the election. With Mr. Biden leading in the polls, the market will likely be dealing with election 
uncertainty up to, and possibly beyond, November 3rd. If Mr. Biden will win, a short-term pullback in the market has 
to be expected resulting from uncertainty over change in economic policy.  
 

European Union 

 
As mentioned in our last Market Outlook from August 3rd, the EUR 750 billion European recovery fund agreed on 
July 21st, marked a historic shift in European policy. Perhaps the most significant aspect of the agreement is that 
the European Union can now run a federal deficit for the first time in history. This is a major step on the road to 
fiscal unification which will be needed in the long-term to make the EUR as a currency work (the EUR gained 3.5% 
versus the USD since the announcement).   
The recovery fund changes the eurozone pandemic response from a purely national – member state –  response to 
one funded in part by the European Union itself. This means that those countries worse hit by the pandemic, such 
as Spain and Italy, will receive more funding from the EU, making for a more even and potentially stronger 
recovery. Greater fiscal support for peripheral economies together with access to lower borrowing costs is positive 
for the stability of the eurozone and credit positive for peripheral eurozone government bonds. Notably, there is 
now considerably lower risk of Italy’s BBB rated sovereign bonds being junked and a consequent wave of forced 
selling. More generally, the issuance of bonds with the European Union’s AAA/AA credit rating will allow member 
states access to lower borrowing costs.  
Thus, there is potential for a longer-term upward trend in the EUR and further convergence of yields across the 
eurozone.  
 

 
Chart: EUR/USD / source: Factset 
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Government debt 

 

The surge in government spending this year will also lead to a surge in overall government debt. The IMF’s latest 
projections of government debt as a percentage of GDP sees an increase of around 30% in the U.S. and Japan this 
year and roughly 20% in the eurozone.  
As we learnt in school, large increases in government borrowing drive up interest rates, but that inverse 
relationship between government deficits and interest rates has broken down in recent years, particularly for large 
advanced economies. A great deal of this is attributable to central banks which, through asset-buying programs, 
have essentially been buying up large portions of government debt. If we look at government bond purchases by 
central banks as a share of total government debt, Japan is leading the pack. The Bank of Japan (BoJ), the pioneer 
of quantitative easing, is currently holding 50% of the total Japanese government debt outstanding. The European 
Central Bank (ECB) is holding 26% of European government debt, whereas the U.S. Federal Reserve looks currently 
quite modest with a portion of “only” 16%. Eventually these countries will have to pay their dues, at least their 
scope of discretionary spending in the future should be more limited and there is no guarantee that central banks 
will continue to absorb government debt indefinitely. At one point, investors could also lose faith in governments. 
However, in the meantime, there’s not much of an alternative out there for the security offered by developed 
market Treasury debt.  
If fiscal spending becomes the predominant form of stimulus in the coming years, this would have implications on 
both potential growth and inflation depending on the policies that are enacted.  
As we mentioned under the US election section, we would expect Mr. Biden to increase fiscal spending a lot if 
elected, but Mr. Trump will probably be doing the same once reelected. As central bank policies have reached 
some limits, fiscal spending – accelerated by the pandemic – could be the new game in town. We expect spending 
on infrastructure to be one of the most preferred options. Infrastructure has a relatively high fiscal multiplier (i.e., 
you get a good return for every dollar you spend) and could increase productivity. We find it very likely that the US 
government will increase its infrastructure spending and therefore have built up positions in this sector lately. 

 
Please do not hesitate to contact us if you have further questions. 
Best Regards 
Ivo 
 

 

 

 

 

1) The Purchasing Managers' Index (PMI) is an index of the prevailing direction of economic trends in the 
manufacturing and service sectors. It is a diffusion index that summarizes whether market conditions, as 
viewed by purchasing managers, are expanding, staying the same, or contracting. The purpose of the PMI 
is to provide information about current and future business conditions to company decision makers, 
analysts, and investors. 

2) In a V-shaped recovery, the recession lasts for a year or less, real GDP recovers its pre-recession level in 
less or the same time as the length of the recession. Therefore already a recovery in 2H 2020 (V shape). 
Slow growth thereafter. In a U-shaped recovery, we see a stabilization in 2H 2020 and a recovery only in 
2021 (U-shape). Slow growth thereafter.  

 
 
Source: Ned Davis Research, Financial Times, Vontobel Research, UBS Research 
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Asset Allocation 

 

Given the factors described, we keep our equity allocation at neutral. (USD and CHF Balanced details below). 
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