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The alphabet as a guideline... 

The debate is raging among economists to define the sort of recovery Western 

countries have started to experience from Q2 2020. The very first instinct is to 

contemplate recent past, based on the idea that economic cycles, over the long 

term, resemble each-others. Actually, over the past... 70 years, major economic 

contractions and subsequent recoveries can be classified into three letters: V, W or 

U (2008). This explains why most media / financial experts have, in a large 

majority, counted on these scenarios to forecast upcoming growth.  

 

Change in US GDP (%) 

Source: Federal Reserve Bank of ST. Louis 

 

Considering the ¨unprecedented¨ severity of the current crisis and the highly 

unpredictable evolution of its root cause (i.e. the pandemics), a minority of 

economists expect a L to unfold.  

Lately, V-shape recovery has become highly unlikely 

The same applies to the L-shape, thanks to the huge monetary and fiscal stimuli 

 

... or towards new patterns? 

A resurgence of infections in Western countries, as well as the unbridle 

development of Covid in several large emerging countries are undeniable. It may 

well be that the death-rate will ultimately prove lower than in the first wave. 

Hopefully! Anyway, the persistence / resilience of it spells a) ongoing social 

distance and a cautious state of mind of consumers, b) very weak Capex cycle, 

and c) continuation of the structural disinflation.   

 

A brand-new set of recovery shapes has recently been proposed. None is really 

based on solid economic theories. Still, they empirically reflect the growing 

uncertainty associated with the current sanitary shock. They also reveal the 

disproportionally high importance of the psychological factor compared to more 

normal cycles.    

PERFORMANCES  2020 

 EQUITIES  

 MSCI World -0.1% 

 S&P 500 +3.7% 

 Nasdaq +22.7% 

 Stoxx 600 -12.4% 

 SPI -2.3% 

 Nikkei -5.6% 

 China +15.3% 

 Emerging -2.3% 
 

 

 BONDS  

 CHF Corp -0.8% 

 US Govt +9.8% 

 US Corp +8.9% 

 US HY +1.3% 

 EUR Gvt +2.9% 

 EUR Corp +0.1% 

 EUR HY -3.4% 

  

 CURRENCIES  

 USD index -3.0% 

 EURUSD +5.0% 

 EURCHF -0.7% 

 USDCHF -5.4% 

 USDJPY -2.5% 

 EM FX -10.9% 

  

 COMMODITIES   

 Gold +34.1% 

 Silver +58.9% 

 Brent -31.9% 

 Copper +1.7% 

 CRB index -21.0% 

Shaping the recovery 
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New Recovery Shape 

 

The debate over the shape of the recovery is more kind of 

a stylistic exercise 

A pragmatic approach would rather monitor closely the 

implementation of stimuli and risks of slippage 

• Shaping growth pattern is presumptuous and illusory 

• For now, investors should better analyze the nature 

and adequate implementation of stimuli... 

• ... as well as scrutinize capital / financial markets (i.e. 

adequate functioning and financial conditions)  

 

Fixed income. Inflation risks 

With the global economy amid one of the deepest 

recessions and output gaps on record, most investors 

have dismissed the risks of higher inflation.  How are we 

going to get inflation back given high unemployment 

rate (above 10%), low capacity utilization (below 70%), 

excess supply in many sectors and lower demand? We 

are likely to experience big imbalances in the real 

economy for several more quarters, if not years. The 

most historical powerful leading indicator for inflation is 

the money supply, or M2. As Milton Friedman said half a 

century ago, “inflation is always and everywhere a 

monetary phenomenon”. We have never observed 

money supply growth as high as today. If Friedman was 

correct, there is a higher risk of inflation greater than 

ever.  

Source: Bloomberg 

Of course, money supply also grew rapidly after the global 

financial crisis, but inflation never materialized  in a 

meaningful way.  

 

This fact has emboldened the view that the Fed can print 

money at whatever rate it wants, without leading to high 

inflation, at least not enough, to cause long-term yields 

increase. The sharp moves higher in break-evens and 

precious metals suggest that some markets participants are 

considering this possibility. Given the current mis-

pricing  of long-end rates, it may prove costly to expect no 

inflation. 

 

Gold price, US 10-year breakeven and  

US Treasury 10-year yield 

 

Source: Bloomberg 

 

The recent policy responses to this crisis have been 

different than what was used during the financial crisis. 

 

On the monetary front, the Fed reacted much more 

aggressively with its immediate bazooka-style response 

and direct intervention in credit markets, because we did 

not get any meaningful inflation after $4trn in 3 QEs.  

 

The fiscal response is really different this time. First, the 

government has been sending money directly to both 

consumers and small businesses to support the economy – 

i.e. helicopter money. Second, it has directly intervened in 

the lending markets by making loans via the Paycheck 

Protection and Main Street Lending Programs.  

 

Finally, and perhaps most importantly, the Congress 

guarantees loans made by commercial banks and offers 

mortgage and other liability (rent) forbearance via the 

CARES Act. This will help to maintain the production 

apparatus operational and should support a rebound of 

the capacity utilization rate. 
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US CPI yoy and capacity utilization rate (%) 

Source: Bloomberg 

 

The recent USD weakness and the stabilization, if not 

rebound, of the commodity complex are supporting a 

cyclical  inflation rebound, at least in the short term. 

 

The Fed is committed to expand its balance sheet as 

much as needed. It can expand its balance sheet, but this 

might not necessarily translate into higher inflation, like 

at the end of 2000’s as the financial system was impaired. 

This time around, the health of the financial system is not 

an issue, it is in much better shape, and with the direct 

intervention of Congress, there is a real chance that the 

money multiplier does not fall so much, and money 

supply growth remains elevated. 

• Congress is now in the driver’s seat when it comes to 

the money supply with its fiscal programs 

• This can potentially be more inflationary than 

expected. This means that long-end yields can rise, 

even if the Fed will try to keep them low. Very few 

portfolios are prepared for such an outcome. Such 

shifts can happen quickly when they are so 

unexpected 

• Favor linkers over Treasury bonds 

 

Equities Stock markets resist Covid 

Despite the rise in Covid infections around the world, the 

stock markets are not correcting thanks to: 

1. Monetary and fiscal infusions of central banks and 

governments. 

2. Better 2Q results than expected. 

3. Rapid advances in the discovery of vaccines and 

drugs to treat the effects of the virus. 

4. The lack of alternatives in an environment of low 

interest rates. The US 10-year was at 2% at the 

start of the year compared to 0.55% today and the 

real 10-year US rate fell below -1% at the end of 

July. 

There is no reason that indices correct abruptly despite the 

return to the highs of February 2020, with +50% for the 

MSCI World since the start of the rally on March 24th, 

neither from a technical point of view nor according to the 

Fear & Greed investor sentiment indicator. 

 

With the rise in indices and the decline in profits, PE ratios 

are obviously surging. But the market anticipates a recovery 

in profits in 2021 and therefore a return of PE ratios to 

normal bases. For the S&P 500, the 12-month PER Forward 

should gradually decline to return to a valuation of 20x 

towards the end of 2020. See graph. 

 

S&P 500. 12-month forward EPS and PE ratio 

Source: Bloomberg 

 

For the S&P 500, 90% of companies published their results, 

and 84% posted profits above estimates, the highest 

percentage since 2008. Profits are expected to decline 32% 

in 2Q instead of -43% estimated a month ago. For the 

Stoxx 600, profits will fall 67% in Q2 (the through  of the 

decline), but the situation will gradually improve to see 

profits rebound by 50% in 2021. 

 

The Value segment outperformed the Growth segment last 

week with the return of discussions on inflation and the 

prospect of an economic recovery thanks to massive 

injections of liquidity and the discovery of one or more 

vaccines. 

 

Investors played it safe with FAANGs, growth and defensive 

stocks, and gold. The market valuation of the Russell 

Growth Index (including FAANG) is at historically high 

levels. The Fed's largesse and the hope of a vaccine are 

behind this surge; but not only: for many investors, the 

health crisis will durably affect the social and professional 

life of each with social and professional distancing. The 

Work/Stay-at-home will become a standard. Then, the 

FAANG will benefit greatly. Real estate agents also report a 
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change in household behavior: couples are looking for 

larger houses and apartments to be more comfortable, 

since they will spend more time at home (Stay-at-home), 

with an additional room to work (Work-at-home). 

 

The Covid has accelerated the digital transformation. 

Investors are readjusting valuations towards a digital and 

much more automated world. We adhere to this 

medium to long term vision, justifying higher FAANGs’ 

and other technology companies PER ratios than the 

average of the indices.  

 

Russell Value and Russell Growth.  

12-month forward EPS and PE ratios 

Source: Bloomberg 

 

But in the near term, cyclical sectors could catch up in 

the event of good news on infection curves and vaccines, 

improving the economic outlook. A rise in nominal and 

real interest rates, as well as inflation, would be favorable 

to Value/cyclical sectors and unfavorable to sectors with 

high PE ratios. A rise in interest rates reduces the current 

valuation of FAANGs based on future cash flows. 

 

With a cyclical bias, we favor Europe. Europe could also 

benefit from polls favorable to Joe Biden in the race for 

the White House; Joe Biden intends to raise the 

corporate tax rate to 28%. The election of Joe Biden 

would mean less international confrontation, 

especially  with Europe. Green energy investment 

programs in Europe and the United States will be 

favorable to European companies where they dominate 

the wind sector. 

 

Gold is technically very overbought. Its price perfectly 

follows real US interest rates. See graph below. If they 

were to rise, there is no doubt that the price of gold 

would fall. 

Real US 10-year interest rates and  

gold price per ounce (reversed) 

Source: Bloomberg 

 

• Optimism maintained on equities with massive support 

from central banks and governments 

• Tactical sector allocation: overweight the Value/cyclical 

segment and underweight the Growth segment, in 

particular FAANG 

• In the Value/cyclical segment, we favor Industry and 

Materials. 

• In the short-term, take some tactical profits on gold on 

technical considerations 
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Disclaimer - This document is solely for your information and under no circumstances is it to be used or considered as an offer, 

or a solicitation of an offer, to buy or sell any investment or other specific product. All information and opinions contained 

herein has been compiled from sources believed to be reliable and in good faith, but no representation or warranty, express or 

implied, is made as to their accuracy or completeness. The analysis contained herein is based on numerous assumptions and 

different assumptions could result in materially different results. Past performance of an investment is no guarantee for its 

future performance. This document is provided solely for the information of professional investors who are expected to make 

their own investment decisions without undue reliance on its contents. This document may not be reproduced, distributed or 

published without prior authority of PLEION SA. 
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