NOTES FROM THE NORTH: MARKET OUTLOOK

November, 2020

F rom an investor's standpoint, 2020 has been a very unusual year. The Covid-19 crisis has created a recession and
sharply increased unemployment, and both real GDP and corporate profits will fall sharply. Of course there has
been a great disparity between the performance of the stocks that benefited from the economy's shutdown (Amazon
or Zoom, for instance) and the losers, such as airlines and hotels. Yet overall, large-cap U.S. stocks had regained all
their losses by mid-summer, and now after the recent rally spurred by the announcement of positive vaccine news
from Pfizer, smaller U.S. companies and international stocks have moved into positive territory as well.

Without economic growth to drive profit growth, the biggest driver of stock returns this year has probably been gov-
ernment deficit spending and the extraordinarily low interest rates and other stimulative efforts engineered by the
Federal Reserve and other central banks. JP Morgan estimates that worldwide stimulus spending has amounted to
over 9% of global GDP, and more is expected. With the interest rate environment driving the real return to conserva-
tive investments below 0%, some portion of that fiscal stimulus found its way to large, liquid U.S. stocks and the vac-
cine news appears to have opened the flood gates for liquidity to flow into more economically-sensitive stocks, small-
er stocks, and foreign stocks as well.

While the vaccine progress is favorable, BCA warns investors not to get too excited by this news. The logistical chal-
lenges to immunizing the world’s population are manifold and actual Covid cases will surely rise significantly before
the vaccine can be distributed broadly. Not to mention that there is still a significant portion of the U.S. population
that is skeptical about the safety of vaccines in general and this one, in particular. It is also possible for this novel coro-
navirus to mutate just as the flu virus mutates, which would reduce the effectiveness of a vaccine. Sadly, the vaccine
may also come too late to save many small businesses, which would make it more difficult to get the unemployment
rate back down to pre-Covid levels.

In addition to vaccine news, the U.S. Presidential election has generally helped stock prices. Assuming the GOP retains
control of the Senate, JP Morgan's Marko Kolanovic views the outcome as the best of both worlds for the stock mar-
ket. Pro-business policies such as low tax rates should continue, while a Biden presidency would likely tone down the
trade war rhetoric with China. The U.S. relationship with China will remain challenging, however. China continues to
pilfer U.S. technology, and the trade war has made no dent in the trade balance of roughly $345 billion. China’s central
planners continue to increase spending on industrial production, infrastructure, military, and loans to trade partners,
and the country is gaining more influence with
the International Monetary Fund, the World
Trade Organization and the World Health Organ-
ization.

Gross Domestic Product

The Chinese economy will be one of the few to
achieve positive growth in 2020. Chinese Gross
Domestic Product has been growing faster than 15
ours for many years, and they hope to actually

overtake the United States in ten years (see

chart, right). Given our smaller population, how- 5
ever, even if China does manage to overtake our
total GDP in the next decade, it will take longer
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Even if Chinese gains continue, let’s keep in mind that centrally-planned economies lack the flexibility and imagina-
tion that has made the U.S. economy so messy and so resilient over so many years. Japan, for instance, was on a fast-
track growth trajectory in the 1980’s. The decade of the “Japanese Miracle” generated any number of articles and
books about Japan’s rosy future, and handwringing that the United States was losing its competitive edge to Japan.
The angst peaked, probably, in 1989 when Japanese investors bought Rockefeller Center in New York City. The mira-
cle ended with the collapse of Japan’s real estate bubble in 1995. Japan’s structural and cultural rigidities made it
difficult for the economy to adjust and recover, and their GDP has not grown with any consistency since 1995.

When we are able to look beyond the Covid crisis, one challenge we’ll be facing will be the pandemic’s impact on fed-
eral deficits and total federal debt. If interest rates stay low and foreigners continue to want to hold dollars, the accu-
mulated deficit will not be very troubling. The Federal Reserve will have no trouble keeping short-term rates low, and
we’ve seen the Fed’s influence over the long end of the curve increase since 2009. If foreigners became less willing to
hold U.S. dollars and the U.S. dollar were to decline significantly, however, then chances would increase that the Fed-
eral Reserve might have to choose between higher inflation (caused by the weaker dollar) or higher interest rates
(which would defend the value of the dollar). Neither scenario would benefit the bond market, but they might benefit
commodity and precious metals prices. Some of the investors who are known for taking aggressive positions are posi-
tioning their portfolios for significantly higher inflation. Positioning for higher inflation was a common refrain in 2009,
as well, when the Federal Reserve embarked upon this journey of “unprecented” stimulus. Perhaps ten years later,
the trades will succeed. Stay tuned, it should be interesting.
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All equity investments entail the risk of loss and the stocks mentioned here may not be suitable for your portfolio. The securities mentioned do not repre-
sent all the securities bought, sold, or recommended for clients and you should not assume that investments discussed above are or will be profitable. The
information provided should not be considered as a recommendation to buy the securities mentioned.
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