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•

Trillions of dollars have been injected into the economy,
preventing a full-scale financial crisis. This stimulus, along with
progress on treatments and a vaccine, suggests the worst of
the pandemic’s economic impact may be over.

•

Economic green shoots have begun to appear. We expect the
recession to trough in Q2. Given the scope of global stimulus,
2021 could be a dynamic year.

•

In aggregate, the IMF forecasts that the global economy will
contract by 4.9% in 2020 and increase by 5.4% in 2021, a path
consistent with our U-shaped recovery scenario.

•

Global stock markets rebounded in the second quarter, in
reaction to developments on the healthcare front, an easing of
lockdowns around the world, and the massive stimulus.

•

Our portfolio’s cash reserves are being deployed
progressively as we capitalize on market opportunities to add
quality companies at discounted valuations.

•

With bond yields at all-time lows, our fixed income portfolio is
steering clear of overvalued longer-term instruments.

•

We are confident that the portfolio’s medium-term potential for
value creation remains substantial. Patience will be rewarded
as we embark on the road to recovery.

About six months have passed since COVID-19 first
appeared and began to spread. In response, governments
worldwide have made massive efforts to slow the advance
of the virus by enforcing containment and mitigation
measures while the scientific community works on a
vaccine. With cities in full or partial lockdown and entire
industries shuttered, the economic consequences of
these policies have been severe. Millions of people have
lost their jobs and countless small- and medium-sized
enterprises are no longer generating enough cash to pay
their bills. The global economy is currently facing its
deepest recession since the Great Depression
of the 1930s.
Governments and central banks have poured trillions of
dollars into the economy to quash credit- and fundingrelated problems, preventing a full-scale financial crisis. In
addition to this massive stimulus, progress towards
potential treatments and the development of a vaccine
suggests that the worst of the pandemic’s economic
impact may be behind us. Cities are gradually reopening,
and the easing of physical isolation measures offers the
prospect of recovery. Thanks to these positive
developments, stock markets have bounced off their lows.
By the close of the second quarter, the S&P 500 was up
20% since end-March.
Data are beginning to show that economic green shoots
are developing worldwide. This is consistent with our base
case scenario that activity will trough in the second
quarter. We expect a gradual improvement this year and
sustained upside in the latter half of 2021, with the
recovery resembling a U-shape. Indeed, given the scope
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of the stimulus that has been deployed globally, 2021
could be a dynamic year.
We are mindful that uncertainties remain regarding a
second wave of transmissions, as well as stresses caused
by social or geopolitical disruptions. Our portfolio’s cash
reserves are therefore being deployed in a progressive
manner in the short-term, though we are confident that the
portfolio’s medium-term potential for value creation
remains substantial.

The slowdown in the spread of the virus has allowed
governments around the world to ease physical isolation
measures. Cities are reopening and factories are
operating again. As we try to analyze how the global
economy will progress in this environment, we are paying
careful attention to how the situation is evolving in China.
Given that the Chinese economy was the first to reopen
and has been in recovery for several months, it offers a
good roadmap for the rest of the world.
In the first quarter, activity in China was severely impacted
by a full-scale lockdown. Real GDP growth declined 6.8%
year-on-year, after having recorded a 6.1% increase in
2019. In February, industrial production contracted by
13.5% year-over-year, while the Composite Purchasing
Managers’ Index (PMI) hit a low of 27.5 (Chart 1). That
same month, passenger car sales declined by 81.6% yearover-year to just 224,000 units, and home sales decreased
by close to 100%. In March, total retail sales registered a
15.8% decline on a year-over-year basis, as higher
unemployment negatively impacted consumer spending.
As China’s economy gradually reopened, the recovery
was swift and sharp. The PMI returned to above 50 in May
and now sits at 55.7 at the end of June while industrial
production is up 4.4% year-over-year as of May. In May,
2.19 million cars were sold in the country, a rate similar to
the number of cars sold before the virus hit, while home
sales were up 12.2% year-over-year. However, the
turnaround has been uneven. Certain sectors of activity
like air travel, hospitality and construction remain severely
impacted and are likely to lag, which will weigh on
economic growth for some time.
While the contraction in the first quarter was severe, the
IMF expects the Chinese economy to grow by 1.0% in
2020. With the worst of the decline already behind it,
China is expected to continue to expand over the next
several quarters.

Source: Markit

China’s recovery appears to be in line with our U-shaped
economic growth scenario highlighted in our April
Economic and Capital Markets Outlook: gradual
improvement in 2020 and sustained upside in the latter
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half of 2021. Our base case remains that this will also apply
to developed markets.
In the U.S., 22 million jobs were lost between February and
April, and real GDP is anticipated to have declined by 10%
in Q2 against a year ago. As we look forward, we see
tentative signs that the U.S. will follow a path similar to
China. Factories are restarting production lines, the PMI
went up from 27.0 in April to 46.8 in June and industrial
production is rebounding. There were 7.5 million jobs
created in May and June, and consumer confidence is
rising. An elevated saving rate of 23% at the end of May
will allow consumer spending to boost growth as retail
stores continue to reopen. Already, annualized vehicle
sales surged from 8.6 million in April to 12.2 million in May.
While the timeline and trajectory for the recovery remains
uncertain and depends largely on developments on the
healthcare front, we believe that the U.S. economy is on
track to return to its trend rate of growth in the second half
of 2021. We forecast U.S. real GDP to contract by 8% in
2020, but increase by 4.5% in 2021.
Early indicators seem to support that the Canadian and
European economies will follow along the same lines. In
June, the manufacturing PMI rebounded to 47.8 in Canada
and to 47.4 in Europe, from 33.0 and 33.4 respectively in
April. Consumer and business confidence are also
improving and informal indicators such as restaurant
bookings and car traffic are showing signs of a pick-up.
The Bank of Canada expects economic activity in the
country to start picking up in the 3rd quarter, while the
European Central Bank (ECB) forecasts a strong rebound
on the continent in 2021.
We expect real GDP in Canada to decline by 8.5% in 2020
and rise by 4.5-5.0% in 2021. In Europe, real GDP growth
is expected to fall 10.2% in 2020, before rebounding to 6%
in 2021. While emerging market activity is projected to fall
3% in 2020, the IMF expects the region to lead the pickup in world output in 2021, with real GDP growth of 5.9%.
Overall, the IMF forecasts that the global economy will
contract by 4.9% in 2020 and increase by 5.4% in 2021, a
path consistent with our U-shaped recovery base case.

In March, when uncertainty was at its peak, credit spreads
widened to levels not seen since 2008-09. The
destabilization to funding markets put companies reliant
on credit in a very difficult position. During the financial
crisis, a debate on the negative consequences of stimulus
measures delayed their implementation and resulted in a
credit crunch that significantly deepened the recession.
Learning from their mistake, authorities in both developed

and emerging markets were quick to cut interest rates and
introduce measures to channel funding to any entity in
need. For example, the U.S. Federal Reserve created tools
to help different segments of the markets, including smalland medium-sized enterprises, to ensure credit remained
available.
From the beginning of February to the end of June, global
central banks injected more than $11 trillion into the
financial system. Their balance sheets are expected to
continue to increase significantly over the next several
months. At the beginning of June, the ECB announced an
expansion of its Quantitative Easing (QE) program by €600
bn to €1.35 trillion, while the Fed and the Bank of Japan
(BoJ) have announced that their QE programs are
unlimited. By year-end, the Fed’s balance sheet is
anticipated to reach more than $10 trillion, up from $4.2
trillion in December 2019, and the increase will represent
close to 30% of U.S. GDP. These measures succeeded in
restoring smooth functioning to credit markets and
potentially averted an even worse economic and financial
contraction.
In addition to monetary stimulus, governments have
rapidly deployed fiscal measures, ranging from industry
relief (for example to airlines), to mailing cheques to
households. This additional spending represented more
TABLE 1

Global Monetary and Fiscal Stimulus
to fight COVID-19 Impact*
Potential
Monetary
Stimulus

Potential
Fiscal Stimulus

Potential
Monetary and
Fiscal Stimulus

Trillion $ % GDP Trillion $ % GDP Trillion % GDP
U.S.

$6.21

29.0%

$3.30

15.4%

$9.51

44.4%

Eurozone

$1.78

13.3%

$4.02

30.2%

$5.80

43.6%

Japan

$1.03

20.0%

$2.08

40.3%

$3.11

60.3%

U.K.

$0.37

13.6%

$0.23

8.3%

$0.60

21.8%

Canada

$0.30

19.0%

$0.20

12.0%

$0.50

31.0%

China

$1.33

9.3%

$1.22

8.4%

$2.55

17.7%

Others

$0.43

n/a

$2.47

n/a

$2.90

n/a

13.2%

$13.52

Total

$11.45

15.6% $24.97

28.8%

*Stimulus measures announced and enacted between February-May 2020.
Source: Cornerstone Macro, IMF, World Bank, Bank of Canada and LBA.
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than $13.5 trillion as at the end of June. In just four months,
global monetary and fiscal stimulus totaled $25 trillion, the
equivalent of 29% of global GDP (Table 1).
Looking forward, additional government stimulus in the
form of infrastructure spending may be used to stimulate
job creation at a time when unemployment rates remain
elevated. In the U.S., a stimulus bill worth anywhere
between $1-3 trillion is widely expected, while in Europe,
the European Commission already unveiled a €750 billion
package to help member countries recover. The size and
extent of this stimulus is truly unprecedented. Given that
these measures typically take between 6 and 18 months
to work through an economy, the recovery in 2021 may
be dynamic.

The evolution of the virus and the consequent cautious
worldwide reopening, China’s recent economic trajectory
and the massive stimulus underway are all factors which
support our base case scenario for a U-shaped recovery.
There are, however, a few risks which we continue to
monitor.
First, a stronger second wave of the virus could bring back
some lockdown measures and damage a nascent
recovery. At this stage, we are confident that governments
are ready for such an outcome given their experience in
coping with the first wave. Improved testing capacity, the
setup of contact tracing infrastructure, the broader use of
masks, and general acceptance of physical distancing
measures all suggest that we are learning to better cope
with the virus. Along these lines, some lesser equipped
emerging market countries are yet to bring the first wave
of the virus under control. With surging cases in major
economies such as India and Brazil, challenges in the
emerging world may weigh on the global recovery going
forward.
We estimate that the timeline for herd immunity, and
therefore for the pandemic to be over, remains a year
away. Given what is known of the virus to date, 70% or
more of the population needs to be immunized to achieve
herd immunity. In June, it is estimated that approximately
5% of the U.S. population had been infected, 15 times less
than required. But there are small studies indicating that
there may be a significant portion of the population that is
less susceptible to infection due to cross-immunity from
other coronaviruses. If that is the case, herd immunity
could be achieved at lower infection levels. Moreover,
there are large-scale phase 2 and 3 trials planned during
this summer for two promising vaccine candidates,
offering hope that a vaccine may be available in less than
12 months.

Second, a resurgence of tensions between the U.S. and
China, over Hong Kong or other geopolitical sources of
conflict, could once again destabilize global trade. The
signing of a Phase One trade deal seemed to diffuse the
trade war, however the pandemic has made it difficult for
the two countries to abide by the terms of the contract
which called for increased trade volumes. Although
tensions have resurfaced, we continue to believe that a
broad community of interest favours a long-term
compromise, especially at a time when the two countries
face a common predicament in the global pandemic.
Third, political developments in the U.S., including social
unrest and the potential election in November of a
Democratic administration, could spark uncertainty as to
the direction of the economy going forward. High levels of
unemployment are typically associated with discontent,
although how this may translate into a more lasting impact
on the economy is far from clear. We expect every effort
will be made to deal with social problems, just as fiscal and
monetary interventions have tried to deal with the
economic problems.
While we will keep an eye on the evolution of these risks,
we remain of the view that once the pandemic passes,
significant pent-up demand will provide the foundation for
strong global economic growth going forward.

Global stock markets rebounded in the second quarter, in
reaction to positive developments on the healthcare front,
an easing of lockdowns around the world, and the massive
stimulus implemented by both governments and central
banks. The S&P 500 (in $CAD) increased by 15%,
S&P/TSX 16%, DAX 22%, Nikkei 13%, MSCI World 14%
and MSCI Emerging Markets 13%.
At the end of Q2, the S&P 500 traded at 24.9 times
estimated 2020 earnings and 19.4 times estimated 2021
earnings, well above long-term fair valuation levels of 15x.
Large cap technology stocks, such as Amazon, Microsoft,
Netflix and Apple have outperformed the broad market
this year and trade at expensive multiples (from 29 times
to 144 times price-to-earnings). We remain concerned
that overpaying for companies generally leads to subpar
returns over time, as multiples eventually converge
towards their long-term averages. In contrast, sectors at
the forefront of the pandemic have lagged the broad
indexes, and current valuations reflect excessive
pessimism with regards to their future potential.
Turning to fixed income markets, over 90% of global
sovereign bonds issued by developed countries now trade
below 1%, with 20% trading at negative levels. Long-term
yields in most developed economies have hit all-time lows.
We acknowledge that it may take some time for interest
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rates to adjust higher, in line with economic growth and
inflation. However, we choose not to speculate on this
timeline. We believe investing in such instruments offers
poor prospects for return over the long term and presents
an additional risk of losing capital if rates were to rise
more quickly.
Fixed income investors should be wary of the longer-term
impacts of pandemic-related stimulus measures.
An explosion in government deficits will lead to massive
funding needs, which may put upward pressure on rates.
In the U.S. alone, the fiscal deficit is expected to reach
close to 20% of GDP in 2020 (Chart 2). This implies that
the U.S. Treasury will need to issue more than $3.8 trillion
in new bonds in the market. It may be difficult for this
increased supply of bonds to be absorbed by financial
markets should investors shun investments that offer
meagre return potential.
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Source: Bureau of Economic Analysis, Office of Management and Budget
(OMB). Data for 2020 is OMB forecast.

Our portfolios remain positioned to offer significant value
creation in the medium-term. On balance, the equity
portfolio trades at 12.8 times forward earnings, 1.4 times
sales, and offers a 4% dividend yield. Our fixed income
portfolio is steering clear of extremely overvalued longerterm instruments. We are investing surplus cash in a
progressive manner, capitalizing on market opportunities
to acquire quality companies at discounted valuations. We
are confident that patience will be greatly rewarded as we
embark on the road to recovery.
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