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Since our Global Market Outlook update in April, shock
waves from the COVID-19 crisis have continued to flow
through global markets, economies, and societies.
As we look forward to the remainder of the year, uncertainty abounds. Equity prices seem
thoroughly disconnected from fundamentals. Few companies are willing to provide guidance on
earnings and other dimensions of performance. Additional near-term risks to shareholder returns
are materializing, as companies cut back on buybacks and dividends in a bid to conserve cash.
Volatility as measured by the VIX seems to have fallen back, but the SKEW remains elevated —
and dispersion among views on key forecasts, including GDP, is exceptionally wide.
Amid all of this uncertainty, much ink has been spilled in an attempt to predict the “shape” of
the recovery: Will we see a V-shaped recovery? A U? A W? If a letter must be chosen, then
we believe that the recovery will take the shape of a V — with a great deal of variability across
sectors. But we also believe that focusing on the shape of the recovery is less useful than
thinking about the nature of the recovery. In this case, we believe that recovery from the
COVID-19-induced crisis resembles a high-stakes relay race — a layered recovery that is
unfolding in overlapping stages, with risk at every transition point.

The Relay Recovery

We’re already in the middle of a relay recovery. The first stage of the relay, led by central banks
and governments, has so far been carried out successfully, as emergency monetary stimulus
prevented a liquidity crisis from devolving into a solvency crisis. Emergency fiscal stimulus
followed close behind, helping to shore up personal incomes and savings rates despite the loss
of millions of jobs. These stimulus efforts took shape very quickly — that which took years to
accomplish during the Global Financial Crisis took mere weeks in the COVID-19 crisis.
We’re now in the second stage of the relay — the economic reopening — led by a patchwork
of government authorities and businesses. Crucial to the success of the second stage is
not just reopening, but staying open. On the surface, recent virus outbreaks in the wake of
resumed economic activity (for example, in the southern and western United States) may seem
discouraging, especially as some localities return to restrictive policies and shutdowns. It is
possible, however, that these early experiences may encourage practices that will help to limit
the spread of the virus ahead of a potential second wave this fall, thereby boosting business and
consumer confidence. Reopening experiences have also been far from universally negative, as
many countries, regions, and localities have gradually restarted their economies while keeping
COVID-19 cases under control.
Ultimately, it will be challenging to sustain investor confidence through the end of the year unless
the third stage of the relay — the development of a vaccine (or an effective, scalable medical
treatment) — is accomplished so that the most vulnerable populations can benefit by the end of
2020 or early 2021. There will be no complete recovery without a medical solution to COVID-19.

The Relay Recovery

2

Although each relay stage carries substantial risk, there are reasons to feel good about where we
are now. Second-quarter economic data was horrible, as expected — yet there were also some
positive surprises, including a big bounce in retail sales and in PMIs. Building on that near-term
momentum, industrial production may also surprise to the upside, as manufacturers adjust their
operations to allow for social distancing.1 Recent weeks have also seen renewed fiscal stimulus
efforts, as the EU agreed to a EUR750 billion recovery fund (taking a major step toward greater
EU unity in the process), and negotiations continue (as of this writing) on a new US stimulus
package that could deliver $1 trillion or more in additional relief.2

Risks to the Recovery

While the relay recovery has gone well so far — economic data is improving, and consumer
spending has been supported by stimulus measures — pressure on personal incomes may
increase toward the end of the year as governments begin to weigh the provision of additional
stimulus funding more carefully. The US election poses another risk — not just in terms of the
election outcome, but also the prospect of a disputed election and potential Constitutional crisis.
Inflation is another risk, as MMT3 — once nearly universally dismissed — has essentially become
the norm. In the near term, the pandemic has been mostly a deflationary event (aside from a
few pockets such as food prices). We don’t expect inflation to spiral out of control anytime soon,
particularly in light of the deflationary forces that the pandemic has also unleashed, including
accelerated technology adoption. Nevertheless, inflation uncertainty has spiked recently, and
inflation does bear watching in light of this global sea change in monetary policy interaction.
Finally, the successful fulfillment of the third relay stage — the attainment of a medical resolution
to the crisis within a relatively short time frame — does represent a key risk to our outlook. Indeed,
the medical situation, including the possibility of a severe second wave necessitating widespread
shutdowns, will remain a major risk until a vaccine or cure is developed and widely distributed.

Economic Outlook

Historically swift and sizable monetary and fiscal stimulus will not be enough to prevent an
outright contraction in global GDP this year (see Figure 1). In our last Global Market Outlook
update, we projected recessions in Japan and across European economies. Unfortunately,
recession has since become unavoidable almost across the globe.
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Figure 1
State Street Global
Advisors Forecast,
Real GDP Growth

2020 (%)

2021 (%)

Global

-2.8

4.7

US

-3.4

3.9

Australia

-2.2

3.9

Canada

-5.6

5.7

Eurozone

-6.6

5.0

France

-6.9

5.0

Germany

-5.0

5.2

Italy

-8.5

5.0

UK

-6.7

4.4

Japan

-4.2

2.5

Brazil

-7.0

5.0

China

1.8

7.0

India

-4.0

7.0

Mexico

-7.0

4.0

South Africa

-7.0

6.0

South Korea

-0.7

3.2

Taiwan

-1.0

3.2

Source: State Street Global Advisors, as of 7 August 2020.

As the virus spread globally, even emerging markets that at one point were viewed as unlikely
to resort to lockdowns have since been forced to adopt them; India is a case in point. In fact,
one reason that global economic performance is decidedly worse than it was during the Global
Financial Crisis (GFC) is the current lack of resilience in emerging markets. China served as a
growth anchor for the world economy in the last global recession, but it cannot play that role
today. (China is, however, one of the very few economies likely to record modest positive GDP
growth this year.)

United States

The United States is officially in recession as of June, according to the National Bureau of
Economic Research (NBER).4 The NBER noted that “the usual definition of a recession involves
a decline in economic activity that lasts more than a few months.” However, other considerations
such as intensity and breadth matter; these warranted “the designation of this episode as a
recession, even if it turns out to be briefer than earlier contractions.”
The US recession may turn out to be not just briefer, but much briefer. Throughout this episode,
we’ve been highlighting many data incongruities that illustrate the unusual nature of this
economic contraction and which suggest that the recovery could be unprecedentedly swift as
well. Extraordinary monetary and fiscal stimulus will play a key role here. With Fed monetary
policy seemingly here to stay, fiscal stimulus so far has delivered support to consumer spending.
Personal income in the US spiked 10% in April, despite a 15% unemployment rate. The personal
savings rate shot up to a never-before-seen 33%, implying a decent financial cushion for
consumers. It’s not all that surprising that US retail sales jumped by a record 17.7% in May, and
that mortgage applications for home purchases are at an 11-year high. This is clearly not a typical
recession. And although the recovery will vary across sectors — e.g., travel, hospitality, and
events will likely be under pressure for some time — evidence of improvement can be found.
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For these reasons, we continue to lean more positive than consensus on US GDP growth: We
expect a 3.4% decline in 2020. We also expect stronger-than-consensus 3.9% GDP growth in
2021, based on our expectation that the policy response to a second-wave outbreak will not
include broad lockdowns, and that there will be measurable progress on medical solutions to
the virus that will allow the most vulnerable populations to benefit by late 2020 or early 2021.

Europe

The eurozone presents an especially interesting case in the current COVID-19 drama. Cyclically,
it has been one of the worst-affected regions, with vulnerabilities stemming from high levels
of economic openness, dependence on global tourism and demand for luxury goods, elderly
populations, and macro policy constraints. But this is also the region that may emerge from
this crisis in much better shape from a structural standpoint — the intensity of this shock is
energizing transformative integration efforts to a much greater extent than was seen during the
GFC or the Euro crisis.
After years when monetary policy in the form of ECB rate cuts and quantitative easing seemed
to mark the limits of macro policy support available to the region’s economy, we are now finally
witnessing a meaningful fiscal policy response. This is not just at the national level (including
traditionally austere countries like Germany) but also — most importantly — at the supranational
level. The EU has adopted a EUR750 billion recovery plan that represents a major step forward in
unity. A sizable increase in the EU budget is currently under debate and, with the support of core
allies, Germany and France, will likely be approved. At the same time, the European Central Bank
is stepping on the stimulus gas pedal, having nearly doubled the size of its Pandemic Emergency
Purchase Program to EUR1.350 billion.
We expect the eurozone economy to contract by 6.6% in 2020, before rebounding to grow by
5.0% in 2021. Unsurprisingly, Germany is expected to outperform that trajectory, given sizable
counter-cyclical stimulus, stronger consumer finances, and less dependence on tourism. Also
unsurprisingly, Italy is likely to underperform this year, although a normalization in tourism flows
and favorable base comparisons should allow it to keep up with the rest of the region in 2021.
France’s experience will likely fall in-between these two.

Emerging Markets

The COVID-19 crisis negates many of the structural long-term advantages of emerging
market (EM) economies while accentuating their shortcomings. Prime among EM’s perceived
advantages had been broadly favorable demographics. Abundant and relatively cheap labor
resources had been a structural advantage that supported an export-led growth approach in
many emerging market economies in Asia and beyond. But abundant labor is not an advantage
when that labor is idled by the necessities of social isolation policies. In fact, last quarter we noted
high population density as a key risk factor that could greatly exacerbate disease containment
difficulties and escalate healthcare costs.
Unfortunately, over the last two months, Brazil and India have become poster children for a
demographic advantage turning into a drag, as infection rates spiked. If there is a silver lining here,
it is that EM populations are generally younger, and youth seems to greatly reduce COVID-19
mortality rates. Nonetheless, the containment measures and the loss of economic activity
associated with these outbreaks mean that GDP in emerging markets as a whole will contract by
close to 2.0% this year, an extraordinary development given typical annual expansion rates over
4.0%. In effect, COVID-19 has wiped out emerging markets’ structural growth advantage. This will
not be a permanent change, but it is noteworthy nonetheless.
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Another feature of the COVID-19 crisis is that it heightens heterogeneity in EM economic
performance. At the moment, it appears to be more of a duality story — China on one hand, and
most other EM countries on the other. As China contained its virus spread early on, its economic
recovery began as early as Q2 — one quarter ahead of the rest of the world. China’s superior
policy implementation capacity — both social and economic — place it favorably within the EM
universe. In fact, one could even describe its performance as unique: It is the only large economy,
advanced or developing, that is likely to eke out modest positive GDP growth this year.

Our Current
Asset Allocation

Notwithstanding our broad expectations for the global economy and continued monetary and
fiscal support, in this highly uncertain environment we’re currently neutral to risk in our asset
allocation, with select exposure to risk assets. Our proprietary Market Regime Indicator (MRI),
which measures risk sentiment, has continued to ease from extreme levels and has moved into
more neutral territory. This change in sentiment was driven by a decline in implied volatility on
currencies, which continued to moderate, and points to some improvement in risk appetite. But
risky debt spreads and implied volatility on equities, while improved somewhat over last month’s
levels, continue to signal that global equity markets remain vulnerable to shocks. We continue to
build tactical hedges, especially in gold.
With respect to risk assets, the relatively high equity risk premium continues to warrant exposure
to equities. But given a lack of company guidance, low visibility on earnings growth, and nearterm threats to buybacks and dividend payouts, we believe investors should be selective in terms
of investment style and region. As slow-moving and uncertain company earnings estimates make
valuation analysis unreliable, our focus in equities has shifted to sustainable growth and highquality business models.
Against that backdrop, we favor US equities, where we believe the worst has been priced in and
where company guidance is gradually returning. US equity markets have a higher concentration
of quality firms (i.e., companies with relatively strong cash flow, robust balance sheets, etc.), and
US equities are benefiting from more positive investor sentiment compared with other regions.
Our views on European equities are somewhat less favorable. Recent steps toward greater
fiscal unity in Europe and relative outperformance in European equities appear promising, but
we believe that this outperformance may have more to do with the recent outperformance
of US large caps and tech firms more generally. The top stocks in Europe in terms of market
capitalization are global companies, with large businesses — and risk exposure — outside of
Europe. More broadly, there is a paucity of choice in European stock markets compared with
the US, especially in the tech hardware and software segments, and many of Europe’s domestic
companies look weak. In Europe, we prefer an allocation toward debt and unhedged currency,
at least for now.
For the moment, we’re also slightly overweight EM equities to hedge against further recovery in
cyclical assets; however, earnings estimates in EM continue to appear over-optimistic and will
bear close scrutiny in the months ahead. Meanwhile, the COVID-19 crisis has pressured both
residential and commercial real estate, leading us to reduce our exposure to REITs.
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We’re taking on risk through overweights in both investment grade (IG) and high yield (HY) credit,
driven by central-bank support and growing cash on corporate balance sheets. Corporate credit
valuations remain attractive as we anticipate meaningful tightening in spreads for both IG and HY.
This is partially driven by historically low interest rates, as well as the potential for a steepening
yield curve as the economic backdrop improves. Momentum for equities weakened slightly, but it
remains supportive and, combined with relatively lower volatility, suggests a beneficial environment
for HY credit going forward. Despite the potential for an increase in defaults, the US Federal
Reserve’s commitment to limiting downside risks in credit markets, along with increasing cash on
corporate balance sheets, support further spread tightening. We are underweight government
bonds and neutral duration, as quantitative easing purchases keep rates low and in a range for the
balance of 2020.
As we review the COVID-19-influenced landscape, one area of the markets that draw our
particular attention is cyclical assets, including EM assets. In the aftermath of the Global Financial
Crisis, US hegemony drove cyclical-asset prices, with high cross-asset correlations and high
correlation with the US dollar and US monetary policy. Looking forward, the outlook for the USD
is likely to be choppy in the near term, due to global uncertainty. We expect near-term declines
in the USD to be rangebound as investors continue to treat it as a hedge of choice. Beyond a
six-month horizon, however, the outlook for the USD is decidedly negative; the dollar is currently
expensive relative to fair value and has lost its yield support.
Given our expectations for a secular bear market in USD and the elevated risk premium for
cyclical assets, we believe selective risk-taking in cyclicals with a close eye to value makes sense
for investors with a medium-term horizon. We favor local currencies in EM. Given the level of yield
support (around 200 basis points at the time of this writing), we believe investors should consider
EM debt as a path to gaining exposure to EM currencies.

Closing Thoughts

As we look forward to the remainder of 2020, we offer the following key takeaways for investors:
•

Central-bank support and rising cash on corporate balance sheets have created strong
opportunities in investment grade and high yield corporate credit.

• Given the deep disconnect between fundamentals and earnings and the abundance of
uncertainty confronting markets, risk awareness will be crucial in the months ahead. Investors
should build tactical hedges — we currently favor gold — and consider additional approaches
to help manage their overall risk exposure, including low-volatility and defensive equities.
•

As companies continue to hesitate to issue guidance and valuation analysis becomes less
reliable, we strongly favor quality as an investment theme. Stocks issued by companies with
strong quality characteristics (e.g., strong cash flow, sturdy balance sheet) tend to outperform
in challenging circumstances. Quality outperformed in the aftermath of the Global Financial
Crisis, and it has outperformed again in the wake of the recent drawdown.
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•

At the same time, it’s important to consider the potential that the macro recovery could be
relatively strong; this may warrant some exposure to assets that tend to be sensitive to the
business cycle (i.e., cyclical assets, including EM assets). Post-GFC, cyclicals’ performance
has been highly correlated to US monetary policy and the US dollar. A weakening US dollar in
the short term, and the prospect of a secular bear market for the dollar over the longer term,
create both the opportunity (in the form of a degree of market recovery and an elevated risk
premium) and the motivation for investors to re-consider their exposure to cyclicals. We favor
EM currencies in this space, accessed through EM debt.

We will continue to update our outlook and its implications for investors in the weeks to come.
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Endnotes

About the Global
Market Outlook

1

Wide differences in sector performance are likely to take
shape as the recovery continues to gain momentum. In
general, we expect construction and industrial sectors
to revive more quickly than service sectors, which in turn
will benefit large economies and those less dependent
on services.

2

Just as “lower for longer” became the key descriptor of
monetary policy during the Global Financial Crisis and
its aftermath, we believe that “larger for longer” may well
become the catch phrase that describes fiscal policy in
the COVID-19 crisis.

3

Modern Monetary Theory or “MMT” is an alternative
macroeconomic theory that states that governments
can create new money through fiscal policy. In MMT, the
primary constraint on governments’ ability to print and
spend money is inflation.

4

The NBER based its conclusion on its assessment that
economic activity peaked in February 2020.

As investment challenges grow more complex, State Street’s Global Market Outlook was created
to alert investors to portfolio risks and opportunities in the coming year, based on the research of
our investment teams. Research around near-term and longer-term market issues is at the heart
of who we are as investors. It drives the kinds of outcome-oriented portfolios we create for clients,
drawing on the full range of our beta and alpha solutions as well as our asset allocation expertise.
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