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Economic Commentary 
 
15 June 2020 
 
Following the fall in sharemarkets between late February and the end of March, markets 
have bounced back strongly and have now recovered more than half of their previous 
losses. This is despite the fact that we remain in the early stages of the economic fallout 
from the Covid-19 outbreak. As countries reduce their lockdown measures and open up for 
business, there is considerable uncertainty about the future path of the virus, the impact on 
corporate profits, the extent of the economic impact, and the shape of the recovery. Whilst 
it is pleasing to see an improvement in portfolios from their March lows, we feel that there 
is a need for continued caution and to maintain a slightly underweight position in growth 
assets compared to long-term norms. 
 
Investors often refer to unforeseeable negative events which trigger market corrections as 
“Black Swan” events, and the Covid-19 crisis certainly falls into that category. The crisis has 
unfolded in three related phases. In January, the outbreak of the virus in China caused a 
major supply shock around the world as the Chinese economy was shut down to try to 
contain the spread. The second impact of the shutdown in China was a decline in the 
demand for commodities, particularly oil. Finally, while absolutely necessary, the lockdown 
policies that governments have adopted around the world to slow the virus spread and 
prevent health systems becoming overwhelmed will, over time, have dramatic 
consequences for the world economy. These measures are now being lifted as infection 
numbers and deaths reduce (at least in Europe, the US, and Australasia), but the risk of this 
is that a second wave could spread and create further problems. 
 
By locking down early, New Zealand may suffer a bigger economic hit up front but should 
emerge stronger than other countries. Massive amounts of government spending is being 
used to try to bridge the output gap and to ensure that business failures don’t lead to mass 
unemployment. In the recent Budget, the government committed to spending up to an 
additional $20b, which if used would bring total fiscal stimulus in response to Covid-19 up to 
$62b (which is 20% of our annual GDP). Government debt is now projected to increase from 
19% of GDP in 2019 to around 55% in three years. Most of this is being financed by the 
Reserve Bank, who are effectively “printing” money (known as “quantitative easing”) to 
purchase government bonds on the secondary market. Even so, at 55% of GDP our total 
government debt will still be significantly below that of most developed countries. However, 
the growing debt burden will have to be addressed at some point in the future.  
 
Against a backdrop in which Covid-19 and the measures taken to combat it have led to the 
greatest economic shock in several generations, it is surprising to many that sharemarkets 
have rallied so strongly over the last couple of months. As always, there are a number of 
factors driving this and it is hard to pinpoint which of these is having the greatest effect.  
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The amount of liquidity being injected into the system by central banks around the world is 
certainly having a major impact. This liquidity ensures that credit markets continue to 
operate smoothly and keeps interest rates low, which stimulates the economy by reducing 
borrowing costs. Government fiscal spending is also supporting markets by containing 
unemployment and underpinning demand. These monetary and fiscal actions are clearly 
giving investors confidence that authorities are determined to avoid a long-term economic 
depression. 
 
The other major factor pushing sharemarkets higher is the further fall in interest rates. We 
now have official cash rates in most developed economies of around 0 - 0.25%, and for retail 
investors the 12-month term deposit rate in NZ is under 2%. It is quite probable that rates 
will remain this low for the foreseeable future (and may even reduce further). Typically, 
investors requiring an income yield have looked to fixed interest to meet their needs with 
minimal volatility. At current levels, after tax returns on fixed interest are negligible. This is 
pushing many investors to look for alternative investment options and the lower prices for 
shares has seen money flow into sharemarkets from retail investors. For institutional 
investors, the lower interest rates reduce the required return from shares and so also help 
to push up prices. For example, if the investor calculates that they require a 6% annual 
return to justify the risk of purchasing shares in a particular company when interest rates 
are 2%, this required return may fall to 4.5% if interest rates fall to 0.5%. Hence, they may 
be willing to pay a higher share price. 
 
There are a number of methods of estimating whether share prices are justifiable. A 
(simplistic) way is to estimate the future earnings of a company and divide this into the 
share price to determine the forward price-to-earnings ratio (forward P/E). Given the level 
of economic uncertainty at the moment, estimating what companies are likely to earn (in 
profit) over the next 12 months is extremely difficult. However, even if one takes an 
optimistic view of those earnings, current share prices are at higher valuations than they 
were at the beginning of the year (ie. higher forward P/E ratios). The NZ sharemarket has 
one of the highest valuations, followed by the US markets. As a result, we’re sceptical about 
the market rally, preferring to remain underweight in growth assets such as shares and 
listed property and to hold a higher level of cash and short-term deposits in portfolios. 
Although this means that we may not see the full benefit should the markets continue to 
appreciate, it also means greater protection of capital should we see another market 
correction. If (or when?) that eventuates, holding more cash and being defensively 
positioned provides the flexibility to purchase growth assets at lower prices.  
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