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Key points

e US unemployment is heading for levels not seen since the Great Depression.

e Despite the current dire economic outlook, US equity indices are back to October 2019 levels after
a sharp recovery in April.

e Ultimately, share prices are driven by corporate profits; and corporate profits are driven by, among
other things, government deficits.

e The massive fiscal response by the US government ($2.7 trillion at the time of writing) will flow
directly into the non-government savings pool, which includes companies.

e This does not mean the massive fiscal response ensures ongoing equity performance — but it may
go some way to explaining investors’ willingness to buy risk assets in the teeth of what appears to
be a certain economic collapse.

The April bounce

The near-global government response to the coronavirus has been to effectively shut down economies and
enforce social distancing. In addition, most governments have passed or enacted significant financial
support for households and businesses, in an attempt to hold the economy in place until it can once again
safely re-open.

It is therefore concerning that despite the scale and speed of the response, unemployment is increasing
significantly in the major economies. In the US, the most live data on the state of the economy are initial
jobless claims — which at the time of writing have accrued to a cumulative 30 million lost jobs since March.

Based on the size of the US workforce (approximately 155 million), these losses amount to 19% of the
workforce. Along with the initial 3.5% jobless rate in February, it is not unreasonable to conclude the
current unemployment rate in the US is now above 20%?, with a real chance it will continue to trend higher.

So, what is the response from the US equity market during the worst labour market in almost 100 years?
Positive +13% in April, and positive +30% from the March lows.

Some of this recovery can be explained by the severity of the March sell off. However, the S&P 500 is
currently at the same level as it was in October 2019.

The composition of the index can also help explain. Technology companies now dominate the US and global
indices. Indeed, Amazon is now one of the largest components of these indices. And if there was ever a
scenario that supports the Amazon business model, it’s for the government to line the pockets of
consumers with fiscal stimulus, force them to stay at home, and simultaneously shut down 95% of
Amazon’s competitors. There is no wonder the stock is near an all-time high!

However, in the face of a near-Depression economic scenario, even Amazon — a business based on
consumer spending — will have serious headwinds. So, is there another explanation for equity market
resilience?

The Kalecki-Levy profit equation

Last year, we published an Investment Perspectives piece titled Where profits come from. We think in the
current environment it is worth revisiting the key elements of profit.

11t should be noted the official unemployment rate could vary significantly from this number. According to the BLS “a person is defined as
unemployed if they do not have a job and have actively looked for work in the past four weeks, and currently are available for work”. Given people
are discouraged from “actively seeking” work or “currently available for work”, the official unemployment could exclude a large proportion of the
economy, and accordingly, the unemployment rate could be understated.
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We encourage readers interested in the macro source of profits to refer to the original paper. But in
summary, the profit equation recognises that all financial savings and spending offset each other, and real
savings are represented by net investment. So company savings are really just national savings
(investments) less savings from other sectors of the economy. More formally:

Business savings = national investment (1) - household savings - foreign savings - government savings ‘

And since business profits equal business savings plus dividends paid:

Company profits = government deficits — household savings — foreign savings + dividends ‘

Below is the historic breakdown of this equation relative to the US economy (GNP = gross national

product).
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The following chart highlights the components of profit in nominal (dollar terms).

US corporate profits (USSbn); 1990-2018
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At some stage US company profits may boom

The insight from the Kalecki-Levi profit equation is that government deficits are a source of private sector
profits. And in response to the government-induced economic shutdown, US spending via the CARES act
added +52.2 trillion to the deficit. Additional legislation has since added a further $0.5 trillion. In the
context of the profits equation chart above, this is very significant (imagine the yellow column in the chart
above and circled tripling!).

Of course, the net financial assets generated by deficit spending will not all accrue to the business sector.
Potential offsets include:

e asharply higher level of household savings as consumers try to build / rebuild a financial buffer
e afallin expected dividends paid as businesses prioritise liquidity

e afallin business investment due to a collapse in aggregate demand, and

e afallin foreign savings (current account deficit) as external trade declines.

Having said that, $2.7 trillion is a big number and will go a long way. There is more than enough to go
around, and we suspect US equity investors are willing to look through the near-term uncertainty and see a
decent profit recovery in 2021/2022, supported by today’s deficit spending.

The same accounting realities between deficit size and company profits hold equally true in Australia, UK,
Germany, etc.

A word of caution

Of course, profits are only one element of equity valuation. The price investors are willing to pay for those
profits are equally important. Today, based on the Case-Shiller Cyclically Adjusted PE ratio (CAPE), stocks
are not cheap (see chart below).

CAPE is defined as the ratio of price divided by the average of ten years of earnings (moving average),
adjusted for inflation. It is used to gauge whether a stock or index is undervalued or overvalued by
comparing its current market price to its inflation adjusted historical earnings record. Using average
earnings over the past decade helps to smooth out the impact of business cycles and other events, and
gives a better picture of sustainable earning power.

Chart | Table FAQ Ei share

Current Shiller PE Ratio: 26.56 +0.36 (1.39%) @ X

Source: Multpl.com, Quay Global Investors
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Further, the Kalecki profit equation is not always a good forecasting tool. As described above, there are
several offsets / leakages that will diminish the positive profit impact of net government spending. And
many of these are very difficult to predict.

However, investors should not ignore the global fiscal response to the current crisis. This massive net
spending will help repair household balance sheets and provide a financial bridge for the economy as near-
term investment collapses. There is also a very good chance, based on the laws of accounting, that much of
the net spending will show up in the form of corporate profits — even in the face of near-Depression levels
of unemployment.

For more insights from Quay Global Investors, visit quaygi.com
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Appendix

For readers who wish to replicate the analysis in this paper (and go back even further over time — the data
begin in 1929!), you can find the relevant BEA web site here.

To reconstruct the data, use the following template.

Term Reference

(+) Investment net of depreciation NIPA Table 5.1 (Line 21 less Line 13)
(+) Dividends NIPA Table 1.12 (Line 16)

(-) Household savings NIPA Table 5.1 (Line 8)

(-) Government savings NIPA Table 5.1 (Line 10)

(-) Foreign savings NIPA Table 5.1 (Line 33)

(-) Statistical discrepancy NIPA Table 5.1 (Line 42)

= Corporate profits NIPA Table 1.12 (Line 15)

Source: Philosophical Economics

The actual data from the series is replicated below for readers to cross check (data in USSbn).

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Investment 1283.8 1238.4 1309.1 1398.7 1550.7 1625.2 1752 1922.2 2080.7 2255.5 2427.3 2346.7 2374.1 2491.3 2767.5 3048
Consumption of capital -888.5 -932.4 -960.2  -1003.5 -1055.6  -1122.4 -1175.3 -1239.3 -1309.7 -1398.9 -1511.2 -1599.5 -1658  -1719.1  -1821.8 -1971
Net (1) 395.3 306 348.9 395.2 495.1 502.8 576.7 682.9 771 856.6 916.1 747.2 716.1 772.2 945.7 1077
+ Dividends 192.7 201.3 206.3 221.3 256.4 282.3 323.6 360.1 383.6 373.5 410.2 397.9 424.9 456 582.2 602
- HH Savings -361.1 -396 -453.9 -397.7 -363.4 -387.1 -382.3 -390.3 -446.5 -349.4 -358.3 -391.6 -473.7 -471.5 -463.8 -296.7
- Gout Savings (+ deficit] 239.5 308.5 405.5 386 319.6 312.5 233.2 133.9 28.7 -28 -114.8 105 454.4 585.4 549.9 408.7
- ROW Savings -74.9 7.9 -45.6 -79.4 -115.6 -105.9 -115 -130.1 -205.3 -278.4 -396.4 -383 -443.2 -513.2 -625.2 -737.3
Less: Statitical Desc. -95.5 -93 -115.9 -156 -140 -93 -58.1 -11.6 55.2 33.2 96.5 113.1 72.7 13.7 22.1 55.1
Corporate Profits 296 334.7 345.3 369.4 452.1 511.6 578.1 644.9 586.7 607.5 553.3 588.6 751.2 842.6 1010.9 1108.8

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Investment 3265 3107.2 2572.6 2810 2969.2 3242.8 3426.4 3640.8 3833.5 3801.4 4011.2 4327.7
Consumption of capital -2252.8  -2358.8 -2371.5 -2390.9 -24745 -2576  -2681.2 -2817  -2917.5 -2990.5 -3116.2 -3273.9
Net (I) 1012.2 748.4 201.1 419.1 494.7 666.8 745.2 823.8 916 810.9 895 1053.8
+ Dividends 853.5 840.3 622.1 643.2 779.1 948.7 1009 1096.1 1164.9 1187.4 1215.3 1241.6
- HH Savings -391.6 -544.9 -666.5 -740.9 -849.8  -1107.6 -801.4 -970.3  -1044.2 -948.2 -986.8 -1037
- Gout Savings (+ deficit] 395.4 852 1590.3 1632.6 1517.1 1361.4 903.3 838.5 792.5 910.9 954.5 1227.7
- ROW Savings -710.8 -683.2 -372.1 -436.7 -465.6 -448.1 -368.5 -375.6 -424.1 -445.8 -472.5 -502.4
Less: Statitical Desc. -17.7 -182.9 -192.2 -61 53.2 241.3 160.3 299 254.9 126.9 143.2 47.8
Corporate Profits 1141 1029.7 1182.7 1456.3 1528.7 1662.5 1647.9 17115 1660 1642.1 1748.7 2031.5

Note this data is not an estimate of corporate profits. The profit numbers above equal actual reported
profits to the BEA as per NIPA Table 1.12.
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