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Back to Normal? Not Yet.  Are We Optimistic? YES! 
      

Times remain tough, but we think smart steps were taken that will sustain 
a robust economic recovery.  Stay Invested! 

 
What do we see?  A “V”!  Yes, we had a recession. Governments around the world shut down economic 
activity to stem the spread of the Covid-19 virus, prompting the sharpest, deepest recession on record.  
Starting in February and ending in early May, the peak-to-trough drop in annualized GDP approached 
10%, versus 6% in the Great Recession of 2007-2009.  Investors’ spirits dropped accordingly. 
 

But now the economy is expanding! Global Central Banks and Washington policymakers reacted to the 
crisis with unprecedented speed and vigor.  The former contributed over $13 trillion (about 15% of global 
GDP) and the latter added over $2.9 trillion, with more to come.  This response, plus the global reopening 
of economic activity (1/3 so far?), has limited the recession’s duration.  The “V”-shaped rebound in stock 
markets around the world surprised (should you say delighted?) many investors and confirmed our belief 
that an expansion is underway. Still, economic and stock market recoveries are never without 
interruption, so expect some bumps. 
 

In our view, the biggest risk right now may be a greater-than-expected second wave of Covid-19 and a 
delay in breakthroughs for a vaccine.  We think that would increase the odds of more Fed and fiscal 
stimulus.  What should investors do if a correction does set in?  We would urge them to use it as an 
opportunity to invest cash, thus adding sensible risk to their portfolios.  To us, that has always been the 
right thing to do.   
 

Most economic releases reflect a period in the past.  In contrast, the relatively new, updated-daily Apple 
Mobility Index “tracks the number of requests made to Apple Maps for directions.”  In our opinion, it is 
the best “real-time” economic indicator available, and clearly reveals a solid “V”-shaped recovery of 
activity worldwide!  Italy, Germany, the U.K., and the U.S. all show about the same highly encouraging 
pattern. 
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As we noted, simultaneous government-mandated shutdowns prompted a recession that spread globally 
and became the shortest yet deepest in our history.  Before the 2000 recession, we saw the Fed tightening, 
oil prices surging, inflation escalating, and a massive technology stock bubble in evidence.  The 2008 
“Great Recession” was linked primarily to excessive bank leverage and defaults of subprime mortgages 
granted to high-risk borrowers.  In contrast, today we see central banks and governments around the 
world aggressively adding liquidity, some key economic indicators turning up, bank leverage much 
diminished, inflation under control, oil prices at about $39/barrel versus $140 in 2008, and a stock market 
that is not a bubble. 

 

 

Source: Bloomberg 
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Global Producer Prices (PPI’s) are turning up and Inflation expectations are under control, both of these 
augur well for stocks. We believe a new expansion has begun and we note that previous expansions 
lasted 4-10 years, the latest from 2009-2020. 

 

Source: Bloomberg 

Source: Bloomberg 
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Stocks are not historically overpriced and should be supported going forward by the Federal Reserve 
Bank, whose balance sheet may approach $10 trillion by year-end.  There is a solid correlation between 
an expanding Fed balance sheet and rising stock prices (Chart below). 
 

 

Source: Bloomberg 

Source: Bloomberg 
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There is also a notable relationship between Treasury bond yields and stock P/E ratios: when yields go 
up, P/E ratios decline.  Today bond yields are declining, allowing P/E ratios to expand.  KCM’s 
Dividend BlueBloods yield 2.9%, versus a paltry 0.65% for 10-year Treasury bonds! 

 

Source: Bloomberg 

Source: Bloomberg 
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Aggressive rate-cutting by central banks worldwide has pushed global short rates to an historical low of 
0.74%, and U.S. mortgage rates are about 3.30%.  Individuals, corporations, municipalities, and the 
Treasury can all borrow at markedly low and stimulative rates.  The chart above illustrates the current 
levels of various fixed income securities, with most at historically low yields. Preferred stocks may 
provide the best value, with yields between 5.50% and 6.50%.  Their high yield compares favorably to 
higher-risk “junk” bonds and emerging market debt.   
 
Constructing a Preferred Stock portfolio is a KCM specialty.  Our criteria are strict:  the credit quality 
must be acceptable, the coupon should be high enough to provide the investor some protection in a rising 
interest rate environment, there should be some time before the “call” date, and the yield-to-call should 
be compelling.  A carefully constructed Preferred Stock portfolio is KCM’s best fixed 
income idea.  

KCM
Calif. + Fed. Tax Brackets 50.3% 47.3% 43.3% 34.3% 31.3%
Federal Tax Brackets 37% 35% 32% 24% 22%
CA Muni - Tax Free 1.60 1.60 1.60 1.60 1.60
CA Muni Taxable Equiv. 3.22 3.04 2.83 2.44 2.33
Natl Muni Before-Tax 1.62 1.62 1.62 1.62 1.62
Natl Muni After Calif Tax 1.41 1.42 1.44 1.46 1.47

1-3 years CA Muni - Tax Free 0.29 0.29 0.29 0.29 0.29
Corp Bond Before-Tax 1.32 1.32 1.32 1.32 1.32
Corp Bond After-Tax 0.65 0.69 0.75 0.86 0.90
Preferreds Before Tax 6.37 6.37 6.37 6.37 6.37
Preferreds After-Tax 3.17 3.36 3.61 4.19 4.38
Treasuries Before-Tax 0.64 0.64 0.64 0.64 0.64
Treasuries After-Tax 0.41 0.42 0.44 0.49 0.50

KCM

CA Muni - Tax Free 1.60 1.60 1.60 1.60 1.60
CA Muni Taxable Equiv. 2.54 2.46 2.36 2.11 2.05
Natl Muni Before-Tax 1.62 1.62 1.62 1.62 1.62
Natl Muni Taxable Equiv. 2.57 2.50 2.39 2.13 2.08
Corp Bond Before-Tax 1.32 1.32 1.32 1.32 1.32
Corp Bond After-Tax 0.83 0.86 0.90 1.00 1.03
Preferreds Before Tax 6.37 6.37 6.37 6.37 6.37
Preferreds After-Tax 4.02 4.14 4.33 4.84 4.97
Treasuries Before-Tax 0.64 0.64 0.64 0.64 0.64
Treasuries After-Tax 0.41 0.42 0.44 0.49 0.50
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At the same time, the vigorous stimulus by Central Banks worldwide has pushed yields on corporate and 
municipal bonds to near historical lows, and they are likely to stay low for at least another year or two.  
It is hard to see value in corporate or municipal bonds at today’s levels. 

 

 

Source: Bloomberg 

Source: Bloomberg 
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The chart above illustrates the record bank reserves held at the Fed.  The U.S. Treasury still has a record 
$1.6 trillion cash balance, up from $400 billion a year ago.  The U.S. Money Supply is at a record $18.3 
trillion, up from about $15 trillion a year ago.  Finally, U.S. Personal Savings are at a record $4.1 trillion, 
up from about $1.0 trillion a year ago. 
 
It is hard to comprehend the enormous amount of stimulus that has entered or is available to enter 
economies around the world.  We are not under the illusion that all is back to normal; surely times remain 
tough for many industries and individuals.  Nevertheless, it is our strong belief that the central banks and 
governments’ forthright steps have started a recovery.  We are also convinced these parties will do 
whatever is necessary to prevent a severe economic downturn.   
 
In Winston Churchill’s words, “A pessimist sees the difficulty in every opportunity; an optimist 
sees the opportunity in every difficulty.”  KCM is in the optimist camp.  We expect the Mount 
Everest of cash to allow a return to normal and doubt March’s lows will be seen again.   
 
All of us at KCM are working hard to assess the unprecedented challenges (and opportunities) of dealing 
with the Covid-19 pandemic.  We are well aware that we must be on our toes, giving our very best during 
a time like this.  Be assured that we are committed to your financial well-being, and we promise to be 
available to answer questions thoughtfully and completely.  Our aim, always, is to help you make the 
wisest possible investment decisions.  Once again, we thank you for your business and your trust. 
 
 
Jay Kellett, Founder and CEO, and your KCM Team 
 
 
 
Note:  All the graphs were produced by KCM, with data from Bloomberg. 

Source: Bloomberg 
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The information provided in this article is for informational purposes only and should not be 
considered investment advice.  There is a risk of loss from investments in securities, including the 
risk of loss of principal. The information contained herein reflects KCM Investment Advisor’s 
(“KCM”) views as of the date of this commentary. Such views are subject to change at any time 
without notice due to changes in market or economic conditions and may not necessarily come to 
pass. KCM does not provide tax or legal advice.  To the extent that any material herein concerns tax 
or legal matters, such information is not intended to be solely relied upon nor used for the purpose 
of making tax and/or legal decisions without first seeking independent advice from a tax and/or 
legal professional.  KCM has obtained the information provided herein from various third-party 
sources believed to be reliable but such information is not guaranteed. Certain links in this site 
connect to other Web Sites maintained by third parties over whom KCM has no control. KCM 
makes no representations as to the accuracy or any other aspect of information contained in other 
Web Sites. Any forward-looking statements or forecasts are based on assumptions and actual results 
are expected to vary from any such statements or forecasts. No reliance should be placed on any 
such statements or forecasts when making any investment decision. KCM is not responsible for the 
consequences of any decisions or actions taken as a result of information provided in this 
presentation and does not warrant or guarantee the accuracy or completeness of this information. 
No part of this material may be (i) copied, photocopied, or duplicated in any form, by any means, or 
(ii) redistributed without the prior written consent of KCM. 
 


