
HAS THE US FEDERAL RESERVE 
KILLED CAPITALISM?

A global pandemic remains out of control, killing millions of 
people. The world economy has entered a deep recession, 
the likes of which have not been seen for a generation. An 
estimated 430 million full-time jobs have disappeared. The 
outlook is grim. 

Yet the US share market is at near record highs. 

It may be good news for investors in the short-term, but the 
price may be our cherished economic and political system 
in the long-term. 

A TROUBLING NEW PARADIGM
Our capitalist system – and by extension democracy – is breaking. 

Its foundations rest on the notion that trade and industry, 
controlled by private owners, work to generate profit. 
Historically, investors back businesses they think will 
succeed based on fundamental criteria such as future 
earnings growth. 

That basic assumption started to break down in the years 
following the global financial crisis (GFC) as central banks 
cut interest rates into negative territory and began buying 
up assets to revive their economies. 

Fast-forward to today and the system is on the verge of 
being irreparably broken. Central banks, led by the US Fed, 
are buying every asset not nailed to the deck in an attempt to 
stop the Titanic sinking. US government bonds, mortgage-
backed securities, corporate bond exchange-traded funds 
and individual bonds in the secondary market… it’s all up 
for grabs.
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The relationship between risk and return is broken. 
Businesses are not trading on fundamentals because 
central banks are bearing their risk. 

In this environment, is it any surprise that we are seeing 
the rise of day trading amid one of the worst economic 
downturns in history? Celebrity day traders such as Davey 
Day Trader, who call Warren Buffett “washed up”, are given 
platforms on mainstream media while locally, ASIC has 
warned about a disturbing post-COVID-19 rise in retail day 
trading.

WHO ULTIMATELY WINS AND LOSES?
No one should kid themselves that the divorce between the 
dire state of the economy and euphoric state of markets is 
a result of their different cycles. We know economic data 
largely looks backwards and markets look forward to future 
earnings.

But future corporate earnings are either going backwards 
or are unpredictable because we will be living with 
coronavirus for years. Sporadic breakouts and lockdowns, 
which destroy business and consumer activity, will be here 
for a very long time. Even if a vaccine is eventually found 
(and there are no guarantees) it will take years to roll it out 
across the world. 

The question for investors is do you believe fundamentals 
that used to apply to businesses, economies, currencies, 
and countries, are going to matter again or will we remain 
in a market driven by central banks?

If this is the standard pattern of central banks in good 
economic times – and now bad – then a deeper problem 
emerges. The actions of the US Fed are inherently anti-
capitalist and incompatible with a democratic society. It is 
creating massive wealth inequality and driving the rise of 
socialism and populism. 

The system itself may eventually become completely 
destabilised by the majority of citizens who are left behind.

INVESTORS MUST TREAD A DELICATE 
PATH FORWARD 
The situation today is more challenging than it was 
following the GFC because prices are far worse. After the 
GFC, businesses were still making money and trading at 
reasonable valuations because fundamentals still mattered 
(at least a lot more than today).

Now every stock market in the world is trading at around 
the same valuations, which is similar to the levels they were 
trading at before the COVID-19 crisis. No-one can argue 
that the underlying fundamentals of the economy and 
businesses are as strong as they were before the crisis. But 
that is not what is driving markets. 

Yet most investors can’t put everything in cash, which is 
returning near zero, and hope the world becomes more 
rational tomorrow. We have to carve a more nuanced path 
forward that captures what little upside there is while 
protecting against the significant downside. 

Given this environment, Innova still has a healthy allocation 
to equities and risk assets with downside protection. 

We also have inflation and deflation hedges in the portfolio 
because we think there will be deflation for a quite a while, 
but all the ingredients are there for inflation over the longer 
term.

We have excess cash in the portfolio, which still provides 
us with optionality when markets do sell off, which is likely 
given the uncertainty (at least until central banks quickly 
march in to save the day). 

When it’s clear that the outlook is unclear, the best bet is 
not to take big bets: hold a diversified, neutral portfolio 
aligned with personal goals. It’s simple advice for a complex 
world but remains the surest path forward.

https://www.youtube.com/watch?v=Q0t_7R2sv4w
https://www.youtube.com/watch?v=Q0t_7R2sv4w
https://asic.gov.au/about-asic/news-centre/find-a-media-release/2020-releases/20-102mr-retail-investors-at-risk-in-volatile-markets/

