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Bailout Nation 

Borrowing money is not a bad thing. Adding debt allows companies to invest in the future 
by building new factories, buying equipment, hiring workers, and conducting research and 
development. However, a so-called “zombie company” is uncompetitive, unable to stand on 
its own feet and heavily dependent on below-market interest rates to survive. If interest 
rates rose, a zombie company would probably cease functioning as a business. In essence, 
there are many companies being kept afloat that should not be in business.  

 
Source: Hedgeye 

Zombie companies in a well-functioning capitalistic economy would fail and be replaced by 
more efficient and profitable companies. That would be good for the economy. Think of 
naturally occurring wildfires. By burning dead or decaying trees and scrub, they can return 
nutrients to the soil. They also act as a disinfectant, removing disease-ridden plants from an 
ecosystem. The same thing is true of capitalism and the economy if the central planners 
would get out of the way.  
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“Zombies are companies that earn just enough money to continue operating and service 
debt but are unable to pay off their debt… Zombie companies are also known as the 

‘living dead,’” – Investopedia 

“Zombie firms are less productive and crowd out investment in and employment at more 
productive firms.” – Bank for International Settlements 
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Reducing the federal funds rate to zero is one thing. And quantitative easing (QE) via purchasing Treasuries or mortgage 
securities (once considered an emergency temporary strategy) has become seemingly permanent and necessary. But 
now the Fed – by purchasing low-quality corporate debt – is pushing the envelope further and further. In essence, the 
Fed has morphed into a hedge fund.   

With regards to the Fed’s intention to purchase corporate debt, consider the following:   

 
Source: DB Global Research 

Today, the powers that be are using the printing presses to keep companies alive. In 2020, the global corporate bond 
market has seen an incredible near-$2 trillion of new supply issuance. This is 57% more than this time in 2019 and by far 
a record. The number of zombie companies being kept intact has tripled year-over-year and now comes to nearly 20% of 
the entire U.S. business sector.  

Yes, one fifth of U.S. companies are being kept afloat via the Fed’s largess. While this may seem the right thing to do 
because it keeps more people employed, the reality is, the ever-rising presence of zombie companies reduces 
productivity, creates disinflationary pressures and leads to a complete misallocation of resources. The phenomenon of 
zombies goes a long way in explaining why long-term U.S. economic growth has been declining and inflation has 
remained so low.   

Capitalism has gone AWOL. 

 

“Imagine if the Fed (via tax-payer funded Treasury SPV) back-stopped the debt of Enron and WorldCom back in the 
early-2000s? Both of these companies were ‘fallen angels’ that employed a lot of people.”  

– Artemis Capital CIO Christopher Cole 
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BUBBLE 

Stocks remain at extremely elevated levels even though, as shown below, earnings dropped in the first quarter by 16%, 
the biggest decline since 2008, and are poised to fall again in the second quarter. Yet the S&P 500 has recovered most of 
its 34% plunge after setting a record in February. As shown below, the decoupling between the market and the economy 
has never been wider. Party on! 

 
Source: Bloomberg 

The Fed now apparently considers the S&P 500 to be its third mandate after full employment and price stability. 
Therefore, the markets have not been allowed to adjust to reality. The government that is not only trying to protect the 
assets of the rich, is also trying to win an election. They have printed money to infinity and beyond.   

 
Source: Bloomberg 

Regardless, until the Fed exits stage left, fundamental analysis and price discovery have been deemed obsolete. Why 
waste time in studying for a CFA if there are 12 people in the Eccles Building setting the price on virtually everything   
and determining the winners and losers?  

“[P]eople are generally not swayed to action by information. A few people are driven by information, and those people 
tend to be geeks, like yours truly.” – Robb Wolf, Wired to Eat 
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A frequent reader sent in the following quote:  

So, in other words… how lucky do you feel? 

As an aside, I’m not trying to scare anyone into dumping their 401(k) assets. Heck, in the current Fed-controlled and 
manipulated environment the market could rise another 20%. John Maynard Keynes may have said it best: “markets can 
stay irrational longer than you can stay solvent.”     

My sole purpose is to educate and illuminate the distortion and inherent risk in the market. This is about risk 
management. Invest accordingly.  

PLAYING WITH FIRE 

Investing icon Jeremy Grantham said in an interview last week that the U.S. stock market is in an unprecedented bubble 
and investing in it is “simply playing with fire.”  

“I have been completely amazed… It is a rally without precedent – the fastest in this time ever and the only one in the 
history books that takes place against a background of undeniable economic problems… this is becoming the fourth real 
McCoy bubble of my career,” Grantham stated. 

For the record Mr. Grantham correctly called the three previous bubbles: Japan, dotcom and housing. While he believes 
this will end badly, he also acknowledges that “the great bubbles can go on for a long time and inflict a lot of pain.”    

Grantham is worried that U.S. and global problems were looming before the virus hit, as noted in the GMO Quarterly 
Letter for first quarter 2020: Uncertainty Has Seldom Been Higher: 

“We had U.S. and global problems looming before the virus: an increasingly disturbed climate causing global floods, 
droughts, and farming problems; slowing population growth, in the developed world, soon to be negative; and 
steadily slowing productivity gains, especially in the developed world, and therefore a slowing GDP trend. In the 
U.S., our 3%+ a year trend is down to, at best, 1.5% in my opinion. It is closer to a 1% maximum in Europe. We had, 
as mentioned, top 10% historical P/Es in the U.S. and much the highest debt level ever in the U.S. for both 
corporations and peacetime government. So, after a 10-year economic recovery, this would have been a perfectly 
normal time historically for a setback. 

“And then the virus hit. 

“The downgrades... looked logical if you’re looking at valuation and relative valuation, but this stock doesn’t trade on 
valuation. It trades on sentiment and enthusiasm,”  

– Nancy Tengler, Chief Investment Officer of Laffer Tengler Investments 

“The market and the economy have never been more disconnected.” 
 

“The current P/E on the U.S. market is in the top 10% of its history. The U.S. economy in contrast is in its worst 10%, 
perhaps even the worst 1%... This is apparently one of the most impressive mismatches in history.” 

 – Jeremy Grantham, GMO Co-Founder 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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“Simultaneously, it is causing supply and demand shocks unlike anything before. Ever. It is generating a much 
faster economic contraction than that of the Great Depression. And unlike 1989 Japan, 2000 Tech (U.S.), and 2008 
(U.S. and Europe), it is truly global. The drop in GDP and rise in unemployment in four weeks have equaled what 
took one to four years to reach in the Great Depression and were never reached in the other events.  

“Rogoff & Reinhart, Harvard Professors who wrote the definitive analysis of the 2008 bust, agree that this event is 
indeed completely different and suggest it will take at least 5 years to regain 2019 levels of activity. But this is a 
guess. We really don’t know how long it will take. Nearly certain is that a V-shaped recovery looks like a lost hope. 
The best possible outcome would be that there will be, almost miraculously, billions of doses of effective vaccine 
by year-end. But most viruses have never had a useful vaccine and most useful vaccines have taken well over five 
years to develop and when developed have been only partially successful. Yes, this time there will be an enormous 
effort with unprecedented spending. But still, a leading vaccine expert says quick success would be like ‘drawing 
successfully to several inside straights in a row.’ And even if all works out well with a vaccine there will remain deep 
economic wounds. 

“[Meanwhile, as the world waits for a vaccine, and buys stocks confident one is imminent, the] bankruptcies have 
already started (Hertz on May 22nd) and by year-end thousands of them will arrive into a peak of already 
existing corporate debt. It will need spectacular management, which it may get. But it may not. Throwing money – 
paper and electronic impulses – at the problem can help psychology and, particularly, the stock market, where extra 
stimulus money can end up but does not necessarily put people back to work; there will be up to 20% 
unemployment for at least a moment. 

In response to this historic economic collapse, central banks’ unprecedented stimulus efforts have “temporarily 
overwhelmed” underlying economic realities but it’s hard to believe that will continue. 

And when it stops, watch out below. 

BIG PICTURE 

From a longer-term perspective, is it healthy for future generations of Americans to run reckless and feckless monetary 
policies? Will the Fed continue to circumvent the Federal Reserve Act and head towards outright debt monetization? If 
so, the Fed will have sacrificed the sanctity of the central bank balance sheet and created moral hazard beyond belief.  
As shown below, Morgan Stanley sees the Fed’s balance sheet exceeding $10 trillion by the end of next year. That is 
more than QE1, QE2 and QE3 combined.  

“If you look back in two to three years and this market turns around and drops 50%, the history books will say ‘That 
looked like one of the great warnings of all time. It was pretty obvious it was destined to end badly… If it does end 

badly the history books are going to be very unkind to the bulls.” – Jeremy Grantham 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Source: Bloomberg 

On the fiscal side, the government has blown a massive hole in the balance sheet. Congress has already spent more than 
$2 trillion on COVID relief packages. The economy is currently being sustained by federal government largess. Those 20 
million continuing benefit claimants are all getting at least $600 a week. The White House and Congress are considering 
plans to spend at least $1 to 3 trillion more include footing part of the bill for your next vacation. President Trump has 
endorsed a proposal that would give Americans up to $4,000 for vacation expenses in the U.S. at hotels, theme parks, 
restaurants, and other tourism-related businesses through the end of 2021. 

 
Source: The Daily Shot 

The Save Our Country Coalition, made up of conservative leaders, noted that for the first time in history, “more than half 
of all national income would flow through the government.”   

The coalition added that “runaway government spending is the new virus” afflicting the U.S. economy.   

Let’s face it. Did it make sense for people who weren’t even unemployed to get a taxpayer-funded benefit? And now 
there are policies being discussed that would provide people an incentive payment to go back to work? Isn’t that the 
role of the actual paycheck? Taxpayers be damned. 

“We are getting very close to an unthinkable $10,000,000,000,000 (ten trillion) federal budget, which is more 
money in one single year than the United States government spent, adjusted for inflation... to fight the 

Revolutionary War, the Civil War, World War I and World War II – combined.” – The Save Our Country Coalition 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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LONG ROAD AHEAD  

Continuing claims remain firmly above 20 million, or more than 10 times the pre-crisis level.  

 
Source: Bloomberg 

And that we have now experienced 13 weeks of the flow of new initial claims over one million (even with the reopening) 
is telling you that job layoffs remain extremely high and are a huge offset to any rehirings that are taking place. Year-to-
date, initial jobless claims are tracking at 44.6 million, which is 9.5x last year’s levels and 3.25x Great Financial Crisis 
level. It is all the more remarkable considering claims were at record lows for January and February. 

This isn’t something that can be easily reversed. Many businesses are staying alive only through the Paycheck Protection 
Program’s forgivable loans.  

And businesses can open, but they can’t make consumers come back and spend. People have to feel safe; the economy 
can’t “recover” if even a small number don’t. As I’ve said, recovering even 90% of the previous consumer spending isn’t 
enough. We need it all, or close to all. We will get there, but it is going to take time. 

One recent survey of San Francisco restaurant owners found 60% lose money by staying open. They are low margin even 
in normal times. Now capacity restrictions, combined with a general desire to stay home, make their prospects bleak 
indeed. Many won’t survive. The same thing is true for bars, hotels, casinos, nightclubs, theaters, music venues —
basically anywhere people gather in crowds. These businesses often can’t survive at 50% or even 80% capacity. They 
need to be full and now they can’t be. The crowds make them profitable. How soon before we go back to a movie 
theater?   

Can they change their model? Of course. But that will mean fewer employees and lower profits. It is going to take 
several years for the employment situation to sort itself out. If your job is gone, what do you do now? 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Source: Bloomberg 

And it’s not just a job. Real personal income excluding government transfers was down 6.3% in April after a 2.8% decline 
in March, bringing the year-over-year trend to -7.2%, a record low. There is nothing in the data, as of yet, to show that 
personal incomes are rising on their own.  

 
Source: Bloomberg 

Now, for those who wonder how it is the jobs market could be in such a state of disarray with incomes declining, and 
that we could still somehow see such a blowout retail sales number in May, you can thank Uncle Sam. The U.S. 
government doled out $3 trillion of handouts (at an annual rate) to the household sector in two months! 

“U.S. households received $3.12 trillion in stimulus support in April which buttressed against a complete cratering in 
the domestic consumption economy. For comparison, $3 trillion is roughly half of total annual Retail Sales.”  

– Josh Steiner, Senior Adviser at Bloomberg 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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Source: Bloomberg 

It is truly amazing that many Americans are making more money being unemployed than they did when they were 
working. Current federal unemployment benefits of $600 per week, assuming a 40-hour week, equal $15 an hour (plus 
the state portion, which varies). That means the bottom 30% of U.S. workers are better off keeping unemployment as 
long as they can. Especially the bottom 20%. Even the 40th percentile might be better off taking the unemployment 
benefit as they have no cost of commuting to work. Ironically, we have set the philosophical stage for Guaranteed Basic 
Income, at a much higher level than Andrew Yang’s $1,000 a month proposal. The incentive system – key to American 
exceptionalism – has been destroyed by the government response, every step of the way.   

It also has become fashionable to miss your payments — there is no shame in this at all for a household when the Fed is 
busy bailing out bad actors (let’s call them overleveraged companies and investors who are poor assessors of risk) in the 
corporate space. So, not only are people loaded up on cash that was borrowed on their behalf by the Treasury, but they 
also are realizing they have more money to spend (and trade the markets with) by not making their debt payments. See 
Americans Skip Millions of Loan Payments as Coronavirus Takes Economic Toll in the Wall Street Journal. 

Indeed, the number of missed payments, whether in deferment or forbearance or relief, has tripled since the end of 
April, to 106 million cases. 

In case you’re wondering why there isn’t more stress in the consumer sector than you would think, the story remains 
one of cash-flow support from Uncle Sam’s generosity and the ability (and willingness) of millions of Americans to skip 
their loan payments. They are making more money than before with all the extended jobless benefits and they are being 
allowed, without recrimination, to miss their debt payments.  

Together with the Fed stepping in and buying specific corporate securities, this is indeed the Mother of All Bailout 
Nations. What an economy. 

MARKET OUTLOOK AND PORTFOLIO STRATEGY 

On the data flow, I want to remind everyone that the jobs data for May, like many of the other numbers, are greatly 
exaggerating the extent of any recovery. The 2.5 million non-farm payroll surge we saw was wholly due to reporting 
irregularities, as the Bureau of Labor Statistics already cited. The real number was down 2.3 million, which still was 
better than expected, but not that good. 

As we move forward, the economy will recover, but do not expect a V-shaped recovery. Unemployment will likely 
remain in the double digits through the end of this year, with inflation persisting well below the Fed’s 2% target. 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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As we have discussed many times previously, the consumer is the lynchpin to the economy, comprising roughly 70% of 
economic growth. There was a good bit of excitement on Tuesday with the release of the Retail Sales Report, which 
came in stronger than expectations. However, the bounce will be difficult to maintain as tapped out consumers face 
high unemployment and a slow recovery. 

The stimulus checks are gone, and more checks may be problematic to get through a deeply divided Congress. The 
additional $600 in unemployment benefits runs out next month, and there is only talk of a bill to extend them at 
reduced levels. Unemployment is still a problem. Furthermore, the reality is that 80% of Americans continue to live 
paycheck-to-paycheck and have little saved in the bank.  

 
Source: Cagle 

Faced with radical uncertainty, U.S. consumers will save more and spend less. Even if the government replaces their lost 
incomes for a time, people know that stimulus is short-term. What they do not know is when the next job offer – or 
layoff – will come along. 

Meanwhile, U.S. household debts – rent, mortgage and utility – have continued to mount and still eventually need to be 
paid, as well as interest on education and car loans. Stimulus checks have helped, but as people face long periods with 
lower incomes, they will continue to hoard funds to ensure that they can repay their debts.   

Finally, efforts to contain the virus have not been particularly successful. This lack of containment could ultimately lead 
to a need for more prolonged shutdowns, which result in reduced consumption and investment, and higher 
unemployment.  

Expect the economic rebound in the second half of the year to be less than was hoped for at the outset of the pandemic. 
As such, we continue to advocate that credit unions maintain a fully invested, diversified and duration appropriate 
ladder strategy. The opportunity cost of staying in cash is quite significant. See the table below.*  

 
*Assumes O/N deposit earns 5bps 
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PREMIER PORTFOLIO 

Alloya Investment Services’ online trading platform, Premier Portfolio, has been 
making a positive impact at credit unions across the corporate’s membership since its launch in 2018. 

Visit www.alloyacorp.org/premierportfolio to learn more about Premier Portfolio and how it can benefit your credit 
union! 

MORE INFORMATION 

For more information about credit union investment strategy, portfolio allocation and security selection, please contact 
the author at tom.slefinger@alloyacorp.org or (800) 782-2431, ext. 2753. 

Tom Slefinger, Senior Vice President, Director of Institutional Fixed Income Sales, and Registered Representative of ISI 
has more than 30 years of fixed income portfolio management experience. He has developed and successfully managed 
various high profile domestic and global fixed income mutual funds. Tom has extensive expertise in trading and 
managing virtually all types of domestic and foreign fixed income securities, foreign exchange and derivatives in 
institutional environments.  

At Alloya Investment Services, Tom is responsible for developing and managing operations associated with institutional 
fixed income sales. In addition to providing strategic direction, Tom is heavily involved in analyzing portfolios, developing 
investment portfolio strategies and identifying appropriate sectors and securities with the goal of optimizing investment 
portfolio performance at the credit union level.  

 

 

“Premier Portfolio is user-friendly and modern. It allows us to browse current offerings and make immediate 
purchases at any point throughout the day. The tracking mechanism in Premier Portfolio is very hand. Since the 
system knows what dollar amount is currently owned in a financial institution, there is no room for error. We 
love the ability to check term and rate on a single summary. Premier Portfolio takes the guessing out of the 
equation. It is a highly useful tool and would recommend to anyone using Balance Sheet Solutions (now Alloya 
Investment Services).”  
– Darin Higgins, President of Western Illinois Credit Union 

 “While it is always great to connect with our Balance Sheet Solutions, (now Alloya Investment Services), Account 
Executive one-on-one, Premier Portfolio is an amazing and easy tool to use in purchasing investments. We have 
access to statements, online trading and the ability to look at all of the offering in one place. I highly recommend 
trying this out!”  
– Shawn Nikkel, Finance Director of Denver Fire Department FCU 

 “Premier Portfolio’s online services allows me to access statements and overall market analyses, review a list of 
available security offerings, as well as purchase SimpliCD’s and Alloya’s certificates. Premier Portfolio is 
convenient, easy, secure, and has become my go-to place for investing!”  
– Rhonda Schroeder, CEO of Blackhawk Area Credit Union 

 

file:///C:/Users/skelly3/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/HP55F93G/www.alloyacorp.org/invest
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The views and opinions expressed herein are those of the author and do not necessarily reflect the views of Alloya Corporate Federal Credit Union, 
Alloya Investment Services (a division of Alloya Solutions, LLC), its affiliates, or its employees. The information set forth herein has been obtained or 
derived from sources believed by the author to be reliable. However, the author does not make any representation or warranty, express or implied, 
as to the information's accuracy or completeness, nor does the author recommend that the attached information serve as the basis of any 
investment decision and it has been provided to you solely for informational purposes only and does not constitute an offer or solicitation of an 
offer, or any advice or recommendation, to purchase any securities or other financial instruments, and may not be construed as such.  

Information is prepared by ISI Registered Representatives for general circulation and is distributed for general information only. This information 
does not consider the specific investment objectives, financial situations or needs of any specific individual or organization that may receive this 
report. Neither the information nor any opinion expressed constitutes an offer, or an invitation to make an offer, to buy or sell any securities. All 
opinions, prices, and yields contained herein are subject to change without notice. Investors should understand that statements regarding prospects 
might not be realized. Please contact Alloya Investment Services* to discuss your specific situation and objectives.  

*Alloya Investment Services is division of Alloya Solutions, LLC. 
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