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January 27th, 2020  

                  
Get ready to dance… 

It’s never correct to simplify market moves (in either direction) down to just one variable, as capital markets 

at their core are complex, diverse, dynamic, and ever evolving organisms.  That is why it is a grave 

miscalculation to attribute the recent outbreak of the Coronavirus as the singular source of the sell-off that 

investors have been experiencing in global equites over the past week.  Yes, this is a (perhaps the…) major 

catalyst, but focusing just on this possible pandemic ignorantly overlooks the vulnerability and fragility of 

the capital market structure and global economy coming into this event. 

 

Let’s kick off this week’s missive with what we know thus far about the Coronavirus – keeping in mind that 

I’m no medical expert, but I am an avid reader and willing to share data from various sources that I believe 

to be reliable and noteworthy: 

 

• The latest case count in Asia is approximated at 2,800 with more than 80 deaths, in which the 

Chinese government has imposed lockdowns in 12 major areas of the country.  It’s estimated that 

between 35 – 40 million individuals lie within the areas that have been quarantined (for reference, 

this is roughly the size of Canada’s entire population).    

• One of the more concerning characteristics of this virus is that it is self-sustaining, meaning that it 

won’t just fizzle out under its own volition, and early results that are being reported on its attack and 

death rates show it to be one of the more aggressive viruses the world has ever seen. 

• I find comparisons to the common flu or influenza as a way to downplay this current situation to be a 

bit misplaced and overly complacent at the moment.  Sure, we don’t have an accurate death rate per 

infected at this point, but what we are seeing from the early results of the data is that the fatality rate 

has the potential to be much higher than those viruses, perhaps as aggressive as SARS (10%), and 

let’s hope not even in the vicinity of MERS (35%).   

• The most recent example of a similar situation was the SARS outbreak back in 2003, where the 

‘crisis’ lasted about six months (where there was an initial period of heightened anxiety before 

authorities got on top of the issue). Over the ensuing several weeks or months, we should expect 

more bad news as the number of new infections remains on an uptrend.  But keep in mind that the 

world is much more prepared for this type of event today than was the case 15 years ago at the 

outbreak of SARS.   

 

The major concern at this point is that nobody has a handle yet on how infectious the virus is, its ability or 

inability to mutate, how severe it is, and how it is spreading.  Until some of these unknowns are answered, 

we’re all just guessing at how this situation evolves.   

 



The articles and opinions in "Capital Market Musings and Commentary" are for general information only, and not intended to provide specific investment advice. 

Performance, dividends and other figures have been obtained from sources believed reliable but have not been audited and cannot be guaranteed. Past 

performance does not ensure future results. Investing inherently contains risk including loss of principle. Corey Casilio is a founding partner of Casilio Leitch 

Investments, a legal business entity. Advisory services offered through Casilio Leitch Investments, a CA State registered investment advisor. 

 

As for the economic and investment implications of this development, there is no doubt going to be a drag on 

growth – especially in China.  This is also coming at an unfortunate time in Asia, with this virus outbreak 

acting as a major inhibitor to Chinese families who were planning on traveling for the New Year 

celebrations.  The economic impact is meaningful in that this is lost spending that will not be made up in 

future activity – the New Year celebration comes once per year, and if you miss the window you don’t get to 

make it up, hence the travel and tourism sectors are reacting as negatively as they are.  Consider as an 

example, Shanghai Disneyland, which is closed down indefinitely (and this is one of the most popular tourist 

attractions in all of China) or McDonald’s having closed all of its stores in Wuhan – you don’t get these days 

back in a given calendar year, they’re already gone.   

 

For China and global GDP growth, the lost spending is coming at a very inopportune time with the pace of 

real economic activity in China near 6.0% (the lowest growth rate in over a decade), and this event poses 

clear downside risks.  Should this situation drag on for even just a few weeks, then we could be talking about 

GDP in China slowing into the 4-5% level, which for them could be viewed as recession like.  S&P Global 

Ratings has come out and estimated the likely impact to GDP to be around -1.2% off of headline growth.  

While I think the global medical field is likely to get its arms around this situation within the next month or 

so, it’s the next several weeks that could prove to be volatile and anxiety ridden for the capital markets.   

 

Thus far the market reaction is as one should expect, with risk assets (cyclically sensitive ones, in particular) 

selling off and safe haven assets catching a bid.  The market does have a tendency to shoot first and ask 

questions later, and while the odds at the moment remain low that this evolves into a pandemic (while at the 

same time, the risks aren’t trivial…), it’s the cyclical commodity space that has been taken to the woodshed.  

Energy markets have been absolutely pounded of late with WTI prices down nearly 7.5% last week and 

another 2% today to under $53/bbl.  It’s really hard to believe that within a span of just three weeks WTI has 

plunged nearly 20%, and while demand will take a hit, this decline is coming in the face of several supply 

shocks: an inventory pullback in the U.S., disruptions in Libyan supply, and renewed hostility in the U.S. / 

Iran proxy war, where an attack occurred on the U.S. embassy in Baghdad yesterday (five rockets were fired 

at the fortified Green Zone). 

 

As I’ve stated in recent commentaries, the work we’ve done in the energy sector on the equity side over the 

past six months has us constructive on select companies with a time horizon measured in years, not months.  

I fully concede that over the first half of 2020, with inventory levels still above average and global growth 

concerns still tilted to the downside, that both of these factors should weigh on demand, which is a toxic 

blend of unfavorable supply/demand fundamentals for the near-term.  But when you model out the space 

beyond 2021, the supply/demand view changes quite substantially, especially if we see the type of creative 

destruction that I expect to take shape in the shale patch with companies finally having to succumb to 

bankruptcy as capital dries up.  On the demand side there is no question that climate change, the target of 

‘zero carbon emissions by 2050’, and alternative energy sources are where the world is pivoting towards in 

the future, but our work indicates that the speed and infrastructure of this transition is drastically 

underestimated.  In the meantime, the large global integrated majors are having a difficult time keeping up 

with replenishing reserves and this, in large part, is a result of a virtual stoppage of capital investment over 

the past five years in exploring for new oil.  My general view is that sometime in the next 12 to 24 months 

the oil space is going to transition from the wide held view of the ‘age of abundance’, where the world is 

overwhelmed with oil (which it is, but at non-economic prices, which is why bankruptcies are starting to 

elevate…) to an ‘era of scarcity’ where the lack of economic supply forces prices higher.   

 

Those with a strong stomach and a long-term view should keep the following chart close by and consider 

that the energy sector as a whole is now roughly only a 4% weighting in the S&P 500.  This is lower than the 

levels it got down to in the late 1990’s when oil prices were at $11/bbl, and there are a number of financially 
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secure companies in this sector that pay a handsome dividend for those willing to wait out the near-term pain 

and volatility.   

 

 
 

Two other recent developments that I’d add to the Coronavirus outbreak as catalysts to downside pressure on 

global equity prices are the ongoing Trump Impeachment and the rise of Bernie Sanders.  First on the 

impeachment front, which I must admit to not paying a whole lot of attention to, but I’ve been reminded of 

late by some older and wiser market practitioners that nobody paid much attention to Watergate in 1974, 

until everybody paid attention.  It’s the comments made by former National Security Advisor John Bolton in 

his recent book – where allegedly the President told him back in August to freeze aid to Ukraine until the 

government there investigated the Bidens – that has some wondering if the necessary 4 GOP Senators (that 

are needed to get a majority of 51) will defect in a vote to subpoena documents and allow witnesses.  The 

probability of the President actually being impeached and removed from office remains extremely low, but 

this could prolong and drag out the process which will further bog down any semblance of additional 

government policy getting done this year.   

 

And don’t look now, but the Democratic primaries are kicking into full gear with Iowa voting on February 

3rd.  Bernie Sanders has been shooting up the polls of late and opened up a meaningful lead in Iowa with 

barely more than a week to go before the caucuses, and what is most interesting about this is that Bernie lost 

Iowa to Hillary Clinton back in 2016, so this could be a good indication of just how strong his following has 

become.  The polls also show Sanders with a lead in New Hampshire and PredictIt.org (the betting markets) 

has Sanders (34% odds) just 3% below Biden (37%) to get the Democratic nomination.  The biggest question 

that comes to my mind is when do financial markets start to weigh the probabilities of this becoming a 

reality?  Of all the Democratic candidates, Sanders comes off as the most authentic and perhaps the most 

likeable, but for anyone with a capitalist bone in their body – they should be petrified by his fiscal policy 

agenda.  My guess is that if/when Bernie takes a couple of the early primaries and markets are forced to at 
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least discount the possibility of him unseating Trump (not a forecast, just a probability simulation), then 

whatever the P/E multiple on the S&P 500 at that time is sure to tick down a couple of notches.   

 

Back to the market in general and the recent sell-off in equities (if we can even call it that after the run we 

had in 2019…), which to me seems less about recent developments and more about the extremes to which 

valuations, sentiment, and positioning got pushed in the last several weeks.  Any number of unexpected 

developments could have sparked a sobriety test for beer-goggled bulls into the face of a U.S. equity market 

trading at a cycle high forward P/E of 19x, a VIX falling to 12, Investors’ Intelligence sentiment showing a 

40-point spread between bulls and bears (always a signal that a lot of good news is already priced in), four 

consecutive quarters of flat EPS growth for the S&P 500, and the average yield on junk bonds sliding to 

5.14% (which is as thin of a margin for default risk that any of us have ever seen).  Not to mention U.S. 

economic growth slipping deeper into a stagnant slumber (Q4 GDP results out this Thursday should be an 

interesting data point), the IMF just last week revising down its global growth estimates for 2020 to 3.3% 

from 3.4% and revising down 2021 projections as well, and cracks in the U.S. labor market broadening out 

with the latest JOLTS data showing job openings falling 10.6% YoY in November.   

 

While the equity markets haven’t been punished for ignoring the deteriorating fundamental backdrop, it’s 

these same weak fundamentals that has driven the slide in U.S. Treasury yields with the 10-year falling to 

1.60% today.  This is a key break below the 1.70 – 1.90% trading range that has been respected for several 

months now, and we’ll have to watch over the next several days to see where this goes, but a further slide 

down to 1.50% seems likely with reasonable odds that a new test of the all-time lows at 1.36% is in the 

cards.  The fall in interest rates, while inflation readings remain stubbornly elevated (for the next month or 

so), is a very constructive backdrop for gold.  The precious metal is back to flirting with the $1,600/oz level 

and I’ve been of the view for some time now that we’re only in the early innings of perhaps a long and 

extended bull market in bullion. 

 

A big part of the allure to gold on a long-term basis is a result of what the Federal Reserve is likely going to 

have to continue doing in order to keep the wheels on the U.S. economy and financial system going forward.  

As we’ve seen over the last 18 months, the Fed attempted to reduce the size of its balance sheet and raise 

interest rates but quickly learned that it couldn’t.  It was a matter of weeks following the last rate hike in 

mid-December 2018 and the equity market sell-off flirting with -20% that Fed Chair Powell pivoted from 

tightening policy to guiding towards looser monetary policy.  Then in September of last year, following two 

rate cuts, the Fed began expanding its balance sheet yet again once funding stresses started to show up in the 

repo market.  No, I don’t consider it a coincidence that the Fed shrank its balance sheet last week and the 

more than 1% declines in the Dow and S&P 500 just so happened to be the deepest weekly slide since early 

October – just before the Fed’s not-QE4 policy got underway (and yes, some of the other catalysts listed 

above are still pertinent).   

 

What I’m getting at is that last year, with slumping global growth and floundering earnings, 49 central banks 

from around the world cut interest rates 71 times and that was enough for asset prices of almost any ilk to 

appreciate in 2019 in the face of worsening fundamentals.  If the Fed, in particular – which acts as the 

world’s central bank – is going to continue to fight tooth and nail to extend and prolong this expansion (I 

highly recommend you have a read of  “Yield Caps on the Table in Next Recession” on page A2 of today’s 

WSJ), then it’s going to require them anchoring rates at low levels and printing more money than perhaps 

many of us can imagine.  Now I don’t want to get too carried away, but with asset prices nailed to the ceiling 

– well beyond historical averages across a vast array of asset classes – which was driven by central banks’ 

low rates and ample liquidity for nearly a decade, they have few other options at this point other than to 

attempt to keep this gimmick going.  Unfortunately, investors, retirees, and savers are the guinea pigs in this 

experiment because with the increased financialization of the U.S. economy (where U.S. equity market cap 

as a percent of GDP has never been higher), an argument that continues to garner more validity is that the 
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Fed can’t let it mean revert.  The big thing for all prudent investors to distinguish is the difference between 

the Fed’s ability to control this complex/dynamic system in a manner they think is best or the eventuality that 

economic gravity, the natural ebb-and-flow of business cycles, and mean reversion prevail, as has been the 

case historically.   

 

The soundest advice I can think to offer investors today is to have a plan, remain disciplined, act prudently, 

and don’t be afraid to adapt and evolve those steps through the passage of time.  Things change over-time 

and a strategy that doesn’t abandon those other principles while adapting and evolving should end up being a 

success in the long-run.  One piece of advice I picked up from someone (I wish I could recall who it was so I 

could give them the credit) in the industry over the past was one thing you don’t want to be ‘short’ of in the 

investment world going forward is ‘imagination’.  This is so true, as there is a rhythm and flow to business 

cycles throughout history, but each one has its own unique characteristics to it – and this one is no different.   

 

This week, the Fed concludes its first FOMC meeting of the year with a press conference following their 

decision on interest rates (which are expected to be unchanged), but it’s what Chairman Powell has to say at 

the press conference that is going to be of most interest to investors.  The Fed has been fairly tight lipped 

about the expansion of the balance sheet since October (not-QE), and given how important the increased 

liquidity has been at pushing up asset prices over the last couple of months, this is going to be a major 

communication challenge for Powell.  If he hints at removing the punchbowl, it’s going to be a negative for 

risk assets.  If he hints at continuing or upping it going forward, then that will be a big positive irrespective 

of fundamentals.  This is the dance we’re in now.                              
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