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February 10th, 2020  

 

Hard to explain… 

I’m just going to come right out and say it – I am more than a bit perplexed while trying to interpret the 

tea leaves of the capital markets and economic backdrop at the moment.  At the forefront of this 

confusion is the evolving situation surrounding the coronavirus outbreak in China, and its potential 

implications on global growth and inflation over the next several quarters.  What we know for now is 

that the latest case count is up to over 40,000 and the death toll has eclipsed 900, but suspicion continues 

to grow (mine included) as to whether or not this is an accurate reflection of reality.  The growth rate of 

the case count peaked out on February 4th and has been moderating ever since, but the big question on 

my mind is what if this moderation is simply the result of a lack of available testing kits in the highly 

infected areas of China?  The latest update out of China is that they only have the capacity of 

approximately 6,000 testing kits per day, and as a result the data being reported is no longer an accurate 

reflection of how widespread the virus is at this point.   

 

Look, I’m going to continue to tread softly on this topic as there are much better resources to seek out to 

keep up with the evolution of this situation, but from the work we’ve reviewed on the matter, I’m of the 

view that the global economic impact will be much larger than is currently being entertained by parts of 

the capital markets.  Already the impact of the virus is larger and longer lasting then the SARS pandemic 

back in 2003 and this outbreak is occurring at a time when China’s economy is on a much softer footing.  

Capital Economics was out with some estimates that suggest the coronavirus could reduce global GDP 

output by $280 billion, which would amount to complete stagnation for current quarter growth.  The 

World Bank’s baseline estimate for global growth in 2020 is 2.5%, and this is prior to factoring in the 

negative impact from the coronavirus.  The longer travel restrictions, factory shutdowns, and regional 

quarantines are in place, the greater the risk that an already fragile global economic backdrop slips into a 

shallow contraction.  And with global leverage at all-time highs, any hit to global cash flows to service 

and manage this outstanding debt load comes under additional stress and heightens the downside risk to 

lofty valuation levels on risk assets. 

 

In my opinion, equity markets are not even remotely concerned at the present time about the negative 

impact this will have to sales, earnings, and growth, as they are already anticipating even more central 

bank support than they’ve experienced over the past week.  What I’m referring to is the PBoC (People’s 

Bank of China) injecting nearly $100 billion into their banking system over the past week and the Fed 

continuing to maintain the elevated levels of overnight repo operations that started back in October (with 

$94.5 billion injected last Tuesday).  It also appears as though the stock market is using the SARS 

outbreak back in 2003 as a guide for the current situation, as investors were rewarded for fading the fear 
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and anxiety from that situation as it never amounted to much more than a hiccup from an economic and 

fundamental standpoint. 

 

I have to admit my astonishment at just how complacent U.S. equities are to the possible impacts of the 

coronavirus, but on the other hand, the playbook for stock investors has been rewritten this cycle and 

that is to say whenever risk/fragility heightens, all an investor has to do is stand their ground as it won’t 

be long before central banks come riding to the rescue.  What we’ve learned over the years is that former 

Fed Chairs Ben Bernanke and Janet Yellen, current Chair Jerome Powell, and President Trump all have 

one thing in common, and that is that they measure their success by what the S&P 500 is doing.  This 

isn’t to suggest that the stock market is a rigged game, but more so that it’s become a variable that can 

be controlled by a mix of policy tools that both fiscal and monetary policy makers feel compelled, 

obligated, and/or necessary to employ.  If anything, this cycle has proven that you cannot bet against 

governments and central bankers who operate with extremely deep pockets and act as if free markets and 

capitalism should take a backseat to repeated interventions in pursuit of the greater good.   

 

Looking at the capital markets, I’d say that the stock market and bond market are in lock step in pricing 

in additional policy accommodation by the Fed in the not too distant future.  Both of these markets have 

become fairly good indicators at accurately anticipating rate cuts and additional asset purchases by the 

Fed.  Throughout this cycle, the Fed has attempted on several occasions to fight the market (the most 

recent in Q4 of 2018), but each time they had to relent and give-in to what market participants wanted or 

risk a significant risk off event that then would have carry-over consequences for the economy.  The 

bond market has been in full blown rally mode all year long with the yield on the 10-year T-Note down 

almost 40 basis points from where it opened the year, and the return on the 30-year Treasury bond so far 

in 2020 is over 10%.   

 

Along the Treasury yield curve, we’ve seen a bull flattening (where yields across the curve fall) so far 

this year with the 10-yr / 3-mth curve slipping back into inversion.  Recall that this is what happened 

back in the summer of 2019 and sent the Fed on the course of cutting rates three times and restarting 

‘Not-QE’ in October.  The Fed does not want (nor do they like) the financial / economic impacts of an 

inverted yield curve, so unless something constructive develops in the near-term on the economic front 

that pushes the curve out of inversion, then the Fed is going to have to act by cutting rates to un-invert it.  

With inflation risks still muted, the bar for the Fed to cut rates being much lower than where it is for 

them to raise rates, global growth already weak before the negative fallout of the coronavirus, and a 

persistent shortage of long-duration high quality assets – one has to strongly consider having some 

exposure to the long-end of the Treasury curve.  I know it sounds insane to consider a 2% yield on the 

30-year Treasury as an adequate return for the potential risks of long-term inflation, duration, and a 

possible secular low in interest rates, but there is still a lot of juice to squeeze out of this (metaphorical) 

orange if the Fed has to pull out all the stops to extend this expansion even further.  I think they will, and 

in such an environment I think the yield on the 10-year T-note could eventually slide to sub 1% and the 

yield on the 30-year could get down to under 1.5%.  Given the interest rate sensitivity of these securities 

and the convexity on prices at such low yields, you’re talking about double digit equity like returns on 

the world’s risk-free asset.   

 

Don’t get me wrong, at some point this set-up will change where eventually via either QE4, QE5, QE-

Infinity and a mix of aggressive fiscal stimulus, the inflation genie will be released from the bottle and 

the 40-year bull market in bonds will end, but I’m of the view that we are not yet at that point.  As long 

as we continue to have excess capacity in many facets of the global economy, we will continue to have a 
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disinflationary / deflationary backdrop that keeps interest rates anchored at low levels and P/E multiples 

on U.S. equities in elevated territory.   

 

The recent pricing in commodity markets are signaling a message consistent with what the bond market 

is saying in that oil prices have now moved into a bear market as they are down 20%.  And while this is 

a modest benefit to the consumer’s pocketbook via lower gas prices, it is a crimp to economic activity as 

capital spending and employment in the oil sector is negatively impacted.  Keep in mind how large and 

important the oil industry has become for the U.S. economy, given that we are now the world’s largest 

oil producer.  Copper prices have declined 11% in just the past two weeks and reside just above a three-

year low.  Folks, these two commodities are highly sensitive to global growth demands and the decline 

in their respective prices provides a better representation about the true economic impacts of the 

coronavirus than a stock market that is moving higher in anticipation of its next morphine injection. 

 

I’ve lamented on several occasions over the past month or so on the long-term opportunity I see in the 

energy sector going forward for investors that have a time horizon beyond the next six months, and the 

fact that the sector is flirting with falling below a 4% weighting in the S&P 500 only reinforces the 

potential opportunity.  For the group as a whole, you’re talking about a collection of companies that are 

trading at a P/S ratio below 1.2x which is as low as it was in the 2008-2009 recession.  The 

equipment/services sector at 1.1x is lower than it was during the last recession and a sub 12x price-to-

cash flow for the drillers is about as low of a valuation as you’ll ever find them.  The dividend yield on 

the integrated companies averages just under 5% (over 6% for the drilling subsector) and dividends have 

continued to grow at just over 9% for this cycle with 2016 being the only year of cuts from the fallout of 

oil prices slipping below $30/bbl.  The S&P 500 energy sector is trading at a level that was last 

consistent with an oil price of $28/bbl.     

 

I don’t disagree that ESG (Environmental, Social, and Governance) investing is all the rage at the 

moment, but to even attempt to put oil companies in the same stratosphere as tobacco is silly.  In my 

opinion, what we’re seeing right now is capitulation in the space, because there is nothing wrong with 

the long-term fundamental profile or investment thesis for those inclined to do a little due diligence.  

Sure, it’s not a sexy story at the moment, and it is an industry in transition, but that is why you’re able to 

buy these assets at multiples below the S&P 500’s valuation and well under the 20- or 30-multiples for 

companies like Apple, Proctor & Gamble, Walmart, or McDonalds.  And none of those companies are 

growing their top or bottom lines at a better than low-single-digit clip.  Consider that we’re talking about 

a sector in the S&P 500 that is trading at the levels it was at back at the end of 2008.   

 

All I’m pointing out is that investors need to consider what is priced in here at this point, and in my 

mind the numbers are suggesting they’re priced for a deep recession. This isn’t to say there won’t be 

some additional pain ahead, but energy demand continues to increase year in and year out, and while an 

extremely compelling narrative can be spun around renewable energy electrifying the global grid – think 

about the energy and capital it would require to retrofit the entire globe that has already been built for oil 

and fossil fuels.  I’m not saying it won’t eventually happen, but there is a big gap between point A and 

point B on this journey.   

 

As for my closing thoughts, I think the investment backdrop needs to be broken down into two 

categories going forward: pre-coronavirus and post-coronavirus.  Prior to the outbreak, we were seeing 

subtle signs of stabilization in overseas economic data points and this brought some relief that perhaps 

the worst was over and a potential positive inflection awaited later this year.  This base case is no longer 

realistic given the disruption Asia is going through at this time, and this has larger implications for the 
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Eurozone than it does the U.S.  As for the U.S. economy, it was also showing some indications of 

stability at a lower growth rate of 1.5 – 2.5% GDP growth.  While the U.S. is a relatively closed 

economy – and this should insulate us better than others to the global effects of the coronavirus – it’s 

possible that even a mild moderation in GDP growth from say 2.0% to 1.0% will feel like a recession for 

some pockets of the economy.  The key will be the duration of the disruption and whether the recovery 

afterwards will take on a V-shaped, U-shaped, or L-shaped form.  Unfortunately, too many unknowns 

remain in this equation at this point to have a high level of conviction about the eventual outcome.                     
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