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February 18th, 2020  

 

No man’s land… 

I’m of the opinion that all capital market 

participants and the global economy are 

currently stuck in no man’s land as a result of 

the expanding list of unknowns surrounding 

the COVID-19 (coronavirus) outbreak.  Sure, 

we can all make educated guesses, model out 

potential outcomes based on wide ranging 

assumptions, and anticipate the potential 

reaction function of policy makers in what/if 

scenarios, but at the end of the day, the output 

of such analysis is only as good as the inputs 

going into it.  And on the input front, the best 

we have to go off of at this point is what’s 
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coming out of China – a place many in the 

financial community have become quite 

suspicious of over the years when it comes to 

data accuracy and integrity.   

 

That being said, we are now operating in an 

investment framework of pre-COVID19 and 

post-COVID19 economic and financial data.  

I’m working off of the premise than any data 

point (good, bad, or indifferent) prior to 

January month-end is much less relevant than 

the upcoming data points we’ll get starting in 

late-February / early-March, which will 

provide a better understanding of the actual 

impacts this global health scare is having on 

global growth, inflation, demand, supply, 

liquidity, and earnings.  According to a New 

York times analysis of government 

announcements in provinces and major cities, 

they estimate that 760 million individuals in 

China are living under some kind of travel 
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restriction or residential lockdown.  To think 

that this will have little or minimal impact on 

the global economy is beyond naïve.      

 

The way I see it, we’re all in the same boat 

when it comes to analyzing the situation in 

that there are some reliable resources of 

industry experts that we can all tap into to 

keep abreast of developments (Johns Hopkins 

and Los Alamos National Laboratory), but 

even these experts openly profess to a wide 

range of possibilities and the unknowns about 

the virus itself.   

 

With that being said, I don’t find too much 

value in putting a lot of stock in much of the 

data that has been reported over the past six 

weeks.  Yes, by and large it did hint at some 

broad-based stabilization in global growth 

coming in to the start of the year, and this was 

a welcomed relief following a persistent 
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slowing in global economic activity into late 

last year.  But the whole narrative coming into 

this year that “global growth troughed in Q4 

and a reflationary reacceleration is underway 

starting in Q1” is highly questionable at best 

at this point.  Consider that Japan just reported 

a -6.3% contraction at an annual rate in its Q4 

GDP report, German Q4 GDP managed to 

escape a technical recession with its Q4 GDP 

report ever so slightly on the positive side, and 

now we have estimates for GDP growth in 

China coming in anywhere from -3% to +3% 

for Q1, which are well below expectations for 

a print of +6%.  Keep in mind, we’re talking 

about the 2nd, 3rd, and 4th largest countries in 

the world as it relates to GDP – all of which 

are flirting with some degree of stagflation or 

outright contraction, and this was prior to the 

onset of the coronavirus outbreak. 
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Not to mention, Singapore just cut its 2020 

GDP growth outlook to a range of -0.5% to 

+1.5% (from +0.5% to +2.5%), and Thailand 

trimmed its forecast to a band of +1.5% to 

+2.5% (from +2.7% to +3.7%).      

 

As for the world’s largest economy – if not for 

a large contraction in imports and massive 

government spending, Q4 GDP would have 

been barely on the plus side.  See the below 

chart from Eric Basmajian of EPB Macro 

Research which shows that the year over year 

contribution to GDP from personal 

consumption and private investment (which 

collectively account for over 80% of U.S. 

economic output in any given quarter) was at 

its lowest level since Q3 2016 and less than 

half the level it peaked out at in Q3 2018.   
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Everyone wants to focus on the U.S. equity 

market and how it has remained so resilient in 

the face of what is looking more and more like 

a meaningful hit to aggregate demand, and if 

the stock market isn’t selling off then all must 

be well.  What is lost in this simplistic view 

(albeit not an incorrect observation) is that 

U.S. assets are the beneficiaries of foreign 

investment flows, as capital is fleeing most 

other developed and emerging markets to seek 
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safety in what is perceived to the be the 

world’s safest and most liquid capital market.  

These flows are large and persistent, and for 

the time being it’s hard to see anything in the 

near-term interrupting this trend, so don’t be 

disillusioned into the notion that these flows 

are seeking permanent residence.  At some 

point, some and perhaps even a majority of 

this hot money will return back to its country 

of origin, at which time the U.S. will be 

experiencing the exact opposite of this 

positive boon today.   

 

Another significant variable driving U.S. 

equity markets higher in the face of 

unflattering fundamentals, sluggish earnings 

growth, record high debt levels, and 

historically elevated valuations is an 

unwavering confidence from investors that the 

Fed will always be there to bail them out.  

We’ve reached a point where the stock market 
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is unable to correct even 3% before investors 

rush in to buy the dip.  Consider that Apple 

(AAPL), the largest stock in the S&P 500, 

lowered its estimates for Q2 revenues and 

refrained from giving guidance beyond Q2 

given the lack of visibility as to when its 

supply chains in China will come back online, 

and its shares finished the day with less than a 

2% decline.  As it relates to the Fed, it’s my 

opinion that inflation and the unemployment 

rate are no longer their real target, but rather 

it’s the level of the S&P 500 that has now 

become one of their policy objectives.  

 

Let me not mince words here: while you 

and/or I may or may not like equity markets 

being turned into public utilities (stemming 

from policy choices made when Bernanke was 

Fed Chair back in 2009 to target asset prices 

as a monetary policy tool to pull us out of the 

GFC), fighting it has proven to be a profitless 
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and frustrating endeavor.  The Fed has more 

ammunition than many of us can imagine, and 

if it has become their unstated objective to 

continue to target asset prices, then we all 

have to keep an open mind to this possible 

reality.  I say this because they have yet to 

(and perhaps never will…) fully admit to 

targeting asset prices, but almost every action 

they have taken over the past several years 

suggests that they have become very sensitive 

to even minor disruptions in capital markets.  

This says nothing about them being able to 

successfully defy economic gravity and the 

business cycle indefinitely, hence investors 

should continue to track, monitor, and analyze 

fundamentals on an incoming basis (I’m of the 

view that eventually they will matter again), 

but for the here and now – global central bank 

actions are the only game in town.      
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As I’m typing this missive, yet another perfect 

illustration of how immaterial fundamental 

data has become for stock prices came through 

my inbox via the Cass Freight Shipping and 

Expenditure report.  The latest release of the 

Cass Freight Index showed that January 

shipment volumes dropped -9.4% vs. 2019 as 

the index posted its lowest absolute reading in 

roughly 3 years.  This is supposedly the 

greatest economy ever, yet this January print 

was the steepest year-over-year decline since 

2009.  The below chart speaks for itself in that 

the much-hyped soft landing coming into 

2020 remains ever so elusive, but who cares? 

We can just push out the point of recovery 

into the next couple of months while 

completely ignoring the ongoing negative 

reality that exists today.   
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While fundamentals may not be driving the 

stock market, they sure seem to be more 

accurately reflected in the commodity and 

interest rate markets.  Oil, copper, and other 

industrial commodities continue to be weak in 

the face of increasing fears of the demand 

impacts from the fallout of the coronavirus.  

And the yield on long-term 30-year Treasury 

notes just broke below 2% for the first time in 

nearly six months – keep in mind that the 
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yield on the 30-year began the year at 2.39% 

and this nearly 40 basis point fall in yield has 

generated more than a 10% return so far this 

year.  Investors are enamored with the returns 

they are getting out of parts of the equity 

market, but little do they recognize that it’s the 

long-end of the Treasury market that has 

offered the best risk-adjusted return over the 

past 18 months.  I remain constructive on 

investors having some exposure to the long-

end of the Treasury curve because I do think 

the Fed will be aggressively cutting interest 

rates later this year and the whole curve will 

melt lower, which is bullish for Treasuries 

across the curve.  And while I think the yield 

on the 10-year Treasury ultimately takes out 

its all-time low of 1.36% en route to perhaps 

eventually falling below 1.0%, and the 30-

year also makes new lows below its all-time 

low of 1.90% – this trend is getting long in the 

tooth.  If/when global central banks eventually 
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succeed at generating inflation, likely assisted 

from a massive fiscal stimulus package from 

governments around the world, you do not 

want to be in these instruments any longer.   

 

Such an environment will be nirvana for gold 

and the precious metals markets – an 

investment backdrop where inflation steadily 

and consistently runs above the rate of interest 

(negative real rates) as governments around 

the globe inflate away the debt albatross that’s 

wrapped around the global economy’s neck.  

Gold has already begun to sniff out this 

outcome, and it’s no surprise to me to see it 

pushing above $1,600/oz today.  As I’ve said 

on numerous occasions, the price of gold will 

ebb and flow going forward with periods of 

doing nothing, but the general trend is 

upwards for the foreseeable future until 

something material changes on the growth and 

inflation front.  Global monetary and fiscal 
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policy are on a pre-set course in my opinion, 

and have no other choice than to target higher 

inflation as the preferred solution to today’s 

imbalances.  At times, this will be a boon to 

equity markets, especially for those entities 

with high fixed costs and pricing power, but 

there will be periods when equities won’t be 

the inflation hedge in which many have been 

naively led to believe.            
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