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May 4th, 2020  
 

Best guesses… 

Let me start out this week’s missive by saying from the outset that the words I scribble on a week to week 

basis are my thoughts, analysis, and interpretation of a mosaic of information that I pore through during a 

given week.  I don’t have all of the answers, and I very much lack the conviction and clairvoyance that I all 

too readily see being espoused from talking heads in the capital markets at the moment.  Objective, open-

minded, and humble market practitioners work with data, history, and financial models as a way to frame an 

investment thesis and strategy in an effort to succeed at preserving and compounding one’s capital.  

However, no matter how sound or thorough one’s strategy has been in the past, we’re dealing with a set of 

data and variables today that has very little in common with anything we’ve seen before.  Yes, initially we 

were all quick to latch on to the similarities of the Spanish Flu event in 1918, and while then and now share 

common enemies, our society, economics, financial systems, and the interconnectedness of it all couldn’t be 

more different.  One hint of irony between the two just may end up being that, like back during the Spanish 

Flu, this current pandemic just may have to burn its way through societies around the world before all is said 

and done as Mother Nature runs its course.   

 

I’ll leave the virology and medical complexities of it all to the healthcare professionals to explain to you, and 

will continue to focus our efforts on the economic and capital market implications. And these implications 

are stark, with U.S. GDP growth estimated to fall 10 to 15% in calendar year 2020 with the unemployment 

rate potentially flirting with 20%.  These are numbers that nobody in this generation have ever experienced 

before, driven in part by a government mandated shutdown which also opened the door to the most 

aggressive monetary and fiscal response in history.  What needs to be considered is that even beyond the 

worst point of this recession, which is likely occurring right here in Q2, is that the economic recovery out of 

this deep of a hole is going to take much longer than the swiftness of the decline.  The data we’re seeing on 

the household sector is showing a move towards increased personal savings, and businesses are taking 

similar actions to shore up liquidity ratios – the combined impacts will be quite deflationary over the near 

and intermediate term.  A topic for a later date will be discussing when the disruptions afoot in global supply 

chains, as well as from governments around the world focusing on more nationalistic policies and a steep 

slide in productivity that will collectively lead to a gradual and persistent push to a more inflationary world.  

As I said, this is 1 – 3 years down the road, but it is something worth starting to do the background work on 

today so as to be prepared for its eventual arrival. 

 

As for the current data and the capital markets, Bob Farrell’s Rule #8 comes to mind: Bear markets have 

three stages – sharp down, reflexive rebound, and a drawn-out fundamental downtrend.  My view is that the 

35% peak to trough slide from February 19th to March 23rd was the sharp down.  The 35% rally from the 

March 23rd intraday low to the intraday high on April 30th represented the reflexive rebound.  So that leaves 

the drawn-out fundamental downtrend for us to work through over the months and quarters ahead.  Keep in 
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mind that early on in the Great Depression, the stock market rallied 30% over the course of four months after 

the initial sharp sell-off lows were made in October 1929. This isn’t a prediction for what’s to come, but 

rather a very wise summation of how bear markets have played out in the past.  It also happens to be 

consistent with how I view things playing out, and is why I think investors will be rewarded for remaining 

patient even in the face of sharp bear market rallies, but this framework could most certainly be altered by 

further aggressive action from policy makers or, say, a successful vaccine eventually being discovered.   

 

As such, investors should continue to evaluate the current investment backdrop as a fluid and evolving 

situation to which we all should be open to adapting along the way.  With that being said, according to our 

work we remain of the view that investors are going to be confronted with a fundamental reality over the 

next 4-6 months that is just flat out ugly.       

 

On the corporate earnings front, we have 55% of S&P 500 companies having now reported Q1 results that 

are tracking a decline of -13.7% according to FactSet data.  Don’t lose sight of the fact that these numbers 

are for Q1, which was only partially impacted by the shutdowns due to the pandemic.  The second quarter is 

going to be the deepest part of this downturn for all of the rate of change growth metrics, but we won’t get 

these figures until the second half of July.  So in the meantime, investors and analysts are at the whims of 

their own imaginations as to where these numbers ultimately come in (that could either be a good or a bad 

thing, depending on technicals, mood, and sentiment…), even more so because nearly 150 companies have 

pulled their guidance.  In the land of the blind, the one-eyed man is king, and in this case such a mantra 

argues for stable and secure businesses with ample liquidity and a strong balance sheet to weather the storm.   

 

The latest consensus estimates are penciling in full-year 2020 earnings to fall 20% (my guess is these 

numbers are still too high) which puts the S&P 500 12-month forward EPS at roughly $140.  Put a 15x P/E 

multiple on this number (which is the 10-year average) and we’re talking about a fair value of roughly 2,150 

for the S&P 500.  However, the S&P 500 closed last week at 2,830 which indicates it’s trading at a multiple 

of 20x.  For reference, at the end of 2019 the multiple was a little over 18x (this was in a pre-Covid19, ‘best 

economy ever’ environment), and now it’s at over 20x and staring down the pipe of the deepest economic 

recession since the Great Depression.                           
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Valuation is always in the eyes of the beholder, so I’ll leave it to any individual investor to determine the 

appropriate multiple in today’s environment.  I’ll even concede that valuation should never be looked at in a 

vacuum as other factors like growth, interest rate levels, liquidity, etc.… should also enter into the equation, 

but I will speak for myself in saying that I think the broad market is quite rich relative to history and what 

my fundamental work indicates.   

 

FactSet’s data suggests this is the richest multiple since April 2002.  For perspective, the S&P 500 has traded 

at a multiple of 20 or more for less than 10% of the time in its history, and we’re talking about it trading at 

this multiple just two months into the start of a recession.  It’s when you’re approaching the end of an 

economic recession (typically 3-4 months prior to it ending) that you’ll see the S&P 500 put in its trough-low 

valuation, and that’s typically around a P/E of 12 – 14x.  At the low in 2002 it got down to almost 14x, 

reached 12x at its low in 2009, and was at 12x at its trough in the 1990 recession.  

 

So, you make up your own mind as to whether the market is cheap or not, but another thing to consider is 

how confident you are that the $140 EPS level on the S&P 500 is in the ballpark.  What if it’s closer to $120 

or even $100 before all is said and done?  It’s an open-ended question that none of us will ever know until 

after the fact, but it’s completely reasonable to think we could get down to these levels.  You do the math on 

a 15x multiple on EPS of $120 or $100, and ask yourself how you’d feel about your investment portfolio as 

it’s constructed today if we were to get there. 

 

But who cares about the data anyways, when we can all sit back and wait for the next batch of rampant 

stimulus from policy makers?  That’s the way it looks to me when I see the Dow rally over 500 points on the 

same day we got the Q1 GDP report last week that showed the economy contracted at a -4.8% annualized 

clip, the most since the Global Financial Crisis.            
 

 

Look, I get investors’ interest in wanting to align themselves with the hope inspired narrative that the data 

we’re going to get over the next several months is as bad as it’s going to get and therefore it has already been 
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priced into markets, so now it’s time to look through the valley to the recovery starting in late-Q3 / early-Q4, 

but the level from which the recovery starts also matters.  For example, let’s use simple math with investing, 

economic growth, earnings…pick your variable.  Let’s say our starting point is 100 and that contracts by 

25%.  Your initial level of 100 falls to 75, but then the next measurement period it moves up by 25%, so 

you’re back to 93.75.  You’re still 6.25% off of your starting level, but the path to a full recovery isn’t that 

far off given the swift and significant recovery off of a meaningful (but not devastating) decline.  Now let’s 

suppose you incur a decline of 50% from peak to trough, so now we are at 50 for our floor level.  Then next 

quarter we surge higher by 25%, a phenomenal recovery by all accounts, but this only brings us back to 62.5 

given the 50 level that the recovery started from.   

 

What this shows more than anything is that both the path of the recovery and the level from which it starts 

both matter tremendously.  Sure, it’s nice to hypothesize about both of those variables, but at best all anyone 

is doing at this point is guessing, and in the meantime all of the data we’ve been getting suggests that the 

floor remains elusive and the recovery looks to be more feeble and prolonged than many expect.  

Mechanically speaking, the data will start to look like an improvement perhaps as early as next month, but it 

is important to understand these mechanics as the actual level matters.  The unemployment rate, God forbid, 

jumping to the mid-20 percent level in the next 2-3 months, and then improving (declining) to 10-12% 

thereafter is a dramatic improvement, but that level (10-12% unemployment rate) would still be higher than 

anything we’ve experienced in the last five decades – and that’s worrying.       

 

Last week’s jobless claims data was just another reminder of this, where we saw another mind-numbing 

number of 3.8 million new claims filed for the week to April 25th.  This brings the six-week total to 30.31 

million, and the backlog of continuing claims (lagged by one week) increased to 17.99 million.  The 

“insured” unemployment rate leapt to 12.4% from 10.9% and is consistent with an 18% headline jobless rate 

when we get the April jobs report this Friday (we’ll see how accurate this estimate is).  These numbers are 

disturbing to say the least, and to show you what I mean by that, the unemployment rate in 1931 averaged 

15.9%...this was in the heart of the Great Depression, and we’re talking about figures that could rival this 

over the next couple of months.  There have been 10 recessions in the U.S. in the post-WWII era, and in only 

a total of ten months during this period of time that spans more than seven decades have we seen an 

unemployment rate of above 10%.     

 

For sure, part of what made the Great Depression so bad was both the magnitude of the decline as well as the 

duration, so while we may be in the same arena in terms of magnitude in this downturn, let’s hope we don’t 

come close to matching the duration.   

 

As for the capital markets, let’s begin with the bond market as the yield on the 10-year Treasury bond has 

flat-lined at 0.60 – 0.65% since April 14th as the Fed went all in on backstopping the system.  While no 

formal announcement has been made, it looks as though yields along the curve are already exhibiting some 

form of Yield Curve Control (YCC) as rates from 1-month bills out to 30-year T-notes remain stuck in a very 

narrow trading range.  While this market still provides some worthwhile attributes to consider for investment 

purposes – safe income (albeit at low levels), capital preservation, deeply liquid, and optionality to rotate out 

of to take advantage of other opportunities – it provides little to get excited about in terms of generating a 

return stream that most investors need in terms of meeting their financial objectives.   

 

Unfortunately, fixed income markets (at least at the sovereign level) are on a path to perdition, in that the 

yield on the 10-year Treasury could very well go to zero (maybe even negative), but ultimately what this 

implies is that the nearly 40 year bull market in fixed income, with yields falling from the teens on down to 

zero, has eliminated this asset class for investors.  That is a sad reality, but it is what it is.    
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This is part of the Fed’s strategy in terms of forcing investors out on the risk spectrum to find returns and 

yields in other areas, but such an objective comes with consequences in terms of government funding and 

eliminating the hedging characteristics for portfolio construction strategies, like risk parity.   

 

It’s no wonder gold has been on such a steady, low-volatility move up with the yellow metal handsomely 

outperforming the stock market year-to-date, over the past twelve months (+32% versus the S&P 500 at        

-3.9%), and over the past 15 years (+272.62% versus the S&P 500 (SPY) returning 188.36%).  Look, there is 

a time and a place to own gold, and I’ve been a vocal advocate over the past two years of investors procuring 

an allocation that they are comfortable with, and while I think the future continues to look bright, this asset 

class has attracted some speculative flows over the past several months.  So, anyone feeling the FOMO (Fear 

Of Missing Out) may want to exhibit some caution in the near-term and wait for a pullback, but make sure to 

act upon it when it does come because gold is definitively in the throes of sustained bull market.   

 

As for the stock market, the debate remains ongoing about whether we retest the March lows at some point 

or make new lows before this recessionary cycle runs its course.  Who knows, but one question I almost 

never see asked is whether or not back in February we put in the highs for many years to come.  It’s worth at 

least considering if you’re an investor and what it means for you if in fact that may have been the case.  My 

guess is that policy makers are going to go out of their way to make sure this isn’t the case given how 

financialized the U.S. economy has become and how tied it is to asset prices.  However, just look back at the 

past two business cycle peaks: The S&P 500 peaked in March 2000, and it wasn’t until September 2007 that 

it reclaimed that level (seven years).  The business cycle then peaked in the fall of 2007 with the S&P 500 

hitting its high in October 2007, with that level not being reclaimed again until March 2013 (5 ½ years later).   

 

In this upside-down world, where the Fed has turned the capital markets into a casino where their actions and 

guidance supersede fundamental data, who knows anything for sure at this point.  And as convenient as it 

seems to spew the “don’t fight the Fed” mantra, it’s not as if that has represented a fool proof plan in the 

past.  The Fed was aggressive into the teeth and depths of the last two economic downturns, and while their 

policies likely assisted in greasing the runway for the ensuing expansion, it’s not as if they stopped the 

recession or business cycle in its tracks once they took action.   

 

The thing is that we came into this crisis with entirely too much debt and leverage for the system to be able 

to handle, and yet the policy solutions employed at the moment are aimed at incentivizing the usage of even 

more debt to pull us through.  Cut interest rates to zero, restart asset purchases (QE), announce policies to 

backstop corporate credit markets by buying corporate debt, CLO’s, and even municipal debt.  Which puts 

credence behind the action we’ve seen with corporations issuing $260 billion in investment grade debt in 

March – up nearly 80% from year ago levels.  They issued an additional $250 billion in April with 

expectations that another $200 billion is coming in May – just adding more and more leverage on to an 

already bloated debt profile.  I get it, what else are they to do, as you’ve got to access the money while you 

can, but this doesn’t solve anything.  It just makes an already huge problem even bigger.     
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The question investors have to answer is whether these companies are actually solvent, and is the Fed more 

powerful than the business cycle to the extent that it can actually prevent a default cycle from taking hold?  

There is no reason why this health crisis should have morphed into an economic crisis and then into a 

financial crisis (a la 2008/09), unless the system was so overleveraged and thereby extremely fragile, which 

we are seeing is the case today.  

 

I know this big picture view doesn’t paint a very flattering case for investors, and I’ll admit that risk / reward 

is much different here with the S&P 500 at 2,800 – 2,900 than it was when it was trading between 2,100 – 

2,400, but you can sift through the rubble and uncover decent opportunities in the equity market at the 

moment.  I’m not enamored with the broad market via an index at this level, and that could change with an 

announcement of more policy goodies by the Fed or more fiscal stimulus (where through sheer will the 

politicians aren’t going to let this thing get worse), an eventual vaccine being found, or a very quick and 

successful reopening of regions around the country and globally, but in the meantime investors should focus 

on looking at businesses with a view on ownership over the next 1 – 3 years rather than just looking at it over 

the next six months.   

 

The fact of the matter is that the equity market and the businesses within it that are finding a way to shore 

themselves up and get to the other side of this situation are where investors should be focusing.  And while I 

still believe there is some more ugliness to come with the economic data over the next several months, and 

I’m fearful of a second wave of this virus popping up in late summer / early fall, there are some cyclical 

businesses with solid balance sheets that are trading at levels that do intrigue me.  Investors looking for 

income in the equity market should focus less on absolute dividend yield as many of these companies are 

yield traps where those dividends can’t be maintained and will eventually get cut.  Instead, focus on 

companies with a financial profile to maintain and grow their existing dividend, even if that comes at a lower 

absolute yield at today’s price. 

 

I still like gold, gold miners, and silver – the latter two come with more volatility, and while I think the 

energy market has a long road to recovery ahead, it does offer some opportunity among the ashes.  The 
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supply / demand backdrop is still imbalanced to the supply side, but the amount of destruction and supply 

shut-ins taking place will bring this market back into balance as early as the end of this year / start of next 

year.  There will be survivors in this industry, and it’s not going away anytime soon – while there is long-

term risk, I’m still of the view that there’s still another cycle or two to go before that becomes a reality.  The 

survivors will have their pick of distressed assets when this market starts to turn in a positive direction, but 

by that time the opportunities that exist today won’t be as lucrative. 

 

In a nutshell, be selective, employ risk management in overall portfolio construction, be patient and 

disciplined with how and when you deploy capital, but don’t bury your head in the sand as there are 

opportunities that await.          
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