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The events of early 2020 are the most economically significant in decades. The year started with 

the stock market surging higher on the back of central bank stimulus but finished as the worst 1st quarter 
in history as the Covid-19 pandemic unfolded (S&P 500 Index -20% for Q1). The coronavirus emerged 
as a newsworthy item in mid-January and has rapidly spread from its Chinese origins around the world. 
Over the past two months, air travel and tourism have nearly ceased, and many countries have closed 
their economies to stem the wave of infections. A similar scenario has never occurred in modern 
economic times and the resulting ramifications are hard to fathom. In response, the U.S. government and 
central bank have flooded the financial system with trillions of newly created dollars. The size of the 
collective programs cobbled together over the past few weeks dwarfs the rescue package installed 
following the housing crisis a decade ago. Unfortunately, the economic dislocations currently unfolding 
will likely prove to be more troublesome to solve than a relatively standard banking crisis.  

 
The advancing pandemic is not a new phenomenon, but its movement around the world has been 

incredibly rapid with today’s interconnected economy. The most recent comparable episodes include the 
“Asian Flu” of 1957-58 and the “Spanish Flu” of 1918-1920. Most readers are familiar with the Spanish 
Flu because it famously killed more people than the coinciding first World War. It remains to be seen 
how history will view the current flu, but what has been unprecedented is the global response to the virus 
in the age of 24-hour news and social media. Beginning with China, many countries elected to quarantine 
people in their homes to slow the spread of the virus. As a result, economies have hit a wall unlike any 
period in contemporary history. Initially, this behavior disrupted supply as the world’s factory floor in 
China closed. As the virus spread globally, demand has been equally impacted as the developed world 
also shut down, triggering massive job losses.  

 
The economic impact of the synchronized global lockdown is impossible to fully understand. We 

live in a world where supply chains stretch around the world and companies operate with very low 
inventory levels. Both of these business decisions increase profit margins but result in more fragile 
business models. Additionally, most companies have loaded up on cheap debt over the past decade to 
primarily repurchase their own stock. Once again, this choice increased returns to shareholders, but 
created a more unstable financial foundation. This inherent fragility will now face the sharpest economic 
downturn in history. As we pointed out in our last update, this is a perfect storm during a vulnerable 
period.  

 
Given the treacherous road ahead, the Federal Reserve and Congress have quickly mobilized to 

throw money at the problem. The Federal Reserve was forced to move first as the financial markets 
began to freeze only 2-3 weeks into the market decline. While the stock market was suffering its sharpest 
drop on record, the bond market stopped functioning. This cut off the flow of credit to businesses and 
triggered a jump in mortgage rates. The Fed responded with the 2008/09 playbook by flooding the 
banking system with liquidity. Within days, the Fed was forced to expand their programs to directly 
purchase corporate and municipal bonds, commercial paper, and restart official “quantitative easing” by 
purchasing treasuries and mortgage bonds. In all, the Fed has committed several trillion dollars to 
stabilize the asset markets. In the process, they bailed out plenty of highly leveraged hedge funds and 
giant asset managers who couldn’t sell positions to meet margin calls.  
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In the meantime, Congress prepared their own response by agreeing to a bipartisan recovery plan 

of $2 trillion. The plan includes small business grants for wages and rents, a direct payout to taxpayers, 
large temporary increases to existing unemployment benefits, and specific aid earmarked for Boeing and 
the airline industry. Also included in the bill was the creation of a $454 billion “emergency fund” to 
funnel loans to businesses, states, and municipalities as the authorities deem fit. Importantly, the Fed can 
leverage this fund up to 10-to-1 (add another $4 trillion in printed money). The specific beneficiaries of 
this money are unknown at this time and the administration has already indicated their intention of 
resisting congressional oversight of the program. We do not write this to be critical because central bank 
leaders will need to be highly flexible in a very unpredictable situation. We point this out because we do 
not believe this rescue package will “age well” with the American public. This could become a problem 
during future rounds of intervention.  

 
In total, the U.S. government and central bank have conjured up more than $6 trillion to counter 

the current crisis. Although this sounds impressive, most of this money has been used to buy already 
existing assets in the capital markets to keep them functioning. Maybe only $1.5 trillion will add stimulus 
to the economy by giving money to people, hospitals, small businesses, and states. Our fear is that 
additional funding will be required to repair the economy from this abrupt shock. In fact, Congress is 
already floating a $1 trillion (or more) infrastructure spending bill. We are also concerned this event will 
stress additional fragile systems around the world that may have become problematic at some point in 
the next decade. For instance, a “day of reckoning” could soon emerge for the European banking system, 
Chinese housing, U.S commercial property, emerging market debt, U.S. pension underfunding, or the 
European Economic Union itself. If any of these events happen in the next 2-3 years, the Fed and U.S. 
government will be forced to print additional trillions to stabilize the system.  

 
As investors, we face one of the most uncertain times in recent memory. Under an optimistic 

scenario, the global social distancing efforts will prove effective in slowing the viral spread over the next 
60 days. This will provide healthcare systems time to organize and find a treatment program that combats 
Covid-19. Once the health crisis is manageable, low-risk citizens will be allowed to go about their normal 
routines and most businesses can continue operations. In such a scenario, the efforts to support the 
economy might be enough and some believe the stimulus directed into the financial markets will trigger 
an enormous asset bubble. There is a fighter’s chance this could happen, and we are rooting for it, despite 
the nasty side effects and moral hazard it encourages. Under a less optimistic scenario, we are facing a 
brutal recession that will stress a very fragile economic system. Central banks and governments will 
likely need to stay highly engaged for the foreseeable future to stabilize the global economy. Those 
countries with a printing press (U.S., Euro, Japan, China), will “throw caution to the wind” and create 
money to support growth and existing financial structures. With the U.S. already committed to spending 
$5-10 trillion for this crisis, one can imagine these numbers quickly escalating to once unthought-of 
levels if officials are forced to respond to additional events. 

 
While we hope for an optimistic scenario, it wouldn’t be responsible to chase this possibility 

given the potential downside. In a few weeks we’ll know more. The train might have already left the 
station, but it’s not time to be a hero. Under a base case or worse outcome, the markets have yet to find 
their lows as a long and painful recession is upon us.  Luckily, we headed into this downturn with cash 
in client accounts and we have continued to add to reserves. This will allow us to purchase significantly 
undervalued investments in the future. However, we’re coming from a perch of record high corporate 
profit margins and one of the richest stock valuations of all time. While there are some attractive  
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opportunities today, we also see just as many overvalued stocks that have not yet faced reality. As a result, 
we have done very little purchasing thus far.  

 
Our primary focus as investors is to worry about risk before reward. In a world where trillions of 

dollars are created at will, we must fear oncoming inflation. Maybe the 1970s will turn out to be an apt 
expectation, a period when the U.S. dollar lost more than half its value over a decade. During previous 
inflationary periods, the ownership of key commodities was critical to maintaining purchasing power. 
We have been building positions over the past few years in oil, gold, timber, and basic foodstuffs (eggs, 
potatoes, drinks). As mentioned recently, we believe energy stocks are the best opportunity currently 
available and they have historically proven to be the most effective in providing inflation protection. 
While commodity-linked investments will be a priority, we will also look to add substantially 
undervalued companies. When a stock is purchased cheap enough, it provides considerable downside 
protection even assuming poor economic conditions. At this time, we do not believe most of the stock 
market provides this “margin of error”. Instead, we believe patience is our friend in what is likely to be 
a prolonged period of weak economic growth on a global scale.  

 
If you have any questions or concerns, as always, we are just a phone call away. 
 
        Truly yours, 
 
        Keating Investment Counselors Inc. 
 

Disclaimer 

The information provided is for informational and educational purposes only. It is not intended to provide specific 
advice or recommendations. All efforts have been made to report true and accurate information. The information 
on this publication is subject to change without notice and may become outdated or otherwise rendered incorrect 
due to subsequent new research or other changes. Keating Investment Counselors, Inc. is unable to always verify 
the content from third party sources. Please refer to our privacy policy. For additional information and disclosures 
about Keating Investment Counselors, Inc., please visit the SEC Website at www.adviserinfo.sec.gov (CRD 
#110134) and the ADV Part 2. 
 
Investing in securities involves risk of loss that you should be prepared to bear. Markets are volatile and funds 
needed for specific purposes within a short to intermediate time period should not be committed to stocks, long-
term bonds, and related securities. We do not represent or guarantee that our services or methods of analysis can 
or will predict future results, successfully identify market tops or bottoms, or insulate clients from losses due to 
market corrections or declines. We do not offer any promises that your financial goals and objectives will be met. 
Past performance is not an indication of future performance.  For additional information on risk of loss, please 
refer to the ADV Part 2. 
 

 


