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The economy will follow the health care curve. The health care curve remains largely uncertain.   

 

Scott Gottlieb, former commissioner of the FDA, writing in the Wall Street Journal this week noted a 

few key points that will now become central to the health care debate.  Even with a near term success 

in case management this summer, “the virus will return this fall, and so will fresh risk of large 

outbreaks and even a new pandemic”.   One health care solution – a vaccine “could beat the virus, but 

there won’t be one this year” according to Gottlieb.  So, the best near-term solution is “an effective 

therapeutic drug.  That would be transformative, and its plausible as soon as this summer.”, according 

to Gottlieb.    

 

As such, we see three probable economic scenarios.  A ‘V’ shaped recovery, this is largely contingent 

on a therapeutic drug being released by late summer or early fall as we head back into flu season.  

Without this, we seem destined to fall into a jagged ‘W’ meaning we have negative growth in Q2, 

chance for stabilization or small contraction in Q3, then return to negative growth in Q4 as we 

experience a second shutdown or broad curtailment of travel and economic activity.  A deeper U 

shaped recovery would see consecutive negative quarters of growth and would assume we make no 

progress with a drug, vaccine, lose control of the curve, have large swaths of the economy remain 

closed or have certain employees refuse to return to their workplaces.  

 

For now, we place the odds of a V at 60%, the odds of a jagged W at 30% and the odds of a U at 10%.  

The massive global outpouring of physicians, scientists, technologist and researchers taking aim at the 

pandemic is massive.  By some estimates, more than 200 clinical trials have been launched and 

global collaboration is believed to be reaching levels that we may not have seen before.  We will 

continue to bet on human ingenuity but believe that time is not really on our side. Though we can see 

equity markets aggressively pricing in a V, especially given the massive Fed programs including 

today’s announcement aimed at putting another $2.3 trillion of financing into the economy. 

 

Regardless of the healthcare outcome, the recent market crash has exposed two significant 

weaknesses within our economy.   

 

Weakness 1 - we simply have too much debt in our system.  After twenty years of abnormally low 

interest rates and 10 years of aggressive global central bank manipulation, we see severely indebted 

firms, countries and certain investors reliant on low rates to predicate their economic activities.  

Strong balance sheets can endure significant stresses, weak ones cannot. We have too many weak 

ones.   

 

Countries and firms recovered from the 08/09 debt crises by borrowing even more.   Global debt 

levels hit a record high of 322% of GDP in the 3Q or 2019, up substantially since the 2012. See 

Figure 1 below. Increases were seen all key segments – global corporate and developed and emerging 

markets sovereigns.  

 
Figure 1 

 
Source: Institute of International Finance, Bank of International Settlements, International Monetary Fund sourced from the Global 

Debt Monitor, January 13, 2020 
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Chinese corporate debt was a significant contributor to the rise in global debt levels. See Figure 2 

below.  Chinese private debt levels are now close to U.S. and advanced economy levels. With an 

economic sudden stop at hand, global GDP expected to drop by 6% to 10% (quarter on quarter) and 

governments everywhere having enacted large fiscal relief measures – debt figures will grow 

dramatically worse.  

 
Figure 2 

 
Source: International Monetary Fund, per  IMFBlog https://blogs.imf.org/2019/12/17/new-data-on-world-debt-a-dive-into-country-

numbers/ 

 

For investors, we caution against reaching for yield in such an environment. With spreads rising 

and 10 Year Treasuries rates near 0.05%, the backdrop remains very risky.  With the Fed 

backstopping these markets, the underlying distortions will only grow.  Ultimately, the market needs 

to clear at much lower prices, meaning more bankruptcies. We see this process very messy.  

 

Weakness 2 - debt focused ETFs have clearly shown themselves shown to be unreliable during 

periods of extreme market stress.  Several of the ETFs deviated from their underlying net asset value 

and others displayed unusually high correlations with equity prices. This is not supposed to happen.   

 
Figure 3 – 26 Week Rolling Correlation between Municipal Bonds (MUB) and Equities (SPY) 

 
Source: AK Global Investment Management, LLC, Factset 

https://blogs.imf.org/2019/12/17/new-data-on-world-debt-a-dive-into-country-numbers/
https://blogs.imf.org/2019/12/17/new-data-on-world-debt-a-dive-into-country-numbers/
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Correlations between both municipal bonds and stocks (as measured by the MUB vs SPY) and 

investment grade bonds and stocks, (as measured by LQD vs SPY), endured their highest 

correlations ever.  See Figure 3 above and Figure 4 below.  During periods of high financial stress in 

the system, there simply is not enough liquidity to support all the derivative products that the 

marketplace has created. With each recession, this overload grows worse and it simply moves from 

one market segment to another.   Mass securitization in 2008 to potentially credit ETFs in 2020.   

 

 

 
Figure 4 – 26 Week Rolling Correlation between Investment Grade Bonds (LQD) and Equities (SPY) 

 
Source: AK Global Investment Management, LLC, Factset 

 

 

 

Portfolio Design: 

We strongly caution advisors and clients to take second look at these products.  While the Fed has 

backstopped markets, including credit ETFs because they had to, these funds have shown themselves 

to be among the weaker hands in the marketplace.   

 

Going forward, investors need to focus on true sources of diversification.  Investors should focus on 

fixed income securities not credit ETFs and, most importantly, strategies that provide legitimate risk 

offset, risk budgeting or direct hedging of underlying exposures.  Many client portfolios that we 

review are lacking these components.  

 


