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February 3rd, 2020  

       

Some rambling thoughts… 

The capital markets are a very complex, 

dynamic, and adaptive organism where the 

majority of investors have come to hold the 

view that the last price reflects all relevant 

information up to this point.  It’s the new 

incremental piece of information that updates 

the next price from the former price, as market 

practitioners incorporate its potential impact 

on growth, sentiment, margins, inflation, 

competition, etc.…With this line of thinking 

in mind, let me attempt to walk you through a 

simple thought exercise of how I viewed the 

global economic setup prior to the coronavirus 
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outbreak in China and the possible short / 

long-term impacts that the capital markets are 

wrestling with at the moment.   

 

I’d encourage you to seek out other sources in 

the virology, pathology, and other pertinent 

medical fields to get a more comprehensive 

and in-depth account of the virus itself, as my 

focus is more on potential market and 

economic impacts.  Last week, the WHO 

finally classified the coronavirus as a global 

health emergency with the latest case count 

eclipsing 17,000 (mostly in China) and the 

number of deaths increasing to more than 360.  

The outbreak has reached a level that has put 

the entire globe on watch and China has put in 

place a coordinated effort to contain the 

spread of the disease.  Given these coordinated 

actions, I think the base case scenario should 

be to expect that this won’t morph into a 

pandemic, but it’s really a matter of waiting 
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and watching given the elevated number of 

unknown variables in this situation.  We do 

know that the human impact is already well 

beyond the SARS virus back in 2003, and the 

actions taken in China (with approximately 50 

million people under quarantine) illustrate just 

how serious they are taking the situation.  For 

perspective, this would be akin to the U.S. 

shuttering the states of California and North 

Carolina or Texas and Florida, just to provide 

the equivalent population scale we’re talking 

about in China.   

 

This many people being shut off from normal 

day to day functions is going to have an 

impact on global consumption, and the longer 

it goes on then the bigger the drag on growth 

this will be.  At last tally the consumer 

accounts for roughly a 16% share of GDP in 

China, and the calendar timing couldn’t be 

worse on this front given this is occurring in 
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tandem with the Chinese New Year 

celebration.  This is the time of year when the 

Chinese travel intensively both domestically 

and abroad, and with this travel comes 

increased consumption wherever they are 

visiting – and this consumption is now lost.  

We also have to recognize that China’s share 

of global GDP is now 19% versus less than 

10% back when the SARS crisis occurred.  

Back then, SARS negatively impacted China’s 

GDP by 2 percentage points (at an annual 

rate), so with the consumer being a bigger 

chunk of their economy today, it’s reasonable 

to conclude that the growth impact is going to 

be even larger today.   

 

Add to this the global multiplier effects – air 

flights into and out of the highly impacted 

areas in China are being canceled by the day, 

many parts of the production supply chain for 

a host of goods have been shut down, and it’s 
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estimated that oil demand in China has 

dropped by roughly 3 million barrels per day 

(20% of total consumption) – all told, we’re 

talking about a potential $500 billion hit to 

global output.   

 

Keep in mind that prior to the outbreak of the 

coronavirus, China’s economic growth had 

already decelerated to its slowest pace in over 

two decades, India’s economy is growing at 

its slowest rate in over a decade, the Eurozone 

as a whole is stagnant and just barely escaped 

slipping into a recession in 2019, the United 

Kingdom (riddled with Brexit exhaustion) is 

flirting with contraction, and aside from a 

steep decline in imports and elevated 

government spending the Q4 GDP in the U.S. 

would have virtually no growth at all.  So in 

my eyes, global economic growth is at stall 

speed with investors tripping over themselves 
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to own U.S. assets on the premise that it is the 

cleanest dirty shirt in the laundry pile. 

 

Over the past 24 hours, we got January PMI 

data out from regions around the globe with 

the main take away being a moderate 

improvement from depressed readings we 

were seeing in the closing months of 2019.  

The Global Manufacturing PMI came in at 

50.4 in January, which was up from 50.1 in 

December and the highest reading since April 

2019.  Take the Euro Area manufacturing PMI 

as an example of what I would interpret as a 

‘less bad’ data point:  It improved to 47.9 

from 46.3 in December (recall that this is a 

diffusion index which means that any reading 

below 50 denotes contraction and above 50 

implies expansionary activity).  So, yes this 

was a rate of change improvement, and 

perhaps indicates that the worst is in the 

rearview mirror for the European 
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manufacturing economy – however this is still 

at contractionary levels, and not mildly in 

contraction territory either, as one would 

interpret a reading of 49 or 49.5.   

 

Keep in mind that this is the lay of the land 

prior to the onset of the coronavirus outbreak, 

which could trim U.S. GDP by as much as 

0.5% in both Q1 and Q2.  In an article 

published this morning, the WSJ cited the 

economists over at Goldman Sachs taking a 

pencil and eraser to their GDP estimates for 

the next two quarters.  Also at play in the U.S. 

economic backdrop is the fallout from the 737 

MAX fiasco at Boeing and the dampening 

impact that this is going to have on growth 

numbers over the next two quarters for what is 

the U.S.’s second largest manufacturer.   

 

The bond market has been well out in front of 

equity markets in pricing in this weakening 
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growth trajectory with the yield on the 10-year 

Treasury bond down more than 40 basis points 

(0.4%) from it nearby peak and various parts 

of the front-end of the yield curve slipping 

back into inversion territory (the 2s/5s is as 

flat as a pancake) and the Fed Funds Futures 

market are now priced 60% of the way for a 

rate cut at the June FOMC meeting.  Such an 

outcome was only at a 15% probability as 

recently as two weeks ago.  The slide in yields 

has moved the tally of negative yielding 

global debt back above $13 trillion and real 

yields for both the 5- and 10-year U.S. 

Treasury bond are back into negative territory.  

Gold has a nearly perfect inverse relationship 

with real yields, and more and more investors 

are starting to catch on to the notion that the 

U.S. economy and perhaps even the U.S. 

financial system can’t sustain a positive real 

yield and growth above potential at the same 

time.  This is why the price of gold continues 
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its march higher, nearly eclipsing $1,600/oz 

on Friday and quite a ways above the 

$1,000/oz lows it fell to back in December 

2015.   

 

It’s no wonder that global central banks have 

been net buyers of gold since 2010 and 

estimates show that 2019 was the largest year 

of gold purchases by central banks in over five 

decades.  If low interest rates (perhaps even 

negative rates in some regions) and increased 

global QE are the policy tools global central 

banks continue to rely upon as conventional 

policy going forward, then I will remain of the 

view that this bull market in gold is still in the 

early innings.  Sure, the price movements will 

ebb and flow like any asset class, but all 

investors should have some exposure in their 

portfolios to take advantage of the 

diversification benefits of this particular asset 

that has a very low correlation to the equity 
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market.  Furthermore, one of the biggest 

drawbacks to gold throughout history has been 

the fact that it doesn’t pay an interest rate, so 

in that facet it is less valuable than high 

quality sovereign debt (like treasuries).  Well, 

if interest rates on sovereign debt continue to 

slide lower, then the allure of gold only 

continues to increase given that it doesn’t have 

any counterparty risk associated with it.   

 

The latest example of the central bank 

playbook was implemented by the PBoC in 

China as they injected liquidity of 150 billion 

yuan (over $21 billion) into the financial 

system to stem the carnage in their economy 

and stock market due to the fallout from the 

coronavirus, which sent the Chinese stock 

market down nearly -8% on its first day of 

trading after being shut down for the week of 

the Chinese New Year.  They won’t be alone 

if the negative impacts from this coronavirus 
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persist and threaten a fragile global growth 

setup that was already teetering coming into 

2019.  

 

One area of the capital markets that has gotten 

hammered due to lowered demand 

expectations is the cyclical commodity space, 

with copper prices down 12% from their 

January 14th high (today marked the 13th 

consecutive day of losses).  Oil just entered a 

bear market with prices having declined 21% 

from its nearby high and rumors are beginning 

to swirl that OPEC may hold an “emergency 

meeting” to announce an output cut.  Over the 

past month I’ve shared my constructively 

evolving view on the energy sector in the 

equity market, in large part on the view that I 

think the supply/demand mismatch will start 

to come into balance in the back half of this 

year, and from 2021 and beyond I see global 

supply being unable to keep up with global 
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demand, which continues to grow.  Not to 

mention the sentiment in the sector is just 

completely detested with Jim Cramer 

lamenting on bubblevision on Friday that the 

fossil fuel industry is ‘uninvestable’, Goldman 

Sachs capitulating today in cutting Exxon 

Mobil to a sell, and the ESG investing 

movement (Environmental, Social, and 

Governance) gaining some real traction in 

curbing capital flows.  I fully acknowledge 

that there is going to be some severe pain yet 

to be realized in this sector, but this will also 

be an example of creative destruction where 

the weak players go under and the stronger 

players that weather the storm will become 

even stronger in a smaller market going 

forward.   

 

Investing in such a backdrop will require some 

intestinal fortitude, perhaps many white-

knuckle days where you just have to grab hold 
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of your desk and stay the course, but those 

with a time horizon that extends beyond their 

nose can acquire some very strong companies 

at some historically discounted valuations.  

One simple example, which is nothing more 

than anecdotal analysis, but an investor today 

could sell one share of McDonald’s stock 

(trading today at a forward P/E multiple of 

25x) and with the proceeds pick up two shares 

of Chevron stock (trading at a forward P/E 

multiple of 15.5x) while netting themselves an 

additional $5.16 in dividends per year.  The 

energy sector is full of companies that offer 

the ability to invest in the “clean” energy 

revolution, be it natural gas or nuclear, and 

unlike the other notorious ‘pariah’ sector of 

tobacco, global demand for oil and energy 

continues to rise, year in and year out (outside 

of short-term demand disruptions like the 

coronavirus).   
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As for the stock market as a whole, the Dow 

and the S&P 500 are roughly about 3% off the 

record highs they reached back on January 

17th.  Emerging markets are off about 7% from 

their highs, transports -6.5%, and small caps 

are a little over 5% off their highs.  I must 

admit that I got a chuckle over hearing some 

of the dialogue in the business media on 

Friday fully expecting and already anticipating 

the Fed to step in to arrest the slide in the 

stock market.  Granted, Friday was a pretty 

ugly day with the Dow down nearly 700 

points at its low, but really? We’re less than 

5% off of record highs for the Dow and S&P 

500 and investors are already looking for the 

life raft from the Fed.  I don’t fault the 

investment community as much as I fault 

global central banks for creating this 

monstrosity of an investment backdrop.  Look, 

I remain of the view that 2019 was a gift for 

investors and a 1 in 100 event, where we 
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could go through four quarters of earnings 

stagnation and economic growth persistently 

decelerates yet stock prices jolted higher on 

the back of a nearly 4 point expansion in the 

P/E multiple.  But the only reason stocks did 

what they did (in my opinion) was because the 

Fed stepped on the monetary accelerator and 

from mid-September through the end of 

December 2019 they injected nearly $400 

billion of liquidity into the financial system.  

Already in 2020 we are seeing a subtle sign of 

the inverse with The Fed’s balance sheet 

having only expanded by roughly $20 billion 

in January (well off the pace of the prior 3 ½ 

months) – add in a dash of a possible global 

pandemic and stocks actually registered a 

negative return for the month of January.  I 

don’t want to stretch this last point too far, as 

no doubt the coronavirus is the main variable 

driving the latest weakness in risk assets, but 

pay attention over the next several months to 
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the Fed’s balance sheet as they wind down 

some of these short-term liquidity injections 

and see how risk assets handle less of a 

liquidity ‘fix’.   

 

One thing I want to emphasize in closing up 

this week’s missive is that history is littered 

with instances where the short-term risks from 

an illness derail the previously existing mental 

state and fear takes over.  All it takes is news 

that the virus is being contained or that a 

vaccine to cure the disease has been found, 

and then the markets take over and those areas 

that have been hardest hit – airlines, energy, 

travel, casinos, tourism, Emerging Markets 

(Asia-Pacific in this example because it is the 

origin of the outbreak in this instance) – will 

rebound the most.  This says nothing about the 

timing or how such a resolution comes to be, 

but it is a reminder to not get too pessimistic 

about this isolated instance because history 
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shows a snapback awaits once a realistic 

resolution is found.  Yes, this could end up 

being a black swan that starts a domino effect 

that leads to many other negative dominos 

tumbling down, but that shouldn’t be anyone’s 

base case at the moment.  Such a development 

will evolve and show itself in time and there 

are plenty of vulnerable elements to the 

current investment backdrop to set off such a 

cascading effect, but the most prudent course 

of action would be to adapt and react to such 

an outcome.  One variable you will want to 

keep your eye on in the ensuing days / weeks 

as a way to gauge just how anxious and fearful 

investors are becoming is the VIX index.  So 

far it has jumped from historically low and 

depressed levels around 11.50 to just under 19 

(the historical average is in the high teens).  

When you see this fear reading move up into 

the high 20’s or low 30’s, then you know a lot 

of fear is taking shape and that may be a spot 
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you want to start nibbling on some 

investments that you’ve held back on making 

until more favorable entry points presented 

themselves. 
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