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April 6th, 2020  
 

Waiting on the next shoe to drop… 

Investors are starting out the week in an optimistic mood on the back of some constructive signs that the 

outbreak of Covid-19 cases are plateauing in several regional hotspots around the world.  New York is 

reporting a stabilization in their case count, a day to day decline in the number of deaths, and a leveling off 

of hospitalization rates.  Fatalities in Italy were the fewest in more than two weeks, Spain’s death tally is 

down three days in a row, Germany’s new case count is at the lowest level in six days, and France reported 

the fewest cases in more than two weeks.  Equity markets welcomed the news and when the futures opened 

on Sunday, for the first time in a month they did so on the positive side.  As a result, the S&P 500 is flirting 

with a key technical level at 2,640 and should it be able to sustain a breakout above this level, then it opens 

the door for a push to 2,700 – 2,750.  As unlikely as it may seem, given the economic and fundamental 

backdrop (more on this below), if the S&P 500 gets above 2,780 then the technicals suggest this relief rally 

could continue to 3,000.  Wouldn’t that be a relief, and a gift for investors who are carrying more risk than 

they’re comfortable with to be able to sell into.   

 

As comforting and welcomed as it is to see that we may be reaching the apex point on the growth rate of the 

pandemic, it doesn’t change the reality of the damage that has been done and the healing process that awaits 

the global economy going forward.  Furthermore, the timeline for a solution (vaccine) that allows the world 

to get back to some semblance of normal activity remains some twelve months away (at the earliest) from 

being able to be rolled out to the masses.  In the meantime, we have a massive level of global output that has 

been shut down from operating with very little clarity on when the widespread quarantine measures can be 

moderated, let alone removed completely.  I cannot emphasize enough the importance and implications of 

this point: this self-imposed shutdown of economic activity is occurring at a point in time where the total 

level of debt in the world today relative to economic output is more than twice as high as it was in 2007.   

 

Corporations, individuals, banks, small businesses, more or less any entity outside of governments who have 

access to a monetary printing press…all need revenues to be able to make payments to service outstanding 

debt liabilities.  Within this fiat credit based financial system in which we operate today, someone’s liability 

is another person’s asset, so mass defaults and/or restructurings as a solution to this situation ultimately just 

lowers the overall standard of living for everyone.  This is why policy makers across both the fiscal and 

monetary authorities have moved so aggressively in an attempt to backstop the crater that has opened up in 

the economy.  Take the recently passed $2 trillion fiscal stimulus package, for example – it’s safe to say that 

all this does is replace the $2 trillion of economic activity that will be lost over the first two quarters of 2020 

in terms of GDP.  To make sure you’re on the same page as me, let’s do the math together: Q1 GDP is 

expected to fall at an annualized rate of 9% and Q2 estimates are penciling in a 30% annualized decline (let’s 

assume the quarterly run rate of U.S. GDP is $5 trillion)… 
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• Estimated 9% decline in Q1 GDP ($5tr. x 0.09) = $450 billion 

• Estimated 30% decline in Q2 GDP ($5tr. x 0.30) = $1.5 trillion 

 

Beyond the steep decline in economic activity in Q2, economists are estimating GDP growth starts to recover 

in Q3 (my guess is it’s more in the shape of a hockey stick, and not a V-shaped recovery) and if we’re lucky, 

Q4 is recorded in the history books as the start of the next expansion following what will be the swiftest and 

deepest recession since the Great Depression.  But as you see from the numbers above, perhaps the stimulus 

package should be renamed as a partial “income replacement” or “stop-gap” package, since that is all that it 

appears to do.  Moreover, considering that some of the cash being doled out to recipients will be saved and 

not spent, it’s likely that not all of this ‘stimulus’ actually finds its way into the system which will extend out 

the duration of the economic recovery. 

 

As for the Fed’s actions, while aggressive and swift, they too are not yet taking on the character of being 

stimulative, but rather merely offsetting large disruptions in the financial system.  Yes, monetary policy 

transmission works with long and variable lags, so the liquidity injections and cutting of interest rates will 

eventually work their way into the system and become stimulative to activity 6 to 18 months down the road, 

but today they are merely acting as firemen, attempting to control the intensity and spread of a massive 

financial forest fire.  In just six weeks, the Federal Reserve balance sheet has surged by over $1.4 trillion.  

For context, the most it ever grew during the GFC over a similar six-week span was $940 billion through the 

end of October 2008.  Yeah, I get it…the economy, debt levels, and the severity of this economic decline are 

all bigger and/or more swift today than was the case back then, but the recession was also 10 months old in 

October 2008 versus just getting started today.        

 

What’s also interesting is that despite all of the policy initiatives to date (25 new Federal Reserve policies as 

of my last count, including today’s loan program to support the Paycheck Protection Program under the 

CARES ACT), the reality is that less than 25% of the tightening in financial conditions from the mid-

February to mid-March peak has been unwound.  High yield spreads, while off their highs, are still at 

concerning levels of 900 basis points over Treasuries.  This spread was just 350 basis points less than two 

months ago.  Then there are the areas that the Federal Reserve has become directly involved with, like the 

municipal bond market where spreads are still north of 150 basis points wider than they were at the start of 

the crisis, and investment grade spreads are 200 basis points wider today (even if they are down from their 

recent 11-year peak levels).    

 

As easy as it may be to simply believe, and as much as any of us would like to buy into the notion that the 

cavalry of fiscal and monetary stimulus has charged in to rescue the capital markets and economy from 

experiencing anymore pain than it already has, it’s just unrealistic to think this situation gets resolved inside 

of two months.  That is the reality of where we are, as nearly seven weeks ago the S&P 500 was at an all-

time high of just under 3,400, economic growth was slowing but still growing, the unemployment rate was at 

5-decade lows, and corporate profits were at all-time highs. Then out of the blue, a black swan event hits and 

it turns out that it couldn’t have been more perfectly scripted to inflict the most acute level of stress to an 

unsuspecting, already over-indebted system.  As nice as it is to see some positive developments on the 

growth rate in the case count around the world, and that the worst case estimates for over 200,000 deaths 

here in the U.S. may be too high, this remains a pandemic and the risk is that it will be with us for some time.  

Sure, we could see further progress on these fronts throughout the Summer with rising temperatures and 

warmer weather, but unless the medical industry finds a vaccine then we have to be conscious of a second 

wave coming back in the fall months.  This means that some form of social distancing is with us for the 

foreseeable future, and why it remains difficult to get too excited about a sustained V-shaped recovery 

following the plunge we’re experiencing in Q2.    
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Believe me, I’m not trying to seek out or pass along a somber message in the face of what is the first signs of 

constructive developments out of this situation in weeks, but we are seeing a renewed surge of cases in areas 

around the world (Singapore, Korea, Taiwan, and now Japan) that were early and aggressive on confronting 

this virus.  And while we’ve all learned to cautiously filter anything coming out of China, there have been 

signs of secondary outbreaks in various regions of that country as well.  These signals, at a minimum, should 

serve as a reminder that this tragedy isn’t going away in a month or two (outside of a vaccine being found) 

despite the excitement being displayed by investors today with the 6% rally in the equity market.      

 

It’s a good thing that we’re seeing some positive developments on the Covid-19 front, because the economic 

data we’ve been getting is flat out horrendous and proffers very little solace for the way I’m looking at the 

negative implications for cash flows going forward.  Take last week’s jobs report for example, where we 

learned that the U.S. economy shed 701k jobs in March.  Yes, this was much worse than consensus 

expectations of a loss of 100k jobs, but don’t be fooled by even this -701k print as this likely is only the thin 

side of the wedge of what’s to come.  Based on the jump of nearly 10 million in initial jobless claims over 

the past two weeks, we could very well see job losses totaling 10 million when we get the April jobs report.  

Back to the March report, the household survey showed a more accurate assessment (in my opinion) of what 

is actually playing out in the labor market as it showed job losses totaling 3.8 million on a comparable basis.  

The unemployment rate increased to 4.4% from 3.5%, but this moderate rise is just a placeholder at this point 

with what many are estimating as a rise to north of 10% next month, and perhaps eventually peaking out 

somewhere in the high teens at some point in 2020.   

 

Such a rise in the unemployment rate to somewhere in the mid-teens would be completely unprecedented in 

the post-WWII era.  For context, the highest recorded unemployment rate since the early 1950’s was 10.8% 

in November/December of 1982.  You have to go back to the Great Depression in the 1930’s to find a time 

where we experienced such a level of pain in the labor market, and there is nothing comforting about any 

economic comparison to that era.   

 

Look, I could go through a plethora of other macro-economic data points from around the world like 

consumer confidence numbers, manufacturing and non-manufacturing PMI’S, global trade data, retail 

sales…but the message from all of them is the same – they are bad and are going to get worse before they get 

better.  This is not me trying to be cute, lazy, or dissuade you from thinking that the economic data has lost 

relevance – it hasn’t from a big picture and long-term investment standpoint, but it does take a backseat 

today to policy tools, technicals, sentiment, and the narrative around the pandemic.  These latter variables are 

in the driver’s seat of the capital market bus at the moment, and at some point in the future that will change 

when a different driver takes the helm, but not yet in my opinion. 

 

For the here and now, all investors and market practitioners are seeking the answer to the same question – 

where does the stock market go from here, and what about other capital market prices? The short answer is 

that none of us know, but we all have an opinion, and so I’ll share my opinion and how I’m thinking about 

investing going forward.   

 

First and foremost, you have to pay attention to the bond market and what interest rates are suggesting.  

Interest rates have been front-running all other asset price movements going back to Q3 2018 when they 

peaked out for this cycle.  Sure, they didn’t predict a pandemic as being the pin that popped this bubble, but 

the cause is less relevant than having had the awareness that massive imbalances have been built up in the 

system over the past decade, and all that was lacking was a catalyst to kick-start the unwind.  Interest rates 

will continue to be nailed to the floor, both as a result of the policies that will be implemented to make sure 

of it and also because it is what is necessary to grease the rails for an eventual recovery.  The fact that the 

real yield on the 10-year T-note is -40 basis points at the moment says all one needs to know about the view 

from the bond market about the recovery coming in a V-shaped form – it doesn’t appear to think it will 
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happen.  We remain in a deeply deflationary vortex at the moment that will at some point in the future give 

way to perhaps a more inflationary era, but not yet and not until we get beyond the massive supply and 

demand shocks that are underway. 

 

It is this deflationary environment at present that has kept gold prices somewhat at bay, even though they 

rose back above $1,700/oz today.  Given the current backdrop, where central banks around the globe are 

printing money like crazy and fiscal sobriety was been completely abandoned, one would surmise that gold 

would be going through the roof.  To be fair, gold being up 10% on the year while the S&P 500 is down 18% 

is nothing to sneeze at, but I suspect and still believe that the big move higher for gold remains in front of 

investors who have the patience to await the fiscal and monetary reset that is coming.   

 

As for the stock market, yes, I do see it as more enticing today than I have over the past couple of years.  

This is in part because it’s part of the way in pricing in an economic recession, part of the way in pricing in 

lower corporate profits and profit margins, and part of the way in getting back to some semblance of a 

reasonable historical multiple.  There is nothing better from an investment standpoint than getting the 

ugliness of a recession behind you, where it cleanses the system and gets rid of many of the excesses that get 

built up in a bull market cycle, all of which provides an investor with a steady investment tailwind through 

the early and middle stages of the next expansion.  However, I think we are still some ways off from a true 

shedding of these excesses being fully priced in with the S&P 500 trading between a 15–16x twelve-month 

forward P/E multiple.  This is hardly a generational value opportunity as some commentators on 

bubblevision are suggesting.  Heck, it’s hard to even get a handle on how far earnings could fall before this is 

all over, and then from there we have to assess what an appropriate multiple is given that the largest 

purchaser of stocks this cycle, corporate buybacks, are likely to be frowned upon going forward. As a 

refresher, in 2019, S&P 500 companies bought back $729 billion of their own shares and this followed over 

$800 billion in buybacks in 2018.   

 

This is where the tax cuts went, and the past decade shows just how unimaginative corporate managers were 

throughout this cycle with share buybacks totaling $5.29 trillion from 2009 to 2019 – double what they were 

during the previous decade.  That is why there hasn’t been any capital deepening this cycle, as the C-suite 

made it their priority to manage the company for EPS and for the stock price, while actually expanding the 

company and its portfolio of profit generating projects played second fiddle.  This is going to change in the 

years ahead now that the taxpayer is going to be on the hook for some of the funds that these depleted 

businesses are going to receive from the recently passed stimulus package.  Already we have seen over 40 

companies announce suspensions of their stock buyback program, and this group represents 25% of last 

year’s total.  

 

So, yes, I am finding it difficult to get a grip on where a fundamental low in the stock market might be at this 

particular moment.  S&P 500 earnings ended 2019 around $160/share, and a deep recession like we’re in 

today could take that number down 30 – 50%, which suggests S&P 500 earnings could fall to under 

$100/share before all is said and done.  What multiple do you want to put on that level of earnings?  Previous 

recessionary bear market lows saw the multiple come down to less than 10x earnings, or you could use 14-

15x as the historical average.  Either way, it gives you an S&P 500 level much lower than the 2,663 that it 

closed at today. 

 

What you should really take away from this is that it’s a whole lot of guess work at the moment.  That may 

be as uncomfortable to read as it is for me to type, but it’s 100% honesty.  No one knows for certain, but we 

are all able and capable of making informed and grounded estimates.  I remain in the camp that this bear 

market decline is still progressing and that we are in a retracement rally that could take us above 2,700 in the 

S&P 500 before stalling out, and ultimately I fall in the camp that we go back down to the lows we got to at 

roughly 2,200 in the S&P 500 on March 23rd.  Additionally, I’m of the view that as battered as many equity 
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investors are at the moment, sentiment hasn’t been crushed enough for THE LOW to be in place.  If that 

were the case then I highly doubt we’d be seeing response like the one below from the NY Fed where 

expectations that ‘stock prices will be higher in 1 year than they are today’ are at cycle highs. 

 

 

I suggest investors continue to move forward with their strategy, but do so with caution.  Undoubtedly, from 

an investment standpoint, one should be a little less bearish today than they may have been two months ago, 

but proclaiming that the coast is clear and it’s full steam ahead is a bit too aggressive for my taste at the 

moment.  Investors should be looking for opportunities in the wreckage that has washed up on shore, but 

more importantly they should be sharpening their analysis of opportunities that they missed or passed up in 

the last large sell-off.  I think we’ll all get another bite at the apple, and if we don’t, so be it, hopefully 

everyone took some action and put some money to work during the carnage of what could possibly be the 

low for this bear market correction (once again, I doubt it, but you never know).  For those thinking a retest 

or even lower lows await us over the next couple months, perhaps you should take this latest rally as an 

opportunity to right size and trim some exposures that are bigger than you’re comfortable with while 

building up some cash to redeploy down the road. 

 

I’ll leave you with the responses provided by extremely successful and experienced investor, Felix W. 

Zulauf, to two different questions in a great interview that I think everyone should read (link to "We Have 

Created the Biggest Excesses in Generations").  This is a guy that has 50 years of investing wisdom and 

anytime I get a chance to glean some of his thoughts in real-time, I make it a point to pay attention.   

 

So, would you buy the growth stocks again – the Googles, Amazons and Apples of this world – that 

were the leaders of the previous bull market? 

Yes, certainly with a view over the next six months. Then we'll have to judge what comes next. From 

this perspective, we are not at the end of a real bear market today, because that would only be the 

case if the leaders of the old bull market had been discredited and thrown out of the portfolios. We 

https://themarket.ch/interview/felix-zulauf-we-have-created-the-biggest-excesses-in-generations-ld.1841
https://themarket.ch/interview/felix-zulauf-we-have-created-the-biggest-excesses-in-generations-ld.1841
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are not that far today. We have just had the longest economic expansion in the history of the United 

States, and we have had a stock market boom of more than ten years. A cycle like this does not end 

with a mere month-long correction. A real bear market is only over when no one is interested in 

stocks anymore. You must feel sick when you think of equities. That's when you know that the right 

time to buy stocks for the long term has arrived. 

 

Do you think the current crisis will change the way investors behave? 

I hope so. We should actually know that life is a risk. As a society, as a company and as an investor, 

you have to be prepared for crises and setbacks. It is clear that our healthcare system was not 

prepared for such a crisis. And only now do we realize that 70% of the basic elements for the 

pharmaceutical industry come from China. This is insane. I am a supporter of free trade, but today's 

crisis shows the fragility of our wide-ranging supply chains. What also concerns me is the short-term 

thinking of managers who have inflated their companies with debt to finance share buybacks. It is 

simply negligent. These managers should be fired. There is a lack of personal responsibility 

everywhere, not just among managers. Our entire society has forgotten how to take responsibility. 

We have forgotten that life consists of setbacks and that you have to have safety margins for difficult 

times. We live in a spoiled society where people think they are entitled to a wonderful life. Well, this 

right does not exist in reality. And the constant cry for help to central banks and governments 

whenever it rains will gradually cost us freedom and prosperity. 

 

Felix W. Zulauf 
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