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Capital Markets

After ending January with a minor 3% pullback upon the
emergence of the coronavirus in China, the S&P 500
surged 5% to an all-time high of 3386 on February 19th,
responding to better than expected corporate earnings
and early signs of a global manufacturing recovery.

But news of the virus spreading outside of China’s
borders to Italy was a turning point. The index plunged
12.8% in only 6 trading days — the fastest correction (-10%
decline) from a peak on record. Oil, copper, and other
industrial commodities tumbled. Meanwhile, safe haven
assets, like treasury bonds and gold, rallied. U.S. 10Y
Treasury yields fell from 1.52% to 1.13% in February and
remarkably fell below 1% in early March. Core U.S. bonds
once again provided portfolios with valuable downside
protection and ballast during this abrupt risk-off pivot.

Markets are now focused on the impact of the cure,
clearly a fluid backdrop with plenty of unknowns. Unlike
most economic shocks, COVID-19 is simultaneously
affecting both supply (the flow of goods around the
globe) and demand (the consumption as people join
quarantines). As the virus becomes contained, likely more
quickly in advanced economies like the U.S., expect more
aggressive policy and stimulus measures globally to
curtail the economic impact. The unexpected oil price
war has jolted markets with new economic dislocations.

Historically, we've enjoyed strong rebounds from
exogenous economic shocks, but bottoming is a process.
V-shaped recoveries (i.e., Dec. 2018) are atypical. When
markets experience a Bang, a Whimper often follows.
During the 1998, 2011, and 2015/2016 corrections, the
bang averaged 89% of the total decline. It took 80 days
on average to reach news highs from the bottom. If the
U.S. can avoid a recession, the silver lining for investors
may be that the S&P 500 has been re-valued in record
time, dropping from a Fwd. P/E of 19.8x to 16.6x.

Chart of the Month

Chart 1: S&P 500 Forward Price-Earnings (P/E) Multiple

Equity

MTD YTD 1-Yr 3-Yr 5-Yr 10-Yr 15-Yr
Global Stocks -8.1 -9.1 3.9 7.0 5.5 8.1 6.1
U.S. Large Cap -8.2 -8.3 8.2 9.9 9.2 12.7 8.4
U.S. Large Value -9.7 -11.6 0.5 3.8 5.5 104 6.6
U.S. Large Growth -6.8 -4.7 15.1 15.7 12.4 14.8 10.3
U.S. Small Cap -8.4 -11.4 -4.9 3.5 5.1 104 7ol
Int'| Dev Stocks -9.0 -10.9 -0.6 3.9 2.0 4.8 3.9
Emerging Markets -5.3 -9.7 -1.9 4.9 2.7 3.2 6.1

Fixed Income
MTD YTD 1-¥r 3-Yr 5-Yr 10-Yr 15-Yr

U.S. Inv Grade Bonds 1.8 3.76 11.7 5.0 3.6 3.9 4.4
U.S. Short-Term Bonds 1.1 1.98 6.4 3.0 2.3 2.2 3.1
International Bonds 0.1 1.04 5.6 4.0 2.6 1.6 2.6
Other

MTD YTD 1-Yr 3-Yr 5-Yr 10-Yr 15-Yr
Commodities -5.0-12.03 -11.1 -5.2 -6.2 -56 -3.9

Quote of the Month

“It's not the things you don't know that get you in trouble,
it’s the things you know for sure that just ain't so.”
— Mark Twain

Insights by John Silvia, Director of Economics

Recession Risks

The coronavirus outbreak has certainly raised
the risk profile of our recession model since it
is built on fundamental indicators (which
include leading indicators such as the equity
market, capital goods, Fed orders, and

consumer confidence). At this point, we still estimate a less
than one in three chance of a U.S. recession in the next three
months. Portfolios weighted more toward Asian equities will
be harder hit in the short-term and over time to the extent
that supply chains are altered.

What will we Monitor?

To judge the limit of the extent of any economic/financial
damage, we look at policy actions and the solid state of
domestic business and household finance. We will watch for
an easing of monetary policy by several central banks (i.e., the
Fed's 50 bps emergency cut last week) and some fiscal policy
ease in the U.S. At the current time, household and
nonfinancial corporate balance sheets have been in good
shape (unlike 2006-2008). So, any damage to the economy
should be limited.

An Advantage for the U.S. Economy

For the U.S., the housing and consumer spending pace will
help offset any global negatives. The U.S. remains primarily a
domestic focused economy, unlike those of Asia or Europe.
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