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Fear factor
Kelly Bogdanova – San Francisco

The coronavirus has induced hair-raising volatility, and the growth scare for the U.S. economy has markets
looking over their shoulders. But a recession is by no means a fait accompli. We look at how markets have
handled previous scares during this expansion cycle, and the economic clues we’re watching to gauge the
potential coronavirus impact.
With the coronavirus spreading further and more deaths
being recorded outside of China, equity market volatility has
persisted and sovereign yields, including Treasury yields,
have continued to cascade lower. The 10-year Treasury yield
dropped to 0.898 percent intraday on Mar. 5, a new all-time
low. The S&P 500 has moved up or down by more than three
percent in six of the past nine trading sessions.
Markets are having a difficult time gauging the potential knockon effects for economic growth as well as corporate sales and
profits given the uncertainty about when the transmission of
the disease will peak and the degree to which it will disrupt
day-to-day life.
The Federal Reserve’s surprise, emergency rate cut of 50 basis
points and a follow-on move by the Bank of Canada were met
warily by markets.
While we think they were reasonable moves to make,
especially since yields had fallen below central bank target
rates even before the cuts were announced, we recognize this
is primarily a public health crisis, not a financial crisis. No
amount of central bank liquidity will end the coronavirus. The
solutions will ultimately come from the medical community.
Governments’ ability (or inability) to contain the spread of the
virus, and the implementation of targeted fiscal spending, will
also play important roles.

A sign of stress and a flight to safety
U.S. Treasury yields move even lower (%)
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S&P 500 "growth scare" pullbacks post 2010
Peak-to-trough declines and performance after the troughs
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Coronavirus chills
Concerns about economic growth are nothing new for this
expansion cycle that began in 2009. They occurred in 2010, 2011,
2015–16, and the second half of 2018.

Following those growth scares, because a recession did not
materialize and the economic expansion persisted, the S&P
500 more than recouped the losses in six or 12 months after
reaching its trough levels, as the table shows.

It’s not yet clear if this will be just a garden variety “growth
scare” for the U.S. economy—where the markets fear recession
risks, but a recession ultimately is avoided. Or, whether the
coronavirus will actually tip the U.S. economy into an outright
recession, mild or otherwise.

If the U.S. economy avoids a recession in 2020, by year end, we
expect most stock markets will have advanced from today’s
levels, similar to what occurred in the prior growth scare
episodes.

We think there are more uncertainties and unknowns
associated with the coronavirus risks than were posed by the
risks associated with the U.S.-China trade disputes in 2018–19
and this cycle’s previous growth scares.

To gauge U.S. recession risks during this coronavirus outbreak,
we are monitoring consumer confidence along with our six
favorite recession indicators, with a particular emphasis on
unemployment claims and leading indicators of manufacturing
(new orders minus inventories). Thus far, only one of our six
favorite indicators is flashing red—the Treasury yield curve—
and it has been for many months. But in fairness, the brunt
of the coronavirus’ impact on the domestic economy has
probably not hit yet.

The risk of a U.S. recession has risen to 31 percent from 24
percent at the beginning of the year, according to the Federal
Reserve Bank of New York’s probability model, which is based
off of the Treasury market.
But a contraction in the economy is by no means a fait
accompli. This gauge is still below the 38 percent peak reached
in the summer of 2019 when trade tensions heated up between
the U.S. and China.

How markets get over growth scares
Most equity markets tend to struggle with U.S. economic
“growth scares” but then shake them off when they dissipate.
The peak-to-trough declines for the S&P 500 during the four
prior growth scares of this expansion cycle ranged from 14.2
percent to 19.8 percent. (By comparison, so far at its worst
point, the S&P has fallen 12.8 percent due to coronavirus
headwinds.)
The prior peak-to-trough declines took an average of 147
calendar days to play out, although their length varied greatly
by episode, with the shortest occurring for 70 days and the
longest lasting 266 days.
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Revealing clues

Additionally, we are monitoring corporate gauges such
as global supply chain developments, and guidance from
multinational companies about sales, earnings, and operations
disruptions.

We haven’t seen the last of volatility
Concerns around the coronavirus outbreak will probably go on
suppressing investor attitudes for some months to come. Even
assuming the outbreak peaks and begins receding by early
summer, clarity around the sales and earnings costs of this
health emergency will be a long time coming. We think there is
more equity market volatility in store—in both directions.
If a recession doesn’t materialize in the U.S. this year, most
stock markets should be able to meaningfully climb from
the current correction levels by the end of 2020, in our view.
However, the probabilities of a more adverse economic
outcome are higher than when the year began.
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10-year Treasury bond to a record low of 0.90%, implying
the market expects more cuts.

United States
Alan Robinson – Seattle
• Stock market volatility remained elevated during the week
as investors wrestled with news flow on the coronavirus.
Consumer confidence data is still relatively strong, though
it has not yet caught up with recent developments. But
consumer behavior appears to be changing, and the
performance of certain narrow stock groups in the U.S.
markets highlights the effects of coronavirus fears on
consumer-facing businesses. News reports of widespread
bulk purchases at big-box stores drove their shares higher,
and in-home entertainment shares have beaten the market
over recent weeks as consumers hunker down. On the other
hand, travel and restaurant stocks have performed poorly
as consumers seek to avoid large crowds.
• On March 4, executives from one of the travel companies,
United Airlines, said the company will reduce passengercarrying capacity by 20% on international routes, and
by 10%–12% on domestic routes. Management is ready for
these reductions to carry over into May.
• The Federal Reserve delivered a rare intra-meeting rate
cut on Mar. 3, two weeks ahead of its scheduled meeting.
The 50 basis point cut took the federal funds target rate to
1.00%–1.25%. The cut was seemingly intended to signal other
global central banks to cut rates while providing support
to beleaguered risk assets in the wake of recent volatility.
However, equity investors read the signal as an indication
that the coronavirus impact might be worse than they had
thought, and the Dow Jones Index lost 786 points by the end
of the trading day. Bond investors continued to pile into
government securities, sending the yield on the benchmark
Coronavirus is highly selective towards certain stock groups
Relative performance of niche stock groups
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• The Democratic Party primary field narrowed significantly
during the week after voters in 14 states selected their
preferred candidate to face President Trump in the
November election. “Super Tuesday” voters delivered
surprise wins to former Vice President Joe Biden, who pulled
ahead of Senator Bernie Sanders in the delegate count.
Biden’s outperformance prompted several candidates to
end their presidential bids and pledge their support to him,
including Mike Bloomberg and Amy Klobuchar. Investors
appeared heartened by Biden’s consolidation of the
moderate vote against the more progressive Sanders, and
stocks rallied strongly on the results.

Canada
Meika McKelvey & Richard Tan, CFA – Toronto
• The Bank of Canada (BoC) followed the Federal Reserve
this week with a 50 basis point (bps) cut to the policy rate,
now at 1.25%, while indicating there is potential for more
easing if required. In its statement, the BoC characterized
the COVID-19 virus as a “material negative shock” to its
outlook for both the global and domestic economies, while
adding that rail line blockades, strikes by Ontario teachers,
and winter storms in some regions are dampening Canadian
economic activity in the first quarter and causing concern.
• Government of Canada (GoC) yields fell across all tenors
immediately after the announcement, although we believe
the market reaction was driven by the increased expectation
of additional easing rather than the decision to cut by 50
bps itself, as this was more than 70% priced in ahead of the
announcement. GoC yields have been pushed even lower
in the short end, as the market now expects an additional 50
bps of easing this year. If this comes to pass, it will represent
100 bps of cumulative cuts this year.
• We believe it is important for fixed income investors
to recognize monetary policy expectations that are
priced in before making a purchase. For example, if one
expects the BoC to cut as much or more than the market is
currently pricing, one might be more comfortable buying
intermediate-term government bonds at these low levels.
We believe GICs that mature within the next two years offer
investors an attractive place to “hide out” where rates on
offer are commensurate with the lower liquidity profile
compared to government bonds and other alternatives.
• With respect to Canadian equities, the monetary stimulus
led to a healthy bounce across all 11 GICS sectors in the
S&P/TSX Composite Index. Should the BoC maintain
its accommodative trajectory, we expect further multiple
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expansion from Utilities, Real Estate, and Communication
Services, which tend to be more capital-intensive. That said,
we believe it remains a tough environment for Financials,
particularly the Canadian banks within an ultra-low rate
environment driven by additional declines in net interest
margins. As a result, we believe an Underweight position in
the Canadian banks remains the right call at this juncture.

Europe
Frédérique Carrier & Thomas McGarrity, CFA – London
• Both European and UK equities suffered during the week.
In both regions, banks were by far the worst-performing
sector. From their highs in the last six months, European and
UK banks are down more than 20%.
• That underperformance should not be surprising as weaker
economic growth caused by the coronavirus will likely
dampen loan growth as well as increase the number of
nonperforming loans, while expectations of higher interest
rates in the UK have all but evaporated. RBC Capital Markets
sees the investment banks and private banks as the most
exposed, and has reduced its earnings estimates for the
banking sector as a whole by a range of high single digits to
low teens.
• With several major central banks loosening monetary policy,
attention has turned to the Bank of England (BoE) and
European Central Bank (ECB). The BoE, with new Governor
Andrew Bailey starting his tenure on Mar. 16, has at least 50
basis points (bps) of leeway to decrease rates, in our view,
given the bank rate is currently 0.75%. RBC Capital Markets
expects the BoE to act before its next policy meeting on
Mar. 26 and cut rates by 25 bps. With the UK economy likely
to struggle to find traction in the first half of the year and the
prospect of a “no-trade-deal” Brexit set to upset growth in the
International stocks outperform the U.S. during correction
Price returns since S&P 500 high on 2/19/20
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second half, RBC Capital Markets expects a second rate cut
in the latter half of the year. However, this could be brought
forward should the economic situation worsen.
• RBC Capital Markets believes the ECB’s support will target
specific sectors that are potentially under stress, such as
small and medium-sized enterprises, as lowering interest
rates deeper into negative territory may not be so productive.
According to RBC Capital Markets, the most effective way to
combat widening credit and sovereign spreads would be to
increase asset purchases (quantitative easing), accompanied
by expanding the eligible basket of assets the ECB can
purchase to include senior bank paper.

Asia Pacific
Jasmine Duan – Hong Kong & Nicholas Gwee, CFA – Singapore
• Asian equities bounced back strongly this week. The
Federal Reserve’s emergency rate cut has raised market
expectations that other central banks will follow suit.
• China’s Shanghai Composite Index is up 6.5% for the week
through Mar. 5, leading Asian equity markets, and has fully
recovered to the level it was at before the coronavirus
outbreak. As of Mar. 4, 21 provinces in China have lowered
their emergency response levels due to the decline of new
cases. Many provinces are gradually shifting the focus
from containing the virus to resuming factory production.
According to an estimate from Bloomberg, as of the end of
February, China’s economy is running at 60%–70% of its
normal level. State-owned enterprises and large corporations
have been relatively faster in resuming operations, while
operating rates for small and medium-sized companies are
still low—32.8% as of Feb. 26, according to China’s Ministry of
Industry and Information Technology.
• China’s official Manufacturing Purchasing Managers’
Index (PMI) for February plunged to a record low of 35.7,
much lower than the consensus estimate of 45. The Nonmanufacturing PMI fell even more significantly, down
24.5 to a record low of 29.6. The data clearly shows how the
coronavirus has weighed on the economy. February may be
a bottom for China’s economy, in our view. With factories
resuming operations, we should see economic data pick
up in March. However, as the virus is spreading globally,
recovery could be slower on the demand side. China is
stepping up measures to prevent coronavirus cases being
imported back from other virus-hit nations.
• The Japanese government is still committed to host the
Tokyo 2020 Olympics, although the games could be delayed
to later in the year. If the event is cancelled, tourism, a major
contributor to Japan’s economy, could take a hit. Prime
Minister Shinzo Abe said the government is ready to deploy
further fiscal stimulus measures if needed.
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