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The mechanism driving the market rally grinds
to a halt as the coronavirus spreads worldwide
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ASSET CLASSES
Money market

Equities have fallen more sharply
than interest rates have in recent
days: valuations are deflating
as a result, and this bout of consolidation is creating opportunities.
In relative terms, bonds are
expensive overall.

Jean-Marie MERCADAL
Deputy Chief Executive Officer,
Chief Investment Officier

The “lower interest rates/
higher asset prices” mechanism
has temporarily (?) ground to
a halt. The markets enjoyed
a surprisingly strong start to
the year but are now being hit
by concerns about a serious
economic slowdown due to the
coronavirus epidemic.
The world is politically more
complex and “harsh” but it also
finally seems to accept the need
for a costly energy transition...
so will the central banks once
again come to the rescue?
Probably…
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BONDS
Yields are low and spreads are
narrow as a whole. Investors will
continue to seek out high-yield
bonds based on their relative yield,
but they need to invest cautiously
and selectively. Emerging bonds
have performed very well in the past
15 months so a phase of
consolidation seems due, but they
are still attractive in relative terms.
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EQUITIES
United States

We do not expect the markets to
specifically factor in geographical
considerations at a time when
macroeconomic concerns are so
widespread. We remain cautious
but can see that the first technical
support levels are approaching fast.
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SECTOR / STYLE EQUITIES
The underlying momentum still
favours growth stocks, although we
may see the occasional catch-up by
sectors considered to be more of
the “value” variety; but we have no
strong convictions. Stock selection
should still focus predominantly
on individual stocks.
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CURRENCIES
The dollar is relatively firm but has
no real strong upward impetus,
which is consistent with our
somewhat neutral stance.

USD
Yen

The figures cited deal with past years.
Past performances are not a reliable indicator of future performances.
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In this respect, investors are suddenly starting to panic
because the virus is no longer a purely Chinese affair.
The “globalisation” of the virus has triggered an almost
worldwide wave of stockmarket consolidation. Markets
are falling all the more steeply as they had generally been
rather complacent previously and seemed vulnerable to
even the slightest bad news: sentiment indicators were too
bullish, valuations too high… In short, they were priced for
an idealistic scenario, as we pointed out in our last report.
A grain of sand has brought this nicely overheating mechanism sputtering to a halt!

possibility that the situation will destabilise China and its
political regime, a scenario that may not be fully priced in
and that may have certain repercussions. China appears
to have been hit the hardest by events in recent months:
the juxtaposition of the trade war and the health crisis
shows that it can be risky to depend too heavily on production
that has been largely relocated overseas. China has become
the world’s factory over the past 15 years, but companies are
probably now rethinking their supply chains and we might
see a trend towards “deglobalisation” at China’s expense.
Moreover, from a political perspective, the more authoritarian regime enforced by President Jinping Xi has come under
pressure. It felt the pressure in Hong Kong and was rejected to
some extent during Taiwan’s presidential elections; it is now
once again feeling the heat with this health crisis, having
been suspected of initially underestimating and then
concealing its scale. It would appear that the country’s health
system is far from optimal. We might begin to see signs of
tension in China’s administration: its extreme concentration
of power might come under criticism and some may argue
for more liberalisation. The consequences are hard to
predict at this stage, but they are building up some form
of risk premium on the markets. For the time being, the
country has taken economic stimulus measures by lowering
interest rates and also introducing some fiscal stimulus.
To be continued...

The question now is how this epidemic is going to affect
the global economy.
From this perspective, it comes at a bad time. The world’s
economy was enjoying a recovery, a moderate one but solid
and globally synchronised nonetheless, after having slowed
down dangerously over the course of 2019. According to the
big statistics institutes, we could have reasonably expected
to see global economic growth reach around 3.4%, including
about 2.0% in the USA, slightly more than 1.0% in the
eurozone and around 6.0% in China. Will the epidemic
fundamentally jeopardise these assumptions? Probably,
at least partially, although forecasts are too arbitrary at
this stage. Most experts on the matter draw an analogy
with similar epidemics that have arisen in the past, such as
SARS in 2003. The consensus is that global economic growth
will take a 0.5% hit in the first quarter due to China alone,
but we can easily expect an impact of around 1.0% as the
virus is spreading to other countries and because of international interaction. This rough patch would be followed by
a catch-up, at least a partial one, in subsequent months.
Judging by what the health specialists are saying, the idea
is that this type of virus dies off when the winter season
ends and the weather warms up. So there is no real threat
to the general scenario in which the global economy will
gradually recover, even though some sectors (tourism,
luxury, etc.) will naturally find it more difficult to make up
for the ground they have lost. We have no particular opinion
on the likelihood of this virus developing into a larger-scale
pandemic with more serious consequences, but we would
say this is a possible scenario.
However, as far as the markets are concerned, there is a

The other big issue so far this year is a growing awareness
of the need for a greener economy.
In a sign that times are changing, the climate emergency
was the main topic of debate at the World Economic Forum
in Davos. This awareness appears to have arisen out of
nowhere but seems sincere and is driven by a growing
body of scientific research as well as headlines about
unprecedented weather events. Research shows that climate
impacts will be considerable and affect many aspects of
economic and corporate life. Even the central banks now
appear to be taking the issue on board: the ECB says it will
consider climate issues when conducting its policy, although
it has not yet specified how.
Efforts to factor ESG criteria into the world of finance
have stepped up in recent months and are now essential:
the more ESG-controversial sectors and companies will find
themselves missing out on capital flows and posing a growing
risk to investors. We believe it is important at this stage
to provide some clarification on the matter because the
abundance of ESG reporting these days can make things
confusing. Very briefly, the ESG market breaks down into
four key approaches: exclusion, integration of ESG criteria,
theme-based investment (climate, social, etc.) and impact
investing. The first two approaches are the most basic foundations of what is referred to as sustainable or responsible
investment. Lots of labels are being established to make
things clearer for investors, but there is still no real harmonisation in Europe as there are around 10 such labels to date.
But let us return to more financial considerations. It is obvious
that it will prove costly for economies to undergo the
necessary transition and it will require a huge amount of
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The global spread of the virus will clearly
take a toll on economic activity worldwide,
at least in the first half.
Two main themes stand out at the start of 2020, both very
different in nature but both likely to culminate in accommodative monetary policies and additional debt: first of
all, there is a growing awareness of the need to transition to
a greener economy that consumes less carbon and, more
recently, headlines have been focusing on the coronavirus
epidemic and its impact on the global economy.
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investment, both public and private, at a time when there is
little financial headroom to exploit.
After more than 10 years of growth, public debt levels are
practically at a high except in some European countries
including Germany. Corporate debt has also soared as companies have taken advantage of favourable financial conditions.
The USA provides a good example of this, even though
the issue is probably being buried during the presidential
election campaign. The country is enjoying its longest
growth cycle since the Second World War, but the budget deficit is close to 5% of GDP while federal debt is
approaching 100% of GDP. In normal circumstances, debts
and deficits reach such levels during a recession when
governments need to spend to shore up economic activity.
Moreover, Donald Trump’s re-election programme includes
another round of tax cuts and an infrastructure investment
plan. And his favourite Democrat rival, Bernie Sanders, has an
equally spendthrift programme: Medicare would cost about
$30,000 billion over the next 10 years, adding to the debt pile
and barely offset by projected income from the new planned
taxes on income and wealth estimated at $4,300 billion during
this same period.
More generally, and to remain on the topic of debt, the
markets have been caught in a spiral that is pushing asset
valuations ever higher: with debt levels so high and such
a pressing need to adapt economies to lower carbon consumption, it seems clear that central banks have their hands
tied. They cannot adopt monetary policies that are too restrictive as this could take a heavy toll on national budgets and
trigger a wave of payment defaults. Meanwhile, asset prices
are rising and further widening the wealth gap between those
citizens that own assets and the rest of the population. This
fuels populist movements, which are sometimes violent, and
encourages deglobalisation and a more individualistic world
view… So governments cannot adopt excessively restrictive
policies if they want to sustain economic activity and government services, and in some cases to redistribute wealth to
keep the social peace. And this brings us back to the initial
issue of debt.
I N T E R E S T

R A T E S

The central banks have little choice
but to remain accommodative.
The question is how?
Over in the USA, the Federal Research still has some leeway
when it comes to interest rates. The Fed Funds rate currently lies in the 1.50%/1.75% range following three 25-base point
cuts in 2019. As the risk of an economic slowdown increases,
the markets now expect two 25-base point cuts this year. So
interest rate expectations are adjusting very rapidly, which
shows that the markets are still counting on the central banks
to intervene in a crisis. Jerome Powell has not made any statements recently but has always described himself as “data
dependant”, which means that he will take action if the US
economy is affected.

Over in the eurozone, Christine Lagarde has not issued any
statements recently either. But she has managed to change
the market mentality; markets now understand that the ECB
is keen to emerge from its negative interest rate policy eventually. So as things stand today, the markets do not expect any
further cuts to the main interest rate which still lies at -0.50%
and will very probably remain there, along with Quantitative
Easing(1). In these circumstances, bond yields may possibly
stay very low. Bond yields in the USA could breach their lows
of early 2016 and summer 2019 (around 1.35%) and “settle” in
the region of 1.00%, the projected Fed Funds rate, creating a
completely flat yield curve. Similarly, in the eurozone we think
the German 10Y Bund yield is protected on the downside by
the key interest rate of -0.50%, unless the economic outlook
clearly deteriorates. More generally, and assuming the health
crisis eases off in the spring (which is our central scenario), the
yield on US 10Y T-Notes should return to their cruising speed
of between 1.50% and 2.00% (US inflation is showing signs of
rising slightly) while the Bund yield could approach the 0.00%
mark within the next 6/9 months.
In the credit markets, there seems to be little room for
Investment Grade spreads to narrow as this asset class
already offers very low absolute yields of around 0.3% in
the eurozone. Moreover, the market is drawing in more
opportunistic issuers with weaker fundamentals than before,
although the market overall is still being supported by the
ECB’s bond-buying programme. Similarly, spreads in the
High Yield segment are narrower than their long-term
average. Carry strategies nevertheless remain interesting in
relative terms, especially for buy-and-hold investors(2), and
the market volatility that we are still likely to see in the
coming weeks could create more attractive levels from which
to build up such positions.
Emerging bonds have enjoyed a very good start to the year
with performances in the region of 3.0%, following on from a
solid 2019. We think they will probably take a break, and here
again a period of volatility would create attractive points of
entry as this asset class still appeals thanks to its relative yield.
Gold scenario confirmed. The price of gold has gained
close to 9.0% this year, underpinning the positive scenario
we have described in recent months. Central banks are providing support as they are currently wary about currencies
and are thus diversifying their currency reserves. Gold is also
benefiting from increasing risk aversion and offering investors
a safe haven, at a time when the opportunity cost has diminished because interest rates are now even lower. The price
of gold has recently picked up considerably and investors
would do well to build up their positions if it moves back
towards the USD1,625 zone, on the expectation that it will
return to historical highs of USD1,900 on an 18-month horizon.
E Q U I T I E S

Opportunities will emerge
from an inevitable consolidation.
As we have pointed out on several occasions in recent weeks,
the equity markets seem to offer little upside potential as

Quantitative Easing: massive purchases of debt securities by a central bank • (2) Short redemptions: redemptions of short positions
The figures cited deal with past years. Past performances are not a reliable indicator of future performances.
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earnings growth will be weak this year,
especially amid the current economic
slowdown. The most likely scenario, in
our view, is that overall earnings will
stabilise in the USA and Europe alike.
And, for now, we cannot really expect
an equity market rally as the whole
range of metrics are already high
(PER(3), price/asset value and revenue),
particularly in the USA: the S&P 500
index’s PER based on the 2019 earnings that have already been released
(and that will probably be matched
in 2020 as a whole) stands at around
19.5 versus 15.5 for the Eurostoxx. Note
also that these statistics conceal huge
differences: growth stocks offering a
high level of visibility on their earnings
or belonging to fast-developing sectors like technology are steeply overvalued, which makes sense in a world
where economic growth is moderate
and interest rates very low. Conversely,
some sectors seem steeply undervalued (automotive, banks, oil, etc.) but
for good reason as they face enormous
structural changes that will require
vast amounts of capital to adapt. We
might see an occasional catch-up by
such stocks or by value stocks more
generally if the economic slowdown
theme fades and/or interest rates rise
a little. But the underlying momentum
is clearly in favour of growth stocks.
The small caps segment also seems
interesting because it is generally
cheaper, in the USA and Europe alike.
Overall, it would make sense to take
up fresh positions on equities during
the current bout of volatility. Our view
is that the markets are correcting slightly excessive valuations. It will be more
comfortable for investors to move back
in when the markets approach the first

(3)

technical support levels we have identified, i.e. the 3,050/3,020 zone for the
S&P 500 index and the 5,500/5,400
zone for the CAC 40 index. Investors
should also bear in mind that equities are currently yield assets, with the
Eurostoxx index delivering dividends
of about 3.5% and proving rather
reliable over time. One option at a time
when bond yields are virtually nil is
to buy and hold equities in order to
receive dividends, and this strategy
also provides downside protection.

Our central scenario
In short, this health crisis comes
at a time when the markets were
already vulnerable to even the
slightest bad news.
We know about investor psychology
and how investors can act on their
emotions. Let us try to remain rational: our core scenario is based
on the fact that the epidemic will
fade away within a few months
when spring arrives.
The economic repercussions will
by no means be negligible, but
the central banks will be poised to
intervene as they no longer have
a choice; and ultimately equities
are still the most attractive of all
the main asset classes, along with
gold and certain segments of the
bond market. This consolidation
will create opportunities.
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PER: Price to Earnings Ratio. A stock market analysis indicator: market capitalisation divided by net income.
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