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WEEKLY - MARCH 5, 2020 

Economic recoveries can develop like V, U or Ls 

The shape of the future economic recovery is the ultimate - crucial - issue to 

address. We can forget about the ¨V¨, as recent hard economic data - 

namely in Japan and Europe - invalidate this scenario. A ¨L¨ pattern i.e. a 

global recession is unlikely at this time, but its odds are on the rise (again). 

Most probably, a U-type of recovery will unfold. 

 

Demand destruction is confirmed 

The spreading sanitary crisis is starting to impact the global economy, more 

broadly than formerly thought. The recovery that was in its very early stage 

from early 2020 will at least be delayed for a couple of quarters to S2. Some 

Q1 demand will be definitely destroyed due to containments, closure of cities, 

hotels, restaurants, cancellations of flight connections, etc. This may get 

worse in next weeks, before it possibly gets better during Q2/3. In this 

respect, the situation of the US administration might represent a tipping 

point. The current benign posturing of Trump & Co, if and when reversed for 

a more cautious approach, would send a shockwave and trigger lots of 

downward revisions by supranational agencies like OECD, IMF, World Bank 

etc. We are not there yet... 

 

But, what about supply? 

Globalization in the last decades fueled the concentration of manufacturing 

processes in China. As a corollary, lots of multinationals have become 

dependent on the country. Some preliminary concerns on supply chains 

emerged because of trade tensions. They are now heightened by the sanitary 

crisis. Indeed, few days ago, Apple ignited the powder keg, when admitting 

that its supply chain is impaired and therefore that new iPhones releases in 

2020 should be delayed. The lockdown of Wuhan revealed not only the 

vulnerability of automobile and electronics supply chains, but also of basic 

pharmaceutical components (like paracetamol). Actually, a large share of the 

world’s supply of antibiotics depends on a handful of Chinese factories. Japan 

and Korea data have been dire lately. Both have important activities in 

sectors like automobiles and electronics which have been particularly hard-

hit, because of short delivery times and low inventory levels.  

 

China is, finally, taking major steps to contain the virus spread. Chinese 

leadership is under significant pressure to deliver. The Party has recently 

insisted that it is well on its way to conquering the virus, allowing to reopen 

“leading enterprises and key links with important influence” in global supply 

chains. Based on several research, if China’s shutdown stretches from one 

PERFORMANCES  2020 

EQUITIES  

MSCI World -4.9% 

S&P 500 -3.1% 

Stoxx 600 -8.5% 

Nikkeï -9.8% 

SPI -4.1% 

China +2.7% 

Emerging -6.9% 
 

 

BONDS  

CHF Corp +1.0% 

US Govt +5.9% 

US Corp +4.5% 

US HY 0.0% 

EUR Gvt +3.3% 

EUR Corp +0.9% 

EUR HY -1.2% 

  

CURRENCIES  

USD index +0.6% 

EURUSD -0.2% 

EURCHF -1.7% 

USDCHF -1.5% 

USDJPY -1.6% 

EM FX -5.0% 

  

COMMODITIES   

Gold +8.9% 

Silver -2.9% 

Brent -22.3% 

CRB index -11.4% 

A question of shape 
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month into two, the damage to overseas customers will 

be much more widespread. In this case, a wave of 

stagflation may unfold (i.e. lower growth plus rising - 

input cost - inflation)  

 

Central banks will be unable to cope with supply issues 

and only barely a help to spur demand. However, the 

PBoC still has more ammunition, when it comes to policy 

rates. It could also - in a last recourse move - re-

engineer a large credit stimulation like it did a couple of 

years ago. But, for now, this has remained out of its 

defined scope, as it would collide with the strategic 

objective of the Party to reduce both the corporate over-

leverage and the speculation in real estate. 

Avoiding a supply crisis spells resurrecting supply chains 

over next couple of weeks 

A serious supply chain crisis could derail the ongoing 

benign economic regime 

 

Investors’ confidence has taken a hard hit  

The signals of US long-term interest rates (below 1,2%), 

of oil around 50$ and falling copper spell growing fear, 

as well as the re-inversion of yield curves. In equity 

markets, the low quality / highly leveraged companies 

have taken a particular beating recently.  

 

Weaker companies under growing strain 

 

A global widening of credit spreads is underway. Very 

popular high-yield funds and ETFs may face major 

redemptions, if confidence further wanes. In a bad 

scenario, a liquidity mismatch between the daily liquidity 

investment products and the underlying illiquid securities 

might brutally resurface. 

 

Since the end of Q3 2019, high risk appetite and low 

volatility markets resulted from major liquidity injections of 

central banks. It nurtured lots of carry trades, with the Euro 

as a funding currency. Speculators, hedge funds and other 

CTAs / leveraged players financed at no cost positions into 

shiny US stocks (including technology and... Tesla) and 

other rising assets like... gold. This actually explains the - 

atypical - Tandem rise of gold with the USD. Other 

strategies, like selling volatility on equity markets to 

capture premium have also been in fashion lately.  

 

Over last years, these strategies were at the epicenter of 

two equity corrections nick-named ¨Vix-mageddon¨. We 

are possibly experiencing a kind of remake of this now... 

Investors’ distrust is broadening, due the concerning impact 

of the virus on economies 

With the revival of realized volatility, a brutal unwinding of 

carry trades is underway 

• Forget about a ¨V¨-like recovery. A ¨U¨ type is more 

likely  

• It will not favor a sharp recovery of risk appetite 

• The Corona virus will accentuate the decoupling of US 

and China economies 

• Though some markets are oversold, it is premature to 

increase risks in global portfolios 

 

Fixed income. Credit carnage 

In an extraordinary statement, the Fed unanimously 

decided to cut its Fed Funds rates by 50bps in a response 

to recent weeks’ corona market turbulence. 

 

The statement was released on the back of a G7-meeting 

in which the respective finance ministers and central bank 

governors participated. Not since the financial crisis has 

the Fed cut rates outside of a scheduled meeting.  

 

In his press conference, Chair Powell said that the reason 

for the rate cuts was that the economic outlook had 

materially changed and that the impact of the COVID-19 

would surely weigh on economic activity. US Treasury 

yields continued their declines. The US-10-year dipped 

below 1% for the first time in history. 
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New corporate bond issuances have halted, as compa-

nies opt for  waiting out the uncertainty, with just one 

high-yield issuer tapping the market last week. It is a 

stunning turnaround from the start of the year, when 

high yield issuers were on track for the busiest pace of 

issuance in a decade.  

 

Since then, the credit market has frozen. Investors have 

rushed for the exit; the largest US high yield ETF has 

posted its record weekly outflows of about $3.5 billion. 

 

COVID-19 risks have weighed more heavily on the high-

yield than on any other part of the bond market. The HY 

bond spread widened in 10 days from 340bps to 460bps. 

It was less than 390bps in average in 2019. The HY bond 

yield has soared from 5.1% to 6.0%. The current widening 

of the HY spread under-reacted compared to the lift-off 

of equity market volatility. The VIX has soared over the 

same period from 15 to 43. 

Source: Bloomberg 

 

Nevertheless, the HY spread does not always widen in 

response to a substantially higher VIX. It was the case in 

October-December 2018, February–April 2018, August–

November 2011, and May-June 2010. Twelve months 

following those four episodes of a very high VIX and 

lower than implied HY spread, the spread has gradually 

recovered. 

• High yield market is back to more reasonable 

valuation levels 

• Still too early to reinvest, outflows are not highlight-

ing a capitulation yet 

 

Fixed income. Once downgrade arc digested, 

fallen angels represent attractive opportunities 

Kraft Heinz is one of the largest US issuers downgraded 

into the high yield segment. The company has $30bn of 

debt. Its downgrade into the high yield territory was more 

due to company-specific reasons than systemic risk.  

 

The volume of US low-rated investment-grade corporate 

debt has significantly increased since 2007. BBB- rated 

bonds represented c. 15% or $590bn of the $4 trillion 

investment-grade bond universe in 2019. In comparison, in 

2007 it represented 13% or $170bn of the universe. The 

amount of low investment-grade US bonds outstanding 

increased by 245% over the past decade.  

 

Kraft Heinz's downgrade illustrates how limited cushion in 

credit metrics and the inability/unwillingness to preserve 

credit quality can increase the risks of downgrade. The 

downgrade reflected that its leverage is likely to remain 

above 4.0x for a prolonged period due to ongoing EBITDA 

challenges and limited debt reduction potential. This is due 

to its decision to maintain an annual dividend and 

uncertain timing around asset sales. 

 

Teva 5-year CDS spread 

Source: Bloomberg 

 

In the past, once the market has digested those large 

downgrades, bonds have recovered. Teva was another 

large downgrade in 2017, as it was facing significant 

operational stress when it needed to reduce debt from the 

acquisition of Actavis. General Motors and Ford were both 

downgraded to BB+ in 2005, both had more than $20bn of 

debt, excluding their financial services operations.  

 

Both companies have since then been upgraded back to 

investment grade. Telecom Italia is another interesting 

example. Even when Italy experienced challenging time, 

with large international defiance regarding its indebtedness 

sustainability, Telecom Italia spreads after a large widening 

in the wave of its downgrade have strongly recovered. 

• Kraft Heinz, like Fallen Angels in general, is attractive 

MARCH 5, 2020 
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Equities. No place to hide 

The Director General of WHO, without reducing the 

severity of the coronavirus, said all the same: 

 

“We need to continue to be rational. Irrationality doesn’t 

help. We need to deal with the facts. We need to go into 

the numbers, we need to go into the facts, and do the 

right thing instead of panicking. Panic and fear is the 

worst”. 

 

Last week, the panic was noticeable. All assets, even gold, 

had crashed. The stock markets experienced their 

biggest weekly fall since 2008. Since February 20th, or 6 

working days, the MSCI World has lost 12%. 

 

S&P 500. Previous corrections (which did not turn  

into a bear market) since the Second World War.  

The average is 13.7%. The S&P 500 has lost  

12.8% since Friday February 20th. 

Source: Goldman Sachs, CNBC 

 

Dow Jones. Out of the 15 largest weekly declines, 8 relate 

to the period of the Great Depression of the 1930s. 

Source: Bloomberg 

 

No sector resisted the correction. But in relative terms, a 

sector, that we overweight, Utilities, held up better. 

 

MSCI World. Sector performances  

since February 20th (start of correction). 

Source: Bloomberg 

 

A study by Goldman Sachs highlights the interest of 

producers of green electricity (wind, solar), in a fragmented 

and capital-intensive industry, and the possibilities of 

merger. The largest producers of green electricity in 

Europe are Iberdrola, ENEL and RWE. RWE is the world # 2 

in offshore wind power, behind the Danish Orsted. In the 

United States, Nextera is the largest producer of green 

electricity. The current correction will make it possible to 

return to interesting valuation levels. In the short-term, the 

defensive nature of the sector will be offset by a likely drop 

in demand for electricity from industry and commerce, but 

Utilities will continue to outperform the rest of the market. 

• Ecological transition, disinflation and steady low 

interest rates environment will allow Utilities to be long

-term winners 

• Overweight Utilities / Underweight Energy 
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Disclaimer  

This document is solely for your information and under no circumstances is it to be used or considered as an 
offer, or a solicitation of an offer, to buy or sell any investment or other specific product. All information and 
opinions contained herein has been compiled from sources believed to be reliable and in good faith, but no 
representation or warranty, express or implied, is made as to their accuracy or completeness. The analysis 
contained herein is based on numerous assumptions and different assumptions could result in materially 
different results. Past performance of an investment is no guarantee for its future performance. This document is 
provided solely for the information of professional investors who are expected to make their own investment 
decisions without undue reliance on its contents. This document may not be reproduced, distributed or 
published without prior authority of Pleion SA. 

www.pleion.ch 

MARCH 5, 2020 


