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Coronavirus: no imminent end to uncertainty
13/03/2020

  

Summary
What’s unnerving for markets is that the full downside risk of the coronavirus is difficult to quantify. And it
comes when the world economy is facing a downturn, central banks have little policy ammunition left and
global leverage is again at record levels. While there are typically several conditions that signal when a
bear market in risk assets has come to an end, we don’t think all these conditions have been met. Investors
should, therefore, remain cautious as the economic effects of the coronavirus continue to spread.
Key takeaways

Investors will be looking for the best time to re-enter the market, but it is too early to say
that market capitulation is over
Quantifying the downside risk is difficult: we don’t know how far or how fast the virus will
spread nor how long it will take to contain it
While expansionary monetary and fiscal policy can mitigate an economic downturn, the
events of recent days have shown there are limits to what policy changes can do
Valuations have begun to normalise, but they are still mixed and are not yet at resounding
buy levels, leaving market volatility high
Cyclical data are not yet capturing the economic downward trend that began in midFebruary, so have not yet bottomed out – we expect resulting revisions in growth and
earnings forecasts to weigh on the price of risk assets

What’s happening to the markets?
With financial markets in turmoil amid the continuing coronavirus pandemic, the rout on 12 March was striking and historic in several respects. The fall in the US
S&P 500 of almost 10% was the fourth-deepest decline in the past 100 years, exceeded only by the crash in 1987, and by Black Monday and Tuesday in October
1929. The US market officially entered bear-market territory, only 16 sessions after notching up an all-time high on 19 February – a record-fast collapse into a
bear market.
Meanwhile, sovereign bond yields, including US Treasuries and German bunds, rose during the beginning of the week as investors slowed their bond purchases –
which is not typical behaviour during a stockmarket selloff. There are several possible reasons for this. Market liquidity has deteriorated markedly, not only in
spread markets but also in sovereign bonds. And, following the spike in market volatility in all asset classes, tight risk management triggered the sale of safe assets
and forced the US Federal Reserve to announce an emergency liquidity package of nearly USD 5 trillion.
With the exception of the slight uptick in bond yields, the selloff this week is a continuation of a multi-week trend in which all asset classes have been buffeted by
profit-taking, a shift towards “safe havens” and deleveraging:
US and global equities (MSCI World) have fallen by roughly 25% since 19 February. The MSCI Europe is down by almost a third, while the TOPIX and MSCI
Emerging Markets are off by roughly 20%.
At the same time, government-bond yields collapsed amid an overall flight to quality. US Treasury 10-year yields fell by more than 100 basis points to an

US and global equities (MSCI World) have fallen by roughly 25% since 19 February. The MSCI Europe is down by almost a third, while the TOPIX and MSCI
Emerging Markets are off by roughly 20%.
At the same time, government-bond yields collapsed amid an overall flight to quality. US Treasury 10-year yields fell by more than 100 basis points to an
intra-day all-time low of 0.31% earlier in the week before rising slightly.
Spreads in investment-grade, high-yield and emerging-market bonds widened markedly as investors moved away from riskier fixed-income securities.
The US dollar, normally a “safe haven” during times of market stress, temporarily weakened against major currencies by around 5%.
By comparison, gold moved down only marginally, having risen by almost a third in the previous 12 months.

What caused the market rout?
The new coronavirus and the recent oil price shock have increased fears of a global recession. The virus is causing a steep decline in aggregate demand and
causing major disruptions on the supply side. Moreover, the global economic cycle was already mature and showing signs of fatigue before the virus hit: weak
earnings growth has been a drag on capital expenditures, and private domestic demand has disappointed.
Most importantly, though, the virus is increasing the risk of a credit squeeze and a financial crisis, as the world economy is facing a downturn at a time when
global leverage is, again, at record levels.
Over the past decade, leverage has increased to around three times world GDP, which is basically the same level as before the financial crisis. Leverage has
increased substantially especially, but not exclusively, in the Chinese and US business sectors, in the government sector globally and in the emerging-market
financial sector. Since 2008, we have also seen a doubling of USD-denominated debt outside the US to around USD 12 trillion. Many of the economies that have
seen strong increases in private-sector leverage have also experienced a boom in real estate markets.
Importantly, non-bank financials – ETFs, mutual funds, hedge funds, pension funds, insurance companies, etc – are playing a much bigger role in the credit system,
as banks have lost market share due to tighter regulation following the financial crisis. We know little about non-banks’ actual risk exposure, their willingness (or
capacity) to act as buyers of last resort or their interconnectedness to one another. In addition, they have no direct access to central-bank funding and some of
them, especially hedge funds, are highly levered. This uncertainty is weighing on markets.
We therefore think that the bigger risk lies in the non-bank financial system rather than in the banking sector, as well as in the US dollar funding market. The
turmoil experienced by certain hedge funds and banks in the UK, India and beyond are a case in point. The poor performance of the banking sector resides on
their large credit and loan exposures to many of the most affected sectors – including energy, autos, airlines, hotels, trade and tourism.

What is the downside risk to the economy?
Estimating economic growth at this point is difficult for two reasons. First, we don’t know how fast and how far covid-19 will spread. Second, a credit event could
materially change the outlook. According to third-party estimates from the Brookings Institution and others, a pandemic with a 10% infection rate is expected to
shave off around 1.5%-2% of global GDP relative to a baseline growth expectation. If 20% of the population were to be infected, GDP growth could be more than
5% lower than in a baseline scenario. We are also seeing the virus move around the globe in waves – with China affected first, then Asia, then Italy and Iran, then
Europe, and now the US and UK. It will be very difficult to assess the economic, financial and trade interplay within these economies – not to mention how their
containment responses do or don’t work together.

Is there value to be found in financial markets?
Overall, equity valuations are still mixed. Based on our estimates, the US cyclically adjusted PE ratio (CAPE) is currently around 22 – compared to an average of
25 since 1987 (when Alan Greenspan became Fed Chair), an average of around 20 since 1971 (the beginning of the fiat money system), and 12 at the trough in
2009. That means despite the recent steep selloff, US equities still don’t look overly attractively priced.
European equities are currently trading at around 15-times cyclically adjusted earnings. The average since the 1980s has been 20, while the low in 2009 was 10.
Japan’s TOPIX is trading at a CAPE of 17, basically at the same low point as in 2012. The MSCI Asia ex Japan (our proxy for emerging markets) is at a CAPE of 13,
compared to a long-term average of 16 and a 2009 trough of 10. We believe that earnings expectations were unrealistically high before this volatility hit, so we
expect to see substantial downgrades in the future.
Sovereign bonds are extremely expensive on all our metrics. Spreads have widened substantially and are, depending on the market, near the levels we saw in
2015-2016. Even so, they are significantly lower than they were in 2008-2009.

Can fiscal and monetary policy rescue the global cycle and financial markets?
We welcome recent steps by central banks and governments to implement easing measures such as rate cuts and injections of liquidity. Expansionary monetary
and fiscal policy can mitigate the economic downturn. However, we have seen in recent days that there are clear limits to what monetary and fiscal policy can
achieve at this point:
Monetary-policy instruments are to a large extent exhausted; globally, interest rates are near zero and central-bank balance sheets are inflated.
Monetary policy has become much less effective given that private-sector savings rates are still near post-crisis highs and the banking sector is sitting on a
huge liquidity pile.
Liquidity injections from central banks can deal with liquidity issues, but are insufficient to deal with solvency problems.
The economy likely needs more fiscal stimulus than what can be achieved politically and implemented technically.
Both fiscal and monetary policy cannot address supply-side disruptions.
In our view, one of the key policy interventions during the financial crisis of 2007-09 was the recapitalisation of the financial sector, including via the Troubled
Asset Relief Program (TARP) in the US. Even then, it was almost half a year before the equity market bottomed out. A similar effort for the financial and, especially,
for the non-financial business sector would be welcome today.
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Asset Relief Program (TARP) in the US. Even then, it was almost half a year before the equity market bottomed out. A similar effort for the financial and, especially,
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Time to re-enter the markets?
There are typically several conditions that signal when a bear market in risk assets has come to an end.
First, valuations must be attractive. While valuations have normalised, they are not yet at resounding buy levels, as outlined above.
Second, monetary and fiscal policy must be accommodative. This is certainly the case now. We would regard eventual fiscal measures targeting the
recapitalisation of the private sector as a clear positive. The German government is already going in this direction.
Third, cyclical data need to bottom out and the outlook for earnings must improve. This has clearly not yet happened. Most cyclical data don’t yet capture the
downtrend in the economy which started in mid-February. Earnings estimates have barely been revised downwards either. With the spread of the virus only
just taking hold in many economies, we expect the ongoing downward trend in data and the downward revisions in growth and earnings estimates to weigh
on the prices of risk assets.
Finally, it is too early to say that we have seen the final market shake-out. We may watch the market move dramatically within a wide range until investors
have a clear view on how events will play out.
In summary, we remain cautious on risk assets at this moment. However, as active managers, we are always in search of ways to add value to our clients’
portfolios. In a period of indiscriminate selling such as this one, markets may well overshoot and drive down valuations of companies beyond what their businesses
actually merit. We would look to identify companies across markets and sectors that may be poised to benefit from the eventual recovery, and we will look to build
our positions in these names when conditions warrant.



DOWNLOAD PDF
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index of all companies listed on the First Section of the Tokyo Stock Exchange. The index is supplemented by the subindices of the 33 industry sectors.
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Summary
The US Federal Reserve cut rates to near zero over the weekend in a bid to ease pressure on the global
financial system. Yet stockmarkets are unlikely to be reassured. With the course of the coronavirus
outbreak uncertain and governments acting increasingly aggressively to contain or delay its spread, a
global recession looks all but certain. Investors should recognise that we are in bear-market territory and
adjust accordingly. US Treasuries and gold could do well, but investors may also want to add risk in
undervalued sectors such as energy.
Key takeaways

The financial markets are uncertain about the course of the virus and unlikely to find
reassurance as the global economy edges towards recession
China has met with some success at containing the coronavirus, and its economy seems
poised to recover — though demand for some goods will likely be muted as the virus
inflicts economic damage elsewhere
Central banks globally are pulling out all the stops to provide the liquidity their economies
desperately need, but many don’t have much ammunition left
"Safe" assets such as US Treasuries and gold could see more upside, while investors may
want to add risk in areas such as energy that have already priced in a likely recession
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Disclaimer



Investing involves risk. The value of an investment and the income from it will fluctuate and investors may not get back the principal invested. [*] Past performance is
not indicative of future performance. This is a marketing communication. It is for informational purposes only. This document does not constitute investment advice or
a recommendation to buy, sell or hold any security and shall not be deemed an offer to sell or a solicitation of an offer to buy any security.
The views and opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the time of publication.
Certain data used are derived from various sources believed to be reliable, but the accuracy or completeness of the data is not guaranteed and no liability is assumed
for any direct or consequential losses arising from their use. The duplication, publication, extraction or transmission of the contents, irrespective of the form, is not
permitted.
This material has not been reviewed by any regulatory authorities. In mainland China, it is used only as supporting material to the offshore investment products
offered by commercial banks under the Qualified Domestic Institutional Investors scheme pursuant to applicable rules and regulations. This document does not
constitute a public offer by virtue of Act Number 26.831 of the Argentine Republic and General Resolution No. 622/2013 of the NSC. This communication's sole purpose
is to inform and does not under any circumstance constitute promotion or publicity of Allianz Global Investors products and/or services in Colombia or to Colombian
residents pursuant to part 4 of Decree 2555 of 2010. This communication does not in any way aim to directly or indirectly initiate the purchase of a product or the
provision of a service offered by Allianz Global Investors. Via reception of his document, each resident in Colombia acknowledges and accepts to have contacted
Allianz Global Investors via their own initiative and that the communication under no circumstances does not arise from any promotional or marketing activities
carried out by Allianz Global Investors. Colombian residents accept that accessing any type of social network page of Allianz Global Investors is done under their own
responsibility and initiative and are aware that they may access specific information on the products and services of Allianz Global Investors. This communication is
strictly private and confidential and may not be reproduced. This communication does not constitute a public offer of securities in Colombia pursuant to the public
offer regulation set forth in Decree 2555 of 2010. This communication and the information provided herein should not be considered a solicitation or an offer by Allianz
Global Investors or its affiliates to provide any financial products in Brazil, Panama, Peru, and Uruguay. In Australia, this material is presented by Allianz Global
Investors Asia Pacific Limited (“AllianzGI AP”) and is intended for the use of investment consultants and other institutional/professional investors only, and is not
directed to the public or individual retail investors. AllianzGI AP is not licensed to provide financial services to retail clients in Australia. AllianzGI AP (Australian
Registered Body Number 160 464 200) is exempt from the requirement to hold an Australian Foreign Financial Service License under the Corporations Act 2001 (Cth)
pursuant to ASIC Class Order (CO 03/1103) with respect to the provision of financial services to wholesale clients only. AllianzGI AP is licensed and regulated by Hong
Kong Securities and Futures Commission under Hong Kong laws, which differ from Australian laws.
This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser registered with the
U.S. Securities and Exchange Commission; Allianz Global Investors Distributors LLC, distributor registered with FINRA, is affiliated with Allianz Global Investors U.S.
LLC; Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin); Allianz
Global Investors (Schweiz) AG; Allianz Global Investors Asia Pacific Ltd., licensed by the Hong Kong Securities and Futures Commission; Allianz Global Investors
Singapore Ltd., regulated by the Monetary Authority of Singapore [Company Registration No. 199907169Z]; Allianz Global Investors Japan Co., Ltd., registered in
Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 424,
Member of Japan Investment Advisers Association and Investment Trust Association, Japan]; and Allianz Global Investors Taiwan Ltd., licensed by Financial Supervisory
Commission in Taiwan.
[*Subject to change – depends on the content of the material which may mention certain investment instruments that involve particular risk]

Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 424,
Member of Japan Investment Advisers Association and Investment Trust Association, Japan]; and Allianz Global Investors Taiwan Ltd., licensed by Financial Supervisory
Commission in Taiwan.
[*Subject to change – depends on the content of the material which may mention certain investment instruments that involve particular risk]
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