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During the COVID-19 crisis we will provide regular updates such as this one in between our quarterly webinars which 
discuss themes affecting global markets. Other COVID-19 updates are available on our website, www.eipny.com.
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Global Pandemic: Cases Still Rising Exponentially Outside China

The outlook of investors has changed dramatically 
since the beginning of the year and will likely 
continue to shift as we enter Q2. The key develop-
ment over the last month is that, while few new 
infections have been diagnosed in China, the 
number of new cases in Europe, the U.S. and many 
other countries is accelerating. The associated 
shocks have resulted in severe market dislocations, 
with the main purpose of this deck being to explain 
the three requirements for markets to stabilize and 
begin to recover.

Outside of China, South Korea is one of the few 
countries to experience a declining trend in new 
cases. Unfortunately, the number of confirmed cases 
in Europe and the U.S. are still increasing exponen-
tially. One reason why the numbers in the U.S. are 
rising so quickly is that testing is finally ramping up. 
By the end of the month we should be able to 
perform a million tests per day.

http://www.eipny.com
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Hubei imposed a fifty-day lockdown period to 
suppress the virus. One result was the most severe 
economic contraction experienced in China since 
Mao. The good news is that economic activity is 
climbing back to normal, albeit very slowly. The 
gradual rate is deliberate and meant to minimize the 
chance of a second wave of cases, which would be a 
disturbing and worrisome development.

Many commentators worry that the number of new 
cases will continue to skyrocket indefinitely. 
However, in the real world there is no such thing as 
an exponential curve, even though it might look like 
it for two to six weeks. The evidence from Hubei and 
South Korea suggests the U.S. could reach its 
inflection point in four to six weeks. This will also 
depend on the success of the government-mandated 
social distancing measures being implemented.
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An Inflection Point in the U.S.: Could be Four to Six Weeks Away

China’s Macro Experience with a Fifty-Day Lockdown: Are We Next?
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Rate of Change and S-shaped Curves: Exponential vs. Logistic Growth
Another way to look at the outbreak is to chart the 
number of new cases over the last three days. On 
that metric, Hubei and South Korea are clearly past 
the peak, with their inflection points being reached 
about six weeks after their outbreaks started. One 
worrisome development is that Japan appears to be 
experiencing a second wave of cases, questioning 
their ability to suppress the spread of the virus.
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This schematic illustrates how money flows through 
the real economy, with a red “X” used to show 
disruptions caused by the shocks associated with 
social distancing. This demonstrates that during the 
current crisis the key objective of economic policy 
needs to be supporting vulnerable and exposed 
households and businesses. Unfortunately, policy-
makers don’t have a tried and tested playbook for 
this type of scenario, suggesting a very rocky road 
likely lies ahead.

The Fed was the focus of policymaking in 2008. This 
made sense as the GFC was primarily a crisis of the 
financial sector, that then spread into the real 
economy. The situation today is the reverse as the 
ongoing supply and demand shocks are hitting the 
real economy directly, and then spreading into the 
financial sector. This means fiscal policy, possibly 
financed by Fed QE, needs to play the leading role.

While the U.S. data may not turn down as sharply 
and deeply as China’s, a recession seems inevitable 
and we should witness a breathtaking spike in 
layoffs, likely beginning this Thursday. At the 
beginning of the year initial unemployment claims 
and the unemployment rate were at their lowest 
levels since Nixon was President. Unfortunately, they 
are both likely to soon retest their highs of the Global 
Financial Crisis.
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U.S.: Govt-mandated Social Distancing - Expect a Breathtaking Spike 
         in Layoffs

Economic Map: The Disruption Resulting from Social Distancing

Monetary Policy at the Lower Bound: The New Normal 2.0
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Sharply higher volatility has been associated with a 
spike in HY spreads, a collapse in liquidity and a 
seizing up of funding markets. This represents a clear 
and present danger for American businesses, 
especially small- and medium-size enterprises, as 
well as larger firms without an investment grade 
rating. Alleviating these disruptions and dislocations 
needs to be a key focus of policymakers.
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HY Spreads: Volatility Threatens Liquidity & Funding Markets

Debt Refinancing Issues Loom Large

Adding the financial sector to the schematic helps 
demonstrate the key role played by the financial sector 
and credit markets in today’s complex and interlinked 
economy. As also happened during the GFC, credit 
markets are seizing up and market volatility has 
spiked. This has brought into play a number of 
negative feedback loops that the Fed is frantically, and 
so far with mixed success, trying to suppress.
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Economic Map: Adding in the Financial Sector

To some extent this is a problem of the Fed’s own 
making. Since 2008 it has helped keep interest rates 
extraordinarily low and done much to suppress 
market volatility. This has encouraged corporates to 
raise leverage to record high levels, as seen in the 
explosive growth of both investment grade and high 
yield markets. The latter is particularly problematic, 
as the Fed has few tools available to manage 
disruptions and dislocations in the high yield market.
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Over the last fifty years it has, on average, taken over 
nine months for the SPX to drop by 30%. The speed 
and severity of this bear market is most similar to 
1987 (which was more technical or structural in 
nature and did not involve a recession) and 2008 
(after Lehman’s collapse). While valuations may 
appear superficially attractive, we believe we are not 
yet at the point where markets can stabilize and 
begin to recover.

Among our economic scenarios, a snapback is the 
most optimistic. However, it requires three condi-
tions: that the outbreak is quickly suppressed, that 
policy responses are timely and effective, and that 
credit markets rapidly normalize. While possible, this 
is a tall order and requires an awful lot of things to 
go right. We are especially concerned about all the 
hidden leverage (“you find out who’s been swimming 
naked when the tide goes out”) and the law of 
unintended consequences. The path out of a crisis is 
rarely smooth and uneventful.
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U.S. Equity Markets: 2020 vs. Previous Bear Markets

Even Before COVID-19, It Was a Challenging Environment

Broadly defined financial conditions are now as 
stressed as they were during the GFC. The Fed has 
implemented a wide range of policies to improve 
liquidity and market depth. However, this is 
especially difficult to do in markets associated with 
credit risk, as the Fed faces a number of statutory 
limitations, several of them imposed by Congress 
after the GFC. Among other things, this means the 
Fed will have to work more closely with the Treasury 
than it did in 2008.

Liquidity and Market Depth are Poor: Negative Feedback Loops
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Conclusions and Investment Outlook

The information contained herein is distributed for informational purposes only and should not be considered investment advice or a recommendation of any particular se-
curity, strategy or investment product. Information contained herein has been obtained from sources believed to be reliable, but not guaranteed. The information contained 
herein is accurate as of the date submitted, but is subject to change. Any performance information referenced represents past performance and is not indicative of future 
returns. Any projections, targets, or estimates in this presentation are forward looking statements and are based on Epoch’s research, analysis, and assumptions made by 
Epoch. There can be no assurances that such projections, targets, or estimates will occur and the actual results may be materially different. Other events which were not 
taken into account in formulating such projections, targets, or estimates may occur and may significantly affect the returns or performance of any accounts and/or funds 
managed by Epoch. To the extent this document contains information about specific companies or securities including whether they are profitable or not, they are being 
provided as a means of illustrating our investment thesis. Past references to specific companies or securities are not a complete list of securities selected for clients and not 
all securities selected for clients in the past year were profitable.

For more insights visit
www.eipny.com


