SPECIAL UPDATE

February 28, 2020

COVID-19 Market Impact Update
Global markets have experienced significant volatility this week due to impact of the COVID-19
coronavirus outbreak. The following update provides background and context.
Between February 19 and February 27, the S&P 500 Index dropped 12% with declines greater
than 3% in three of the last four days. The decline in the S&P 500 over the last six trading days
is the quickest correction (defined as a decline from a peak of 10% or greater) in the S&P 500
on record. Meanwhile the yield for the 10-year Treasury note declined from 1.56% to an alltime low of 1.30% during the same timeframe, indicating a flight to safety across the market.
Prior to making any allocation changes, though, it’s important to place recent market volatility
in a broader perspective. On the positive side, while the virus’ spread is expected to continue
across the globe, China was able to provide the world an early heads-up. This means the World
Health Organization (WHO) is better prepared, the growth of new cases has slowed in China,
and early indications are that COVID-19 is not as deadly as previous major health outbreaks.
While it appears likely that global economic growth will be impacted in the short term, the
intermediate- to long-term outlook is more positive. In the meantime, there are bound to be
sudden increases in the number of people infected, including in the U.S. However, such
outbreaks eventually do get contained, so it’s important to keep a long-term investing approach
and avoid selling low during the outbreak and buying high after containment. A major
correction in U.S. equity markets was already probable during the longest bull market in
history, with or without a coronavirus outbreak.

The Virus was Already There
The sudden market declines earlier in the week were in part prompted by an increase in COVID19 cases in Italy, Iran, and South Korea. However, the virus has been active in both Europe
(including Italy) and South Korea since late January.1 The surprise was not so much the location
of the new cases, but the number of them, and the fear is that COVID-19 will be more difficult
to contain than expected. Developments in Iran are more recent, but this is an under-resourced
country hurt by economic sanctions and the WHO has indicated that it will provide medical and
testing supplies.
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Mind Your Valuations
The 4.4% drop in the S&P 500 Index on Thursday, February 27, was partly driven by corporate
earnings warnings. According to FactSet, the S&P 500 Index was trading at a forward 12-month
P/E ratio of 18.8 as of February 19, compared to a five-year average of 16.7 and a 20-year
average of 15.5.2 If we update the calculation with the S&P 500 Index value as of February 27,
we get a forward P/E ratio of 16.6, although that ratio could go up if expected earnings are
revised down. We note that expected earnings were already declining before the COVID-19
outbreak. Data from Morningstar Direct indicates that most global equity markets were
undervalued as of February 25. U.S. equities were considered fairly valued three months ago
and overvalued five years ago, according to Morningstar.

China and WHO Responded Quickly
The WHO, which was heavily criticized for its response to the Ebola outbreak in 2014, 3 has been
responding much more quickly to the COVID-19 outbreak. China has also been commended for
its fast response.4 The new virus strain was first reported to China’s Center for Disease Control
(“CDC”) on December 26, 2019; reported to the WHO on December 31, 2019; identified on
January 7, 2020; sequenced by January 12, 2020; with testing kits available by January 13, 2020.
That unprecedented speed allowed the rest of the world to prepare. However, China was
criticized for its heavy-handed approach, and it’s unlikely that other countries will implement
such extensive restrictions on movement.5 Over 95% of global confirmed cases have been
within mainland China and growth of new cases slowed significantly starting mid-February.6
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More Transmissible, but Not as Deadly
COVID-19 is not as deadly as previous outbreaks, like SARS (severe acute respiratory syndrome)
and MERS (Middle East respiratory syndrome), which were also types of coronavirus, but is
more transmissible. So far, COVID-19 has a mortality rate of 2.3%, compared to 9.6% for SARS
and 34.4% for MERS. While SARS and MERS spread primarily through hospitals, COVID-19
seems to spread through close contacts such as friends and family, although there is a new case
in the U.S. that may have been contracted from general exposure in the community (this was
another driver in Thursday’s decline in the S&P 500 Index). About 81% of cases have been
classified as mild. However, older patients are much more susceptible to infection, and have a
mortality rate of up to 49%.7

Muted Economic Impact?
Based on the expectation of a continued but managed spread of the virus, the IMF,8 IHS
Markit,9 and other commentators expect more than 5% annual GDP growth in China and a
rather muted impact globally. GDP growth in China is expected to rebound in the second half of
the year due to extensive fiscal and monetary measures implemented by the Chinese
government, according to IHS Markit, and due to manufacturing having pent-up demand (unlike
services, where the revenue is unlikely to be recovered). Companies with supply chains tied to
China are more likely to be impacted, but companies across all sectors have cited negative
impacts.10 We find the IMF’s and IHS Markit’s growth expectations to be on the optimistic side,
but we do believe that the long-term impact should be limited.
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The P-Word
While the spread of COVID-19 has slowed, we cannot predict the future. It is still possible that
the trends reverse or that the virus becomes a pandemic,11 in which case all current projections
would be nullified and volatility in equity markets would likely surge until containment
improves. With or without a coronavirus outbreak, though, there is always a risk of a major
market correction due to a variety of unpredictable reasons. It is therefore important to
maintain a long-term investing approach. While it’s reasonable to update risk tolerances in light
of recent developments, it’s important to avoid drastic reactions, like selling low during a
correction and buying high during a recovery. Note that we have already been in the longest
U.S. equity bull market in history and the S&P 500 Index was last at its current level (2979 as of
February 27, 2020) in October 2019. With valuations high even before the outbreak, as
explained earlier, the risk of a correction was already elevated.

Market Reactions to Prior Outbreaks
The table below outlines how the S&P 500 Index has reacted in the six months and year
following previous health outbreaks since the 1980s. It appears that factors other than the
outbreak drove market returns. Additionally, the outbreaks did not occur during an extended
bull market and therefore do not offer many lessons. The most useful insight is perhaps to
reiterate the importance of maintaining a long-term investment approach.
Epidemic

Month End

HIV/AIDS
Pneumonic plague
SARS
Avian flu
Dengue Fever
Swine flu
Cholera
MERS
Ebola
Measles/Rubeola
Zika
Measles/Rubeola

June 1981
September 1994
April 2003
June 2006
September 2006
April 2009
November 2010
May 2013
March 2014
December 2014
January 2016
June 2019

6-month change
in S&P 500
-0.3%
8.2%
14.59%
11.66%
6.36%
18.72%
13.95%
10.74%
5.34%
0.20%
12.03%
9.82%

12-month change
in S&P 500
-16.5%
26.3%
20.76%
18.36%
14.29%
35.96%
5.63%
17.96%
10.44%
-0.73%
17.45%
N/A
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