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Just when China avoided a recession, it may have to cause one to prevent a pandemic. 

Year end… everyone thought we’d run out of bricks for the wall of worry. 
Then we get World War III (see “After Soleimani, What If Peace Breaks 
Out All Over?” January 6, 2020), a presidential impeachment with never-
ending “bombshells” (see “2020 Outlook: After a Near-Miss Recession, It’s 
the Election” January 2, 2020) – and now a plague – and it’s still only 
January. The as yet unnamed “novel coronavirus” from Wuhan is yet 
another of China’s most important exports: potential pandemics such as 
SARS and the avian flu, and actual ones like the Hong Kong flu of 1968, 
and the mis-named Spanish flu of 1918. This one is coming at a bad time 
for China, and a bad time for oil markets – and maybe the US election. 

• The two most recent infectious disease outbreaks – SARS in 2003 
and Ebola in 2014 – turned out to be just scares, as those 
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epidemics failed to become global pandemics, despite a lot of 
overheated head lines. We’re seeing the same kind of panic-
mongering now – such as “Coronavirus Deaths Surge”!  

• In these matters even official statements can be misguided. In mid-
October 2014, senior World Health Organization officials said they 
expected tens of thousands of new Ebola cases per day, when in 
fact their own statistics showed cases had already topped out in the 
low hundreds a month earlier. We pointed this out one day before 
the climax of a panic in both equities and Treasuries (please see 
the charts on the prior page, and "Something You Probably Didn't 
Know about Ebola" October 14, 2014).  

• The SARS scare produced a smaller but similarly actionable panic 
(again, please see the charts on the first page). Our going-in 
proposition is that the Wuhan coronavirus will turn out the same 
way. But it must be said that much here is unknown – and 
unknowable, considering that any virus can mutate. 

• There’s little data to work with, but so far the Wuhan coronavirus is 
showing a greater daily new case rate than SARS in 2003. But it is 
less deadly, with a mortality rate looking now like about 2.5%, 
compared to SARS’s 9.5% (please see the chart below). 

• It is spreading far more rapidly than Ebola did in 2014, which is in 

part a function of the great populations of Chinese urban centers. 
Ebola’s mortality rate of about 40% was vastly greater – which is 
one reason why it didn’t spread more widely (patients died before 
they could infect others). In that sense, the Wuhan coronavirus’s 
low lethality makes it more likely to spread. 

• In extremis, a global pandemic is the ultimate “black swan.” By way 
of scale, recall that the 1918 influenza pandemic killed 5% of the 
world’s population. Such risk is so serious that governments, 
businesses and individuals are willing to undergo great sacrifices to 
prevent the worst-case – as China is doing now by sealing off 
Wuhan and closing tourist attractions nation-wide for the Chinese 
New Year. 

—   —      
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…a trade deal with the US. 
In the Ebola and SARS 
scares, equities and 
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demand growth, which had 
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trade war. Global oil 
markets were in a fragile 
glut anyway, and are highly 
levered, so they face their 
own possible tipping point. 
If oil prices fall further, 
inflation will fall, and the 
Fed will have to cut rates 
again.  An economic 
slowdown now could be a 
vicious cycle. It puts 
Trump’s re-election at risk, 
which further weakens the 
economy because of the 
prospect of corporate tax 
rates reverting to 35% 
under a Democratic 
president. 
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• So right now, for markets, the immediate issue is the slowdown of 
economic activity that will occur as a necessary sacrifice to ni p this 
thing in the bud. 

• This resurrects two inter-related risks that dogged the global 
economy all last year, and introduces a new third risk. 

• First and foremost, the US-China trade war was pushing China 
toward a brink at an unknown distance in the future – a very 
possibly highly disorderly first-ever recession (see, among many, 
“RMB Breaks 7: Is this ‘the Edge of Chaos’?” August 5, 2019). This 
threat was necessary to cause China to negotiate, and when it 
finally capitulated to a “Phase One” trade deal with the US, it 
significantly reduced this risk (see “Trump’s Beautiful Monster” 
January 16, 2020). 

• If more and more of the Chinese economy has to go on lockdown 
to deal with the Wuhan coronavirus, we can’t rule out reaching a 
tipping point of some kind that triggers a Chinese recession that we 
have thought could be avoided – and that would have global 
systemic implications, even if the virus itself has no serious impact 
outside of China. But there ought to be an inverse correlation 
between the intensity of the lockdown and the rapidity with which 
the infection can be halted. So any slowdown in economic activity 
will be all the more brief to the extent that it is all the more 
draconian. 

• Second, to the extent that the Wuhan coronavirus slows economic 
activity in China, it is a threat to global oil markets – which have 
been among the most intensely hit the last several days. Those 
markets were fragile already – we’ve been arguing for many 
months that they face a potential glut, driven both by rapidly 
increasing shale production in the US, and by stagnant global 
demand (see “The Oil Glut Even Drones Couldn’t Fix” September 
16, 2019). China is key, because it is the only large economy with 
growing petroleum demand – and that demand has been flattening 
out over the last almost two years of trade war (please see that 
chart below).  

• China’s consumption made new all-time highs in December, just as 
it became well understood that a trade deal was about to be signed 
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– a big relief to oil markets. But if China has to go on lockdown to 
deal with the Wuhan coronavirus, that’s going to put at least a 
temporary dent in this critical demand source. 

• If it’s temporary enough, then no harm, no foul. That said, in the 
case of both SARS in 2003 and Ebola in 2014, oil prices did not 
recover once the panic had passed and other markets had long 
ago moved on (again, please see the charts on the first page). 
We’re not sure why this would have been the case in 2003, but in 
2014 the global oil market came into the Ebola episode already in a 
fragile glut condition, in some ways similar to its condition today – 
so loss of this particular element of Chinese demand now might be 
more consequential than in other sectors – even if the coronavirus 
panic dies down fairly quickly. 

• Today’s oil markets are highly levered. In the US, the energy sector 
is the issuer of 17% of all non-investment grade bonds. The 
sector’s earnings are already off about 30% from Q4-2018. There 
could be a tipping point out there somewhere – as there was when 
oil prices fell in 2015 and 2016 (see “The Recession Caused by 
Low Oil Prices” January 8, 2016). 

• As oil prices fall, inflation and inflation expectations fall too – which 
drives real rates higher and tightens financial conditions. Could this 
be why the money market curve has doggedly insisted there will be 
a Fed rate cut this year, even as the Fed assures us there won’t 
(see “On the December FOMC” December 11, 2019). 

• Third, and finally, to the extent that the Wuhan coronavirus slows 
global economic activity over 2020, it could spill over into the US 
presidential election.  

• Early this month we said that the election will be the greatest risk of 
2020 (again, see “2020 Outlook: After a Near-Miss Recession, It’s 
the Election”), because whatever else you may think of President 
Donald J. Trump, even his moderate Democratic opponents are 
unanimous in promising to set the US corporate tax rate back to 
35% from the present 21%. That would be an increase of 67% to 
the largest expense-line item on most companies’ income 
statements, and would cost the S&P 500 at least 10% in after-tax 
reported earnings. 

• Our quantitative presidential election prediction model, based 
mostly on economic variables (see “Inside Our 2020 Presidential 
Election Prediction Model” March 18, 2019), gives Trump a strong 
chance of winning right now. If the economy deteriorates, so would 
Trump’s chances of re-election. 

• That means there is a risk of a “reflexivity” event here – a vicious 
cycle in which a weakening economy reduces Trump’s likelihood of 
re-election, which in turn weakens the economy, which in turn 
further reduces Trump’s chances, and so on. 

• Well… we wanted our wall of worry back. We got our wish. 

Bottom line 

The wall of worry is back. The emergence of the Wuhan coronavirus puts 
China back into recession risk, which it had just avoided by signing a trade 
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deal with the US. In the Ebola and SARS scares, equities and Treasuries 
made tradeable corrections at the worst of the panic, and that’s the likely 
outcome here. But a potential pandemic is always a “black swan.” The 
immediate risk is the slowdown in economic activity as China locks down 
to nip it in the bud. A draconian lock-down is most likely to be successful, 
and would be short-lived and recoverable, but we can’t rule out a tipping 
point. A lockdown puts a dent in China’s petroleum demand growth, which 
had finally begun to recover after almost two years of trade war. Global oil 
markets were in a fragile glut anyway, and are highly levered, so they face 
their own possible tipping point. If oil prices fall further, inflation will fall, and 
the Fed will have to cut rates again. An economic slowdown now could be 
a vicious cycle. It puts Trump’s re-election at risk, which further weakens 
the economy because of the prospect of corporate tax rates reverting to 
35% under a Democratic president.   

 

 


