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There are three main reasons why stocks are falling hard.

1– Uncertainty. It’s impossible for investors to gauge the economic impact of the rapidly-
spreading coronavirus or its effect on stock prices. Investors buy stocks with the expectation
that  their  investment  will  grow over  time.  In  periods  of  crisis,  when the  environment
becomes unfamiliar and opaque, expectations are crushed under the weigh of uncertainty.
When expectations dampen, investors sell.

2– The Fed. Although investors have not faced a challenge like the coronavirus before,
confidence in the Fed has remained surprisingly high. For the last 10 years, investors have
seen multiple interventions by the Fed that were aimed at keeping Wall Street happy and
stock prices high. Only recently have investors begun to doubt the Fed’s ability to stop the
market slide by slashing rates or increasing liquidity. As more investors realize that the Fed
does not have the tools to address a supply shock, the selloff is likely to accelerate.

3–Stock buybacks. In the last few years, stock prices have not been driven higher by
institutional buyers or Mom and Pop investors. The rise is almost entirely attributable to
share repurchases or stock buybacks as they are called. According to the Harvard Business
Review,  “In  2018  alone,  with  corporate  profits  bolstered  by  the  Tax  Cuts  and  Jobs  Act  of
2017, companies in the S&P 500 Index did a combined $806 billion in buybacks, about $200
billion more than the previous record set in 2007.” Coronavirus is dramatically impacting
corporate  earnings  projections  and  many  analysts  are  predicting  recession.  Shrinking
revenues and profits will put a damper on the jet-fuel that had been pushing stocks higher.

The Ball is in the Fed’s Court

The pressure is building on the Fed to respond to the relentless 6-day stock market slide. In
a Thursday article in the Wall Street Journal, former Fed governor Kevin Warsh appealed to
the Fed to launch a coordinated response to the crisis with other central banks around the
world. Here’s an excerpt from the article:

“A central bank’s primary job is to offset major disturbances to the economy.
Today, the novel coronavirus is a material risk to the economy. It represents an
unexpected shock, and the Federal Reserve should lead the world’s central
banks in taking immediate action.

In a coordinated move alongside the People’s Bank of China, the European
Central Bank, the Bank of England, the Bank of Japan and others so willing, the
Fed should announce a 0.25-percentage-point interest-rate cut and make clear
it’s open-minded about further action. The Fed should also encourage other
central  banks to take appropriate simultaneous action to loosen monetary
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policy in their jurisdictions. Global action would help make the most of scarce
policy ammunition.

More than a decade ago, then-Fed Chairman Ben Bernanke and his colleagues
chose to act decisively. When confronted with a major economic shock, the Fed
took extraordinary monetary-policy actions, often in coordination with other
leading  central  banks.  Acting  sooner  would  have  been  better,  but  Mr.
Bernanke’s leadership at the Fed was exemplary. Less appreciated but no less
important, the Fed benefited from a rich inheritance: a strong, highly credible
institution replete with a large reservoir of interest rates to cut and a modest
balance sheet with space to grow.” (“The Fed Can’t Wait to Respond to the
Coronavirus”, Wall Street Journal)

We think Kevin Warsh is being disingenuous. We think his plea is aimed at saving Wall
Street not Main Street. Warsh is worried that the downdraft in stocks will trigger defaults by
deeply-indebted financial institutions that will domino through the financial system severely
impairing  critical  counterparties  and  precipitating  another  financial  crisis.  This  is  why  is
wants the Fed to act immediately even though he knows that interest rate cuts will have no
material effect on a supply shock.

So what is a supply shock?

When the Fed slashes rates, it lowers the cost of money making it cheaper to borrow. When
people  or  businesses  borrow,  they  increase  their  spending  which  generates  economic
growth.  This is  how the Fed boosts demand by cutting rates.  But rate cuts are not a
panacea. They can’t, for example, resolve supply-chain disruptions in China that have been
brought on by the coronavirus outbreak. Many market participants have not yet grasped this
fact. Simply put: The Fed does not have the tools to fix this problem. Therefore, confidence
in the Fed– to reverse the current selloff by cutting rates or adding liquidity– is misplaced.
It’s misplaced because the approach will not work. If you are trying to fix your computer and
the only tool you have is a sledgehammer, you are not going to have much success. This is
the predicament the Fed is in.

Earlier  this  week,  market  analyst  Mohamed  El-Erian  said,  “Coronavirus  cannot  be
countered by central bank policies”. This is the critical fact that investors must realize
before settling on a strategy. Financial Times journalist Katie Martin expanded on El-Erian’s
comments saying, “The expectation alone of monetary assistance may already be softening
the  blow…But  anyone  who  can  clearly  articulate  how  easier  policy  can  fix  an  economic
pullback  based  on  deaths,  grounded  flights,  closed  factories  and  ghost  cities  is  very
welcome  to  get  in  touch.”

Good point, in other words, cheap money and boundless liquidity is not a cure-all. A can of
30-weight oil might keep your ’98 Corolla running smoothly, but it’s not going to help your
head cold. It’s simply not the right antidote. The Fed needs a remedy for supply disruptions,
but doesn’t have one. Here’s more from an article at Marketwatch:

“It’s that threat of a supply shock — an unexpected change in the supply of a
product or commodity — that is particularly unnerving for investors. They are
more used to dealing with the occasional threat of negative demand shocks —
an unexpected hit to demand for goods and services….

Big, negative supply shocks are rare, Nielsen noted, with the oil shocks of the
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early  and  late  1970s  offering  perhaps  the  most  well-known examples....  The
problem is that there’s little that looser monetary policy or additional
fiscal  stimulus  can  do  to  offset  the  impact  because  those  stimulus
measures  work  by  boosting  demand….

While demand has so far held up outside of China, the disruption to
global supply chains running through China, Korea and, potentially,
Japan is likely to take a toll on production, wrote Nuveen’s Nick. If Asian
production stoppages worsen or continue well into the second quarter, a global
supply crunch could hit the already weakening manufacturing sector, he said,
with implications for jobs and the wider global economy.

Moreover, it comes in an environment where valuations for U.S. stocks and
credit markets were “’priced to perfection’ or something close to it following
the three Fed interest rate cuts last year and the resolution of various trade
deals,”  he said.”  (“Stocks keep getting slammed because investors fear  a
‘supply shock’ that central bankers can’t fix” , Marketwatch)

Until this Monday, investors had been brushing aside the negative news on the coronavirus
confident that the Fed would save market as it had done so many times before. Now more
people are beginning to see that the so called “Fed Put” will not work this time, that the Fed
will not be able to put a floor beneath stock prices because it doesn’t have the power to do
so. The realization of the Fed’s limitations is going to weigh heavily on stocks which had
been “priced to perfection” but are presently retracing their steps downward until prices are
more consistent with fundamentals and the rapidly-deteriorating economic data.

Here’s a quote from an article by Caroline Baum at Marketwatch which helps to underscore
the Fed’s impotence in dealing with a supply shock:

“The Fed can’t produce parts for automobile manufacturers across
the globe that are dependent on intermediate-goods imports from
China. It can’t reopen factories in Hubei Province, the epicenter of the
coronavirus outbreak.  It  can’t  provide needed factory workers  for
plants in locked-down areas of China. And it can’t create alternate
supply chains as a substitute for China’s role as manufacturer to the
world.…

A Fed rate cut is not the prescribed antidote for a negative supply
shock. In fact, “the only reason you would cut rates now is if you’re the central
bank of the S&P 500,” said Jim Bianco, president of Bianco Research, using a
moniker the Fed abhors.” (“Why the Fed can’t defend the economy against the
coronavirus outbreak”, Marketwatch)

There’s no doubt that the Fed will cut rates and perhaps even take more extreme measures
like monthly purchases of individual stocks and ETFs. But the chance of stocks roaring back
into  record  territory  like  they  did  in  the  heady  pre-coronavirus  days,  are  infinitesimally
small. The contagion has not even spread to the United States yet, and look at the mayhem
it has created. The virus has exposed the essential fragility of a market system that depends
on the endless meddling of outside actors whose only objective is to transfer trillions of
dollars in wealth to their voracious constituents on Wall Street.

So where is the bottom for stocks that have been grossly inflated for more than 7 years due
to extreme monetary easing, below market rates, and regular infusions liquidity?
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We don’t know, but we suspect there’s still a long way to go. As economist Nouriel Roubini
said in a recent article in the Financial Times, “Investors are deluding themselves about how
severe the coronavirus outbreak will  be.  Despite this week’s big sell-off in equity markets,
the worst is yet to come.”

NOTE: Thursday’s 1,190 point rout was the Dow Jones’ biggest one day loss in history.
Benchmark 10-year Treasury yields tumbled to an all-time low of 1.26%.
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