March 2020

Another hole in the wall
The oil story so far: While oil supply was projected to be at a surplus of 0.9m bpd at the start of the year,
the OPEC+ production cuts by 0.5m bpd to 1.8m bpd in early 2020 have helped kept oil price relatively stable until
now. The agreement was up for review in 31 Mar 2020, but that convenient arrangement has all but broken down
over the weekend.
With the onslaught of Covid-19 outbreak, oil demand projections were slashed by 365,000 bpd for 2020
according to the International Energy Agency. Oil price subsequently fell from US$57.33 /bbl at the end of Jan
2020 to US$51.86 on 2 Mar 2020; just a few days before last Friday OPEC+ meeting. However, this was still within
our expected range of $50-65 bbl for 2020. In response to the demand destruction, Saudi Arabia tabled a proposal
to cut production further by 1.5m at last week meeting. Most oil ministers in OPEC and oil analysts including us,
believed that Russia would accede to proposal given the already weakened oil price caused by demand
destruction from the Covid-19 outbreak.
To the surprise of all, Russia rejected the proposal. Media reports relayed that Russia’s decision was
squarely targeted at the US shale sector given its current ﬁnancial distress and also at the US administration in
response to the recent US sanctions on its Nord Stream 2 gas pipeline and Rosneft (The US has imposed sanctions
on Russian oil giant Rosneft for transporting Venezuelan oil about 3 weeks ago.
Yesterday, in retaliation Saudi Arabia slashed its Official Selling Price (“OSP”) for April by US$6-$8 (about
11.6% to 15.5% cut from OPEC Basket oil price of US$51.7) and indicated that it plans to boost crude output
above 10 million barrels per day (bpd) in April after the current deal to curb production expires at the end of
March. This would exacerbate the oversupply situation from 0.33m bpd to 1.83m bpd. Furthermore, both the
Saudi Arabia and Russia has spare capacity of 1.83m bpd and 0.41m bpd respectively to flood the market should
they elect to do so. Goldman has revised upwards its oil oversupply to 1.43m bpd in 2020 on the back of this
development. To put into context 1.43mn bpd, the last recent time the oil market was in such large oversupply
was in 2015 when oil priced declined by 45% to $51/bbl. Incidentally, as of today oil price has already declined
49% from US$65.4/bbl at the beginning of the year to currently US$33.60/bbl. Further, in the absence of a deal
after March 31, every OPEC+ producers would be free to produce at will and while informal talks continue, OPEC
members ruled out unilateral cuts that does not include Russia.
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Goldman Sachs believes the that “in the short-term, the lack of a deal implies a much larger supply driven
prospect of a complete unwind of the artificial support that OPEC+ had created for oil prices since late 2016.”
They have cut its 2Q20 and 3Q20 Brent price forecast to US$30/bbl with possible dips to US$20/bbl. Goldman’s
does not expect there to be any OPEC+ agreement in the near term, neither do we
Market implications:
1. 2020 EPS growth in S&P to dip into negative territory. Earlier this year, bottom up projections
indicated S&P EPS to grow at 6% y-o-y and Energy represents 4% of S&P EPS. The Energy sector was
projected to grow 13.9% this year. Assuming a 20% cut, Energy EPS will decline 9% y-o-y with negative
impact of -0.8% on S&P thus lowering S&P EPS growth from 6% to 5.2% for 2020. If we add-on a
possible 4-5% downgrade of earnings from Covid-19, this would essentially put earnings to contract in
2020.
2. If oil remains at $30-40 for a long period, many oil companies will not be able to sustain their
dividend payouts. In 4Q19, the global economy has just barely recovered from its manufacturing rut
sustained over 2018-2019 bruising trade wars waged by the US on its partners, only to be truncated with
a health crisis and now an oil debacle. The financial risk to a $30 or even a $20 oil would be less severe
than back in 2014-2015 spectacular collapse as many credit facilities have already been withdraw from
the US shale producers while many major IOCs and NOCs have reduced their leverage and improve their
cost curve significantly. Nonetheless, a prolonged oil price at $30-40 range would mean many of the oil
companies we tracked will no longer be able to sustain their dividend coverage let alone invest in new
finds or alternative sources of energy. Not forgetting the consequential impact to the usual suspects in
the emerging markets that are dependent on oil revenues.
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2Q surplus and reinforces our bearish (demand led) oil price view. Medium-term, we believe it raises the

In view of the dire outlook of demand destruction , increased in supply arising from the breakdown in
OPEC+ agreement, and the unlikelihood of an agreement in the near term, we are taking off what is
remaining of our underweight in oil related exposures and are also reducing our Emerging Market
exposures, which are most vulnerable to oil shocks.
3. Central bankers and government must act quickly and decisively. With major central banks are
already operating at the lower bound of their interest rate policy, the market is rightfully questioning
their ability to do more, and we fear the confluence of these recent events could be the catalyst for the
next big recession. For now, the central banks and relevant government authorities have unleashed the
biggest and broadest easing outside of a recession. Many countries are enacting material fiscal thrust
compared to last year and even higher than their 20-years average. We are expecting Fed to deliver
runoff of their mortgage paydowns from its previous QE therefore lowering mortgages rates, benefitting
the housing market while providing a fillip to consumer wallets.

We are also expecting ECB to increase its QE from $20bn to $40bn a month, and BOJ to increase ETF
purchase from Yen6trn to Yen 9trn, BOE and BOC to cut 25-50bps alongside a slews of measures PBOC
has enacted last month to address liquidity and cost of funding issues.
A decisive monetary and fiscal policies announced so far, but is it enough?
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another 25bps cut this March on the back of their recent off-scheduled 50bps cuts. They might end the

4. What will we be watching?
A) We are not optimistic Russia will return to the negotiation table with OPEC+ given its political
undertones driving its non-compliance. While the impact to earnings is not large, it does tilt the S&P
earnings and likely World Equity into a negative EPS year for 2020. We will be monitoring any
spillover effect onto the banking system and credit market plus the impact of widening current
account deficit of the usual emerging market economies such as Indonesia, Brazil and Russia.
B) The spread of Covid-19 outside of China. In our February Navigator, nCov and where is the
Batman when we needed him most?, we expressed optimism that Covid-19 will have an acute shortterm impact to China growth but will not be long lasting and containment strategies will not result
global GDP growth to be negative -0.50% in 1Q20 while still expecting a strong rebound in 2Q20
onwards though we remain circumspect on this possibility. Much will depend how various nations
respond to this outbreak specifically its containment strategies. If all the nations infected take as
draconian a strategy as China by instilling a month-long lock-down onto a large swathe of economic
and population base, we think the forecast of 2Q20 GDP rebound of 3.0% is very unlikely.
Nonetheless, when it comes to re-engaging risk, we take comfort from the lesson we learned in SARs
as well as in the recent case for China equity markets. When new cases peak, it is when the market
bottoms. We will be tracking the new cases outside of China, while keeping a wary eye for data
integrity coming from China. It is also noticeable that the speed of infection tends to taper off a
1.5month from the first outbreak across the major centres and if the US follows the same trajectory
as others, we might be a month away before the new cases in the US peaks.
New cases peaks 1.5 months from first outbreak
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into a pandemic, latest developments have since up-ended that view. Consensus are now expecting

C) The resumption of economic activity in China. The epic center of this outbreak is also home to
global supply chain and a chief contributor of global growth and consumer demand. We are
monitoring a myriad of daily data to gauge its recovery. Coal consumption continues to recover and
is just 26% below its norm versus more than 50% collapse in coal consumption by the power
utilities. Real estate transactions are also rebounding reaching a new since Lunar New Year. Inbound
and outbound freight activity have rebounded from the bottom and we are particular focused on
inbound as that flows indicate China requesting for more raw materials to go into their production
facilities. So is the flow of passenger as captured by the major transportation hubs and increasing
incident of traffic delays.
Real estate transaction recovering

Freight flows improving, especially inbound cargo

Passenger traffic improving and traffic delays increasing
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Coal consumption now just 26% short of norm

D) Watch flushing out of positions. All major equity indices are now in the red with only high-grade
credit registering positive returns. While positionings have unwounded from overbought in the first
few weeks of the year to oversold now, they are still not at levels that support a technical rebound in
risk assets. We will be actively tracking this data in the coming weeks as it has often served us well in
identifying points of capitulation.
Positioning not over-sold yet

Before we all slipped into a frenzy of paranoia and fear, it is important to look at past pandemics. On
average, the max drawdown from SARs, Avian flu, H1N1 and MERs was -14%. MSCI World Equities have already
fallen -13% as of last Friday and set to fall another 5% tonight. It takes 109 days for the market to recover from
its peak and we are halfway through at 49 days for Covid19. The returns from the start of epidemic till the end as
declared by WHO has returned an average of 24% and is positive in all instances. If you extend the duration from
the start of the epidemic to the nearest calendar year end, the return has averaged 37% ranging from 25% to
66% and all have had positive returns during this period. Patience is a virtue unless Covid19 mortality rate turns
for the worse.
Returns profile of past pandemics
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All equities indices in the red

A poignant reminder to our readers. It is not unusual for equity markets to experience a drawdown of
more than -10% peak to trough in a year. In fact, since 2002, the MSCI World has seen 12 years of more than 10% drawdown in this 17year period. During those 12 years when the market experienced a more than -10%
peak to trough drawdown, 8 of those 12 years eventually ended the year with positive returns with an average
of +17% calendar year returns. It is also very difficult to time the market as our previous analysis showed. In a
60/40 equities/bond portfolio, if you miss the best month of each year from 1988-2018, your returns would
have been a measly 1.06% pa versus the return of 6.51% pa if you stayed invested and didn’t try to market time.
Incidentally, the best month of the year often happened after the worst month of the year. Similarly, for equities,
ff you miss out the best month of the year, you would have made 0% return from 1998-2018 versus staying in

8 of 12 years >-10% drawdown, ended +ve by year end

It is difficult to time the market

Featured Picture/Quote: Bad news sells better than good news, but we can change
that.
Good news 1: 16x more people recovered than died from Covid19
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the market.

Good news 2: H1N1 was more widespread than Covid19; 10% of the world population contracted and we are
still here.

Good news 4: It took merely 30 days for scientist in China to sequence Covid19 genome leading to faster
development of test kits and hopefully a vaccine. In contrast to SARS, the sequencing was only completed 5
months from the date on outbreak.
Good news 5: There are a lot of smart people and well-funded to find a vaccine and they will only do so
ironically when the market is large enough to make money out of it.

Stay healthy, stay positive, stay vigilant and guard yourself not from hoarders of toilet paper but excessive
negative social media influences.
Edward Lim, CFA
Chief Investment Officer
edwardlim@covenant-capital.com
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Good news 3: When H1N1 first broke out, all sorts of analysis showed that it could wipe out 2mn to 360mn
people. Eventually, H1N1 mortality rate was only 0.01-0.08% or estimated 575k deaths. H1N1 deaths included
many younger people, so far Covid19 deaths were mainly older and people with pre-existing conditions.
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Investors should consider this report as only a single factor in making their investment decision. Covenant Capital (“CC”) may not have taken any steps to ensure that the securities or
financial instruments referred to in this report are suitable for any particular investor. CC will not treat recipients as its customers by their receiving the report. The investments or services
contained or referred to in this report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about such investments
or investment services. Nothing in this report constitutes investment, legal, accounting or tax advice or a representation that any investment or strategy is suitable or appropriate to your
circumstances or otherwise constitutes a personal recommendation to you. The price, value of and income from any of the securities or financial instruments mentioned in this report can
fall as well as rise. The value of securities and financial instruments is affected by changes in a spot or forward interest and exchange rates, economic indicators, the financial standing of
any issuer or reference issuer, etc., that may have a positive or adverse effect on the income from or the price of such secu rities or financial instruments. By purchasing securities or
financial instruments, you may incur above the principal as a result of fluctuations in market prices or other financial indices, etc. Investors in securities such as A DRs, the values of which
are influenced by currency volatility, effectively assume this risk.

Page 9

http://www.covenant-capital.com

