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SARS — HAS THE INFECTION CRESTED?
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The spread of SANS — Severe Acute Negativity Syndrome

A few weeks ago, one of the hosts of a financial news program made a positive comment on a bit
of company news. Catching himself quickly, he then apologized to a gloomy co-host for putting a
positive spin on the news. The strange thing was that it seemed to be a sincere apology —
as if he felt some kind of moral responsibility to be perpetually gloomy.

Many war commentators seemed to have had
a similar mindset. A few days into the war, we
quickly heard all about how “the plan had
failed.” Some prominent reporters fretted
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Chart 1: If the number of SARS infections has already crested, fears of world-
wide economic fallout are probably overdone.

about a Vietnam-style quagmire. No sooner
had the statue of Saddam fallen, earnest
hand-wringing began about “losing the
peace.” As one pundit said, with the war all
but over, the media herd was quickly “on to
the next quagmire.”

Now, just in time for peace to break out, we
have SARS to worry about. To be sure, the
“killer pneumonia” that has infected more
than 7,000 worldwide and killed more than
400 is a serious matter. The economic impact
on travel and tourism in some areas has been
severe, although the global impact has so far
been limited.

The good news, though, is that aggressive
public health counter-measures in the devel-
oped nations seemed to have worked.
According to recent data, the pace of new
infections appears to have crested (see

Chart 1). Some medical experts are now
concerned that the media hysteria about the
disease could ultimately be more harmful
than the disease itself. As Dr. David
Baltimore, Nobel laureate in medicine,
recently observed: “This disease’s reach is
far, far smaller than countless other risks we
face routinely.”

Criticizing the de facto boycott of Chinese
restaurants in America as an unwarranted
overreaction, Dr. Baltimore notes there’s
absolutely no reason to think SARS can be
transmitted through food. “Your chances of
being killed by SARS,” he observes, “are
remote compared to the chance you'll be
killed in your car on the way to a Chinese
restaurant.” Notwithstanding Dr. Baltimore’s
learned opinion, you're unlikely to get that
type of dispassionate risk assessment listening
to the nightly news.
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The Next Economic Quagmire?

Perhaps what we have here is a case of
SANS — Severe Acute Negativity Syndrome.
After several years of unrelenting bad news for
the global economy and financial markets, it
has now become fashionable for the media
to accentuate the negative. Many economic
commentators have been only too happy to
help. “Risk of recession is 50/50,” proclaimed
one major U.S. brokerage firm in early April.
“War + SARS = Recession,” warned another.
Differences of opinion are what markets
are all about. There is always some risk that
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Chart 2: Declining oil prices should bring inflation down and substantially boost
consumers’ spending power.

another recession lurks around the corner.
There are still major imbalances in the world
economy, with stagnant conditions in Europe
and Japan offsetting the expansion in North
America. However, investors should resist
being influenced by media hype, either when
it is excessively negative or excessively positive.

At the risk of sounding like Iragi Information
Minister Mohammed Saeed “All is Well”
Al-Sahhaf, there are a number of positive
economic trends that are now developing.
None of these trends guarantees that we have
entered a new bull market, but they do
suggest that many bears may need to consider
hibernating for a while.

Ten Positive Trends

First, there is the stock market itself. Since
hitting a low on October 9, 2002, the S&P
500 Index gained nearly 18% by April 30.
It now looks increasingly likely that October 9
marked the bottom of the bear market.

Second, there was the quick end to the war.
As we noted last month, what did not happen
was probably as important as what did
happen. None of the disaster scenarios
such as a jJump in the price of oil to $80 US

a barrel, or widespread instability in other
nations occurred. Markets have breathed a
sigh of relief and rightfully so. Risk aversion
is abating.

Third, oil prices have come down. The oil
shock that preceded the war is reversing,
with futures markets now anticipating oil
prices settling down to around $25 a barrel
over the course of the year. As shown in
Chart 2, that suggests that oil prices will be
posting substantial year-on-year declines in
coming quarters. That means that inflation
rates should fall around the world and that
consumers’ real incomes and purchasing
power will be boosted substantially. Call it
the Donald Rumsfeld tax cut.

Fourth, thanks to the above factors, consumer
confidence has rebounded strongly in the
U.S. According to the Conference Board,
its consumer confidence index for April rose
to 81 from 61 in March, as shown in Chart 3.
Consumer expectations for the next six
months rose even higher, to 85 in April
from 61 in March. This suggests that
consumers should begin to provide support
for the economy again, which should be a
plus for stocks.
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Fifth, U.S. corporate profits are doing well.
S&P 500 operating earnings per share were
up in the first quarter nearly 12% from a year
ago, and are up nearly 20% from their 2001
low. The government’s gauge of non-financial
firms’ profits has risen by a similar amount
over the past year and is up nearly 26% from
the 2001 low. This improvement in corporate
cash flow, along with very restrained corporate
borrowing, has permitted many corporations
to strengthen their balance sheets consider-
ably over the past two years.

Sixth, corporate access to the capital markets
has picked up considerably. This is true across

CONFIDENCE REBOUNDS
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Chart 3: U.S. consumer confidence posted a major jump in April in response

to a quick victory in

Iraq, declining oil prices and a bounce in stock prices.

the board, and includes both blue chip
investment-grade companies and more
speculative high-yield borrowers. Reflecting
remarkable strength in the corporate bond
market this year, corporate bond yields have
fallen to their lowest level in 35 years. High-
yield bonds have seen their yields fall from
14% a few months ago to 9.6% currently. In
addition, banks are finding their net interest
margins are under pressure. That creates a
strong incentive for them to increase their
high-margin lending to corporate customers,
instead of parking their funds in government
bonds.

Seventh, capital spending is rising, especially
in areas like technology spending where old
equipment is rapidly becoming obsolete.
One clear sign of the increase is in durable
goods orders for technology equipment,
which bottomed out in late 2001. Because of
an overhang of inventory, orders fell behind
the pace of shipments from late 2000 until
late 2002. As Chart 4 shows, however, tech-
nology equipment orders were outpacing
shipments in the first three months of 2003 —
for the first time in over two years. Against
that background, a rebound in technology
shipments is a reasonable expectation for the
second half of the year.

Eighth, pro-growth monetary policies should
be in place in most of the world for the
balance of 2003. The U.S. Federal Reserve is
in absolutely no hurry to raise interest rates
and might even cut rates again in coming
months if weakness in the labour market
persists. Accordingly, short-term interest rates
are likely to remain at historically low levels
for some time to come. Moreover, if inflation
falls in coming quarters as we expect, there is
a good chance that stocks can continue to rise
in coming quarters without having a sharp rise
in bond yields choke off the economy and the
stock market rally. Prospects for lower interest
rates from the European Central Bank in
coming months and more quantitative easing
from the Bank of Japan should also be
supportive factors for global equity markets.

Ninth, the weakening trend in the U.S. dollar
has occurred without igniting inflation
expectations or causing a sharp rise in bond
yields. If anything, the dollar’s slide is likely
to boost the earnings of U.S. multinationals
while it also creates pressures for lower
interest rates in other regions, especially in
Europe. Even the Bank of Canada eventually
may have to relent on its current move to
tighter monetary policy given the sharp rise
in the Canadian dollar.
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Tenth, market-friendly tax policies will be
pursued aggressively by the Bush administra-
tion. President Bush is determined not to
repeat the mistake of his father who won a war,
but lost the next election due to a weak econ-
omy. He has made it clear that he will spend
his political capital pushing for lower taxes,
including substantial relief on the taxation
of dividend income. Even if Congress ends
up scaling back some of the administration’s
proposals, as is likely, tax cuts will likely be
designed to have maximum impact in the
period ahead of next year’s presidential
election.

ORDERS RUNNING AHEAD OF SHIPMENTS
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Chart 4: For the first time in over two years, technology orders have begun
to outpace shipments. This suggests that business spending is finally
beginning to recover.

Valuations Favour Stocks

These positive economic trends are occurring
against a valuation backdrop that clearly
favours stocks over bonds. Currently, stocks in
the S&P 500 Index trade at about 17 times
their expected earnings over the next year.
That's not far from stocks’ average price-
earnings multiple of 15 over the past three
decades. And it’s far cheaper than the index’s
P/E multiple of over 30 in early 2000, when
investors felt exuberant about future prospects.
In contrast, the “P/E multiple” of bonds — the
inverse of the 10-year government bond yield
—is currently around 25 times. In other words,
it takes a $25 investment to get one dollar of
annual income from a 10-year government
bond. That compares to a historical average of
about 12 times.

As for completely “safe” investments like
three-month U.S. Treasury bills, the P/E
multiple is around 90 times! In other words, it
takes nearly $90 to get one dollar of annual
income from investing in U.S. T-bills. That
compares to a historical average of about 15
times, which means that investors continue to
pay an incredibly high price for safety.

Are stocks downright cheap? No. However,
when compared with other financial assets

like bonds and cash, stocks have now become
the cheapest asset class by a wide margin. And
if “irrational exuberance” was the psychologi-
cal marker of the late 1999 and early 2000,
it could be that many investors have now
succumbed to “irrational despondence.”

Media Virus?

As Dr. Baltimore observed with respect to
SARS: “The Internet, e-mail, and satellite-
enabled saturation media coverage have put
public fear on steroids — and lent a dark twist
to the old dot-com hype about the promise of
‘viral marketing.”

Based on the recent tone of the business media,
the description of “public fear on steroids”
could well apply to the financial markets them-
selves over the last year or so. Consider what’s
been thrown at the public since 9/11: terrorist
warnings, Afghanistan, Enron, WorldCom,
snipers, surging oil prices, India-Pakistan, Iraq,
North Korea and now SARS.

Maybe, just maybe, it’s time for a string of

good luck.

William Sterling, Global Strategist
CI Global Advisors LLP
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