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Equities in a shut-down?
The lasting changes caused by the pandemic
The surge in equity market volatility during the current COVID-19 crisis is indicative of the overwhelming uncertainty
and fear investors are feeling. This environment creates tremendous opportunities, but diligence and adherence
to a well-defined investment process is key. In this market, there is no substitute for seasoned judgement
and experience.

Webinar key takeaways
•

The equity market downturn during the first quarter was one of the quickest selloffs in history and has
resulted in wide price differentials between different stocks and sectors. This creates investment
opportunities for active investors.

•

While there remains a high degree of uncertainty, the pathway to a recovery from the pandemic is
beginning to take form. If the economy is able to gradually begin opening back up within the next two
months we should see a quicker recovery. Markets have started to recover from very depressed levels and
Equities should continue to provide strong long term returns.

•

We believe that many business sectors at the 'epicenter' of the downturn will be the slowest to recover. In
this case, we believe consumer services will take longer to recover.

•

The social distancing measures put in place to slow the spread of the coronavirus have accelerated some
ongoing trends which will create winners and losers.

•

We expect companies involved in cashless payments, online shopping and virtual or remote work will do
well during the recovery, while department stores and travel related businesses will have more trouble.

Ian McIntosh, Head of Active Equities
The equity market downturn during the first quarter was truly shocking, one of the quickest selloffs in equity
market history. In the US, this resulted in a 20% performance differential between small-cap and large-cap stocks.
Valuation dispersion indicates opportunity

Source: UBS Asset Management, Factset, MSCI, as of 1 April 2020

One explanation may be that small-cap companies tend to have much more leverage; more so in the US than in
Europe.
The valuation dispersion from the cheapest quintile of the market to the most expensive is higher than during either
the 2000 tech bubble or the 2008-2009 Financial Crisis.
The speed at which valuation spreads widened over the last month was remarkable. This underscores the
headwinds that currently exist for value investors, and also the opportunity on a forward looking basis.

Our base case
The roadmap to recovery from the current crisis has three phases.
Phase 1, which we are in now, is slowing the spread of COVID-19.
Phase 2 is the gradual reopening of the economy and the
relaxation of controls. The final phase is relaxing controls
completely, once a vaccine is available.
Our base case at this stage is that we'll see a movement to the
gradual reopening of the US economy in the next 2 months.
Equities have provided positive long term returns over all rolling
ten year periods, and setbacks have provided good entry points,
as we believe to be the case this time.

The consensus long term
is bullish for equity
markets. Never bet
against equity markets
over the long run.

The key question is around the duration of each stage, and we don't have a clear picture yet. We do believe the
historic events happening now will create permanent changes for some industries and behaviors, but ultimately
there will be less behavioral change than we expect in the heat of the current moment.

Maximilian Anderl, Head of Concentrated Alpha Equity
The 'epicenter' of this crisis is concentrated in the service sector, which historically is more stable, but which is being
hit hard by social distancing measures.
Small business owners and the self-employed, such as dentists, lawyers, coffee shops, and restaurants for example
are hit the hardest. But the positive to this crisis is the support from central banks, which has come very early
compared to the Financial Crisis of 2008-2009 and amounts to about 3% of global GDP, much of it aimed at
small business.
The increase in commercial loans is one example of the extraordinary support. We do not think this time we will
have the same systemic consequences, unlike during the Financial Crisis.

Where to invest for the recovery
One example of how a recovery might look is already here, as
recovery is already underway in China.
Economic activity there, which generally drops during the Chinese
New Year, usually bounces right back after the festivities end.
The New Year drop was substantially prolonged this year due to
the pandemic, but as China gets the virus under control, the
economy has begun to come back, with about 80% of sectors
recovering relatively quickly. The other 20% will take some time.

Commercial loans grew
more than twice their
annual average as central
banks offered support.
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We see signs that the crisis has accelerated trends that already existed, which has implications for investors.
The movements from offline to online services, shopping and cashless payments are getting a boost as more people
were forced to move to digital providers during the pandemic. The success of remote work may slow the recovery
of travel-related sectors.
For investors who are absolute return, lower risk oriented consumer staples and healthcare will offer yields and we
think these companies will perform better than cash and bonds. On the more risk-taking side that seeks to
outperform benchmarks, we consider quality cyclicals that have been hit hard as worth considering, from
semiconductor equipment to software providers and cloud operators, healthcare equipment.
We also see opportunities in value but prefer operationally geared companies to financially geared companies,
which means cyclical characteristic companies with either a good balance sheet or that are very stable. New facets
of sustainability, in terms of self-sustainability, medication, drugs, masks, etc. will become more important going
forward.

Peter J. Bye, Portfolio Manager / Senior Investment Analyst
There are a myriad of forms this crisis and recovery can take, and we need to understand how each of them can
play out. Investors can learn valuable lessons from former US Defense Secretary Donald Rumsfeld's famous
comment about how his team examined intelligence, "There are known knowns. There are things we know we
know. We also know there are known unknowns. That is to say, we know there are some things we do not know.
But there are also unknown unknowns, the ones we don't know we don't know."

How are we approaching the current crisis?
We use a similar approach to dealing with any market
crisis. Our first job is to quantify the 'knowns' and
'unknowns,' using a variety of data in addition
to financials.
For example, real time data ranging from web traffic to
credit card transactions from our Quantitative Evidence
and Data Science team has been helpful in giving us a
clearer picture of what is changing, and to determine
which changes are transitory and which are secular.
We see remote working, e-commerce, telemedicine as
secular changes that were already happening but are
accelerating due to the crisis. This helps us develop the
opportunity set, while being mindful of following our
core investment process.

In times of uncertainty, always be
mindful of keeping sight of
your process.
What are good returns? What
has a defensible model? What is
sustainable? What is substitutable
and what is essential?
Those are the kinds of things we
are dialing in on.
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Avoid the crisis epicenter
Among the 'known knowns,' are the lessons we learned from previous crises. One big lesson is to avoid the
'epicenter' of the crisis. After the 2000 tech bubble, it took 15 years for tech stocks to revert back to their
2000 highs.
What type of recovery?

Source: Fundstrat, 3 April, 2020

But within that segment, quality growth names were much quicker to recover. We saw the same pattern with
financial stocks, the epicenter of the Financial Crisis of 2008-2009. Financial ETFs recovered their pre-crisis level just
last year, but even within financials, some did much better than others.
In this crisis, the consumer segment is most exposed and appears to be the epicenter, though that could evolve into
financial and some part of industrials, depending on the duration of the crisis. And again, we expect some areas
within the epicenter to recover more quickly than others.
In the post-COVID-19 world, we like four themes:
•

Digital transformation. This was a top corporate priority before the crisis and will emerge as an even stronger
priority. This includes cloud infrastructure and e-commerce.

•

Health care. This includes biotech, medical technologies and laboratory research. So-called 'elective' medical
procedures such as cosmetic surgery will resume and we see opportunities in oversold medical technologies.

•

Consumer. As the epicenter of the crisis, the recession will deal a critical blow to marginal players, but durable
IP and brand power should allow some 'storied' companies to prosper.

•

Fintech. Companies connected to the digitization of money. For example, merchant acquirers and the trenches
of the payment systems we see opportunities all around there.
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Q&A:

1

What metrics are you
considering when you're
assessing which businesses
will manage the crisis
successfully?

We are cash-flow based as well as scenario based. The business models that
aim for grabbing market share and offer some innovation look promising,
although profits may come later.
We are cautious, because not all these businesses will make it. We look for
those that are able, not necessarily to make a lot of profit today but to fund
their own growth. Some of these are smaller companies. You need to have
a certain moat around your business.
That might be a license that nobody else can get, or a regulatory
advantage. On the other side it's not helpful to produce something that is
also offered by a big company, in IT for example, that will eventually push
you out and can sustain losses longer than you can.
Another thing to think about is a V-shaped recovery. If this becomes a twoquarter zero earnings scenario and then we go back to where it was
before, the biggest losers riding through here are going to be the biggest
winners all the way back.
We also consider ESG, especially in terms of governance, how they do
capital allocation, how they are treating their employees during the
recession.

2

You mentioned avoiding
the deep value companies.
What do you see as being
deep value these days.

It's a combination of operationally and financially geared companies. We've
seen the ones where credit spreads opened up, such as some in the energy
sector where the market has to ask whether they can sustain this until we
have a normalization, either from the virus or the oil price drop.
The problem with these stocks is they are options, and when the time value
is run out and the option is not in the money then you get nothing.
Department stores were already suffering before the current crisis.
Now they are in lockdown while already facing the trend towards
online shopping.
We prefer insurance businesses to banks, because banks by nature are the
most financially and operationally geared companies because equity value
or tier one ratio is relatively small compared to other industries, and we can
see how often these banks, particularly in Europe have been drafted to do
some social servicing, which is good and important, but from an investor's
point of view, not so beneficial.
Insurance businesses are fulfilling social functions as well but first the
balance sheet is not that much on the fire, the equity positions are smaller,
even the bond positions, some of that held by the opening up of the bond
spread helps the solvency too in in some areas of the market.
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3

Where do you stand on
the growth versus
value debate?

We're all looking to value correctly. Using the traditional price to book
value, I think over time there has been a trend towards an underappreciation of what's on the balance sheet, and the ignoring of
intangible value.
Certainly, during the tech bubble there was an overestimation potentially of
what those intangibles are worth but maybe now there's more of a
normalization of what those intangibles are worth during this cycle, and an
overestimation of what book value actually is.
As an example, look at energy companies. What was book value when oil
was at $80 a few years ago, versus book value as a fracker with at oil
at $25?
We're always looking for value and it's the sum of the cash flows, so we're
looking for durable sustainable businesses and lack of replacement options.
We do think there's a lot of dynamic transition going on during this
decade, which is also leading to some of the quote unquote disparity in
underlying performance.

4

Quite a few companies
have stopped share
buybacks and cut or
eliminated dividends.
How will this impact the
overall market yield?

We expected companies to cut buyback activity, but we expected dividends
to be more stable. Currently, 15% of the Eurostock 600 have cut dividends,
in some cases as required by their regulator.
It's a remarkably quick reaction. During the Financial Crisis, about one
quarter of companies eliminated their dividend.
This trend is far more subdued in US markets today.
One issue with dividend cuts is that small investors these days have turned
from government bonds to equities for income and rely on dividend
payments to maintain their lifestyles. If the company balance sheet supports
it, I think it serves a social good for companies to continue paying
dividends.
Of course, if the stability isn't there, nothing could be worse than
continuing the dividend.

5

What level of cash are you
holding now, and what is
your recommendation?

The 'right' level of cash depends on several things that are impossible to
forecast right now, such as will there be a second wave of the pandemic,
will there be permanent immunity for those who have recovered, or will
immunity only last for three or four months?
In our equity portfolios, generally we have a low target range for cash. We
are not asset allocators. Initially, at the beginning of the downturn, we sold
some holdings, but as the market continued to sink, we made some
purchases.
Then, during the 20% rally, we brought cash levels up to normal levels for
our portfolio, which is a couple of percent.
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