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It is all about liquidity: many investors found that they
held the liquidity equivalent of fool’s gold. The rapid spread
of Covid-19 upended all predictions about the first quarter’s
First Quarter Performance. Markets moved in tandem
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across the world. The S&P 500 total return dropped -19.60%,
of worldwide pandemic crushed both equity markets and
steep enough to bring the one-year return to -6.99%. Small
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believed. Liquidity becomes an illusion when all investors
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returned just 2.77% for the twelve months. Within the U.S.
equity market, the Energy sector felt the double hit of a steep
drop in demand combined with increased supply, falling over
50% during the quarter. The S&P 500 Real Estate sector
lost -19.41%, reflecting growing doubts about the ability of
businesses and consumers to pay their rent if the economic
shutdown extends beyond three months.
After the first, liquidity-panic induced decline, the market
outlook depends on how economies will respond. Our best
economic analysis, using the most up to date figures that we
have, suggests severe economic damage, both in the U.S.
and worldwide. Job losses, almost certainly underestimated
by initial unemployment claims, topped 9.95 million in the
last two weeks of March, with more losses certain to come
as almost all of the U.S. is now under a stay-at-home order,
and those orders are likely to extend into May or June. We
have already entered a recession, as GDP is likely to drop
by -5% to -7% in the first quarter, and by anywhere between
-20% and -30% in the second quarter, measured on a quarterover-quarter basis. Fiscal and monetary stimulus measures
already taken will help cushion the extent of the decline, and
will provide some assistance to the hardest hit sectors, but
the depth of the economic decline will depend on the course
of the virus: how quickly it can be contained, and how long
extreme social distancing measures need to be extended.
Early signs from China, South Korea, and Hong Kong
encourage us to expect that economic activity will return
over time.
Valuation and Positioning. In 2019, almost all of the year’s
equity returns were due to expanding valuations, as the price/
earnings ratio for the S&P 500 on forward earnings estimates
increased from 15.5x to 19.7x. The rapid spread of the
coronavirus, and the economic implications of containment
measures, led to a rapid contraction in the price/earnings
ratio to 16.1x, before earnings estimates were adjusted
downward. Earnings expectations for the S&P 500 have
already declined 10%; we expect that earnings could drop
by 40% before beginning to improve, with the earnings of
smaller capitalization companies falling even faster. As stock
prices dropped, the earnings yield of the S&P 500 increased
to 6.9%, while 10-year Treasury Inflation-Protected Security
yields dropped to 0.26%, suggesting that stocks will return
about 6.6% more than bonds over the next year. Stocks do
appear to be more attractively priced than bonds, but under
these circumstances, valuation is an unwieldy and inaccurate
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tool for forecasting returns over the next year. Significant
economic declines lie ahead, and equity investors are likely
to have even more attractive entry points over the next few
months. We do not believe investors should either move to
cash or increase their fixed income allocations at this time.
We suggest using existing fixed income holdings and cash
to fund current needs rather than liquidating stocks, although
we acknowledge that stock prices could rise rapidly if rates of
transmission fall or a treatment is found.
Long-term Changes. Economic research suggests that a
severe pandemic can lower the rate of economic growth
for decades; specifically, pandemics tend to depress the
rate of investment; increase household savings rates; lower
trend inflation rates; and lower the natural rate of interest
below what would otherwise have been the case. At
lower rates of interest, bonds become less protective of
portfolio value relative to stocks; at the same time, using
historic data on rates of return to determine asset allocation
needs to be approached carefully to account for the effect
of different rates of economic growth and inflation. The
US demonstrated in 2017 that it has the political will to
embrace deficits in service of corporate tax cuts; in 2020
we embraced fiscal stimulus as a cushion against a severe
virus-induced shutdown in economic activity. The challenge
will come after the virus transmission fades and economic
activity recovers. Will we as a society acknowledge that our
devotion to “responsible budgeting” in service of low tax
rates, and at the expense of growing income inequality and
a shredded social safety net, has endangered our lives and
our livelihoods, as workers without sick pay, without health
insurance, and without savings continue to work while ill?
Will we acknowledge that the proper role of government is to
address a tattered social safety net and to address the vastly
unequal impact of this pandemic on service workers, lowerincome groups, minorities, and women? After many weeks
of seclusion, will we be able to imagine increasingly sharing
the world’s resources, reducing our desire for ever-increased
consumption, reducing travel, and addressing climate
change? Will we assess companies based on how they
treated their employees, their contractors, their suppliers,
and their customers, as well as how they rewarded their
stockholders? Or will we return to complacency, and rush
to forget the desperate Spring of 2020? The world we make
depends upon what we do. For now, we must attend to how
we can act justly, walk humbly in the face of uncertainty, and
attend to the needs of the less fortunate.
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