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Portfolio Guidance

Last week was a painful one for the equity markets as fears about 
the coronavirus drove investors out of stocks and markets into 
correction territory. The following newsletter summarizes last 
week’s developments and provides specific commentary on 
what to watch for across the major asset classes that constitute 
investor portfolios.

SUMMARY AND CURRENT CONDITIONS:
 � When markets closed on Friday, the S&P 500 had fallen a total of 13% since 

its all-time peak on February 19th, 2020; this was the biggest weekly loss 
since 2008. The lowest point was mid-morning Friday, when it was off 16% 
from its February 19th peak. Furthermore, the FTSE (Europe’s bellwether 
stock index) has fallen 12% since its recent short-term peak on February 19th 
and 15% from its all-time peak in 2Q18. The Hang Seng (China’s bellwether 
stock index) is down 5% since February 19th, but 21% since its all-time peak 
in 1Q18.

 � The market drop has driven a massive flight to safety. As a result, the 10-
year U.S. Treasury yield broke below its all-time low of 1.37% and bottomed 
at 1.03% earlier today before trading back up to 1.06% mid-morning. As of 
mid-morning the yield curve is still V-shaped, with the 1-month at 1.39%, 
2-year at 0.78%, 10-year at 1.06% and 30-year at 1.61%. In spite of heavy 
demand from investors in negative-yielding countries such as Germany and 
Japan, the U.S. yield curve is still upward-sloping on the long end, a sign 
that the bond markets are not predicting a recession. Prior to the 2000 dot-
com fallout and the 2008 Financial Crisis, we saw inversion between 10-year 
and 30-year yields. 
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Exhibit 1:  Yield Curve
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Exhibit 2:  Treasury Forward Curve

 � With the fed funds range currently between 1.50% and 1.75%, the Fed theoretically has six additional 
25bp cuts to stimulate growth and calm markets before the fed funds rate turns negative. Fed funds 
futures are currently forecasting a 25bp cut at the March 18th FOMC meeting, a cumulative 50bp cut 
by the June 10th meeting, and as much as a 75bp cumulative cut by the September 16th meeting. Other 
stimulus measures such as a tax cut or further quantitative easing could also be used if necessary. 
Shown below, Treasury forwards expect the yield curve to fall on the short end but then gradually 
shift upwards over the next four years, which suggests a positively sloped yield curve rather than an 
inverted one which typically precedes a recession.

 � The pace of new cases is decelerating in the country at the source of the outbreak. Yesterday (March 
1st), China reported only 202 new cases (the lowest since January 23rd), 42 new deaths (all in Hubei) 
and 2,837 new discharges as reported by the National Health Commission (NHC) of China. The 
number of global confirmed cases at mid-morning today stands at 89,736 while global confirmed 
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deaths stands at 3,067. 37% of people who contracted the disease have recovered, most without 
any major medical needs — just rest, fluids, and oxygen. It is also worth noting that many who have 
passed away were suffering from previous medical ailments prior to the coronavirus.

 � Large pharmaceutical companies are working in conjunction with the U.S. government. 42 days from 
identifying the structure of the virus, they have developed a trial vaccine that has begun animal 
testing.

OUTLOOK FOR INDIVIDUAL ASSET CLASSES 
As one would expect, the impact and outlook for each asset class varies based upon the underlying 
exposures, market drivers, and pricing dynamics. Equity and bond markets trade daily and have thus 
shown the most sensitivity, while alternative asset classes are priced more periodically and at this point 
have not shown much reaction to last week’s volatility. Our analysis starts with traditional asset classes — 
fixed income and equities — and finishes with alternative asset classes.

FIXED INCOME
 � What has happened in fixed income: The 10-year U.S. Treasury yield ended Friday at 1.13% (below 

its previous all-time low of 1.37%), down from its 1.88% value at the start of 2020.  Returns for fixed 
income are consistent with a flight to safety in which Treasury yields decline while credit spreads — 
particularly for below investment grade issues — expand:

 � The Agg returned 1.8% in February and 3.8% YTD;

 � Bank loans declined 1.4% in February and are down 0.8% YTD as bank loan spreads (3-yr life 
discount margin) widened from 456bp in January to 510bp in February;

 � High yield also dropped 1.4% in February and is down 1.4% YTD as high yield option-adjusted 
spreads widened from 390bp in January to 500bp in February;

 � Emerging market debt (hard currency sovereign JPM EMBI GD) returned -1.0% in February but is 
up 0.5% YTD as spreads widened from 315bp in January to 373bp in February;

 � Year to date, investment grade bonds have seen tremendous inflows, while high yield and bank 
loans have seen outflows as equity volatility rose.

 � How fixed income managers are positioning:
 � Core bond managers: Managers are generally remaining diversified across government bonds, 

corporate bonds, and securitized bonds. They are generally underweight industries with the 
greatest risk of deterioration such as energy, industrials, transportation, leisure and hotels; and 
are generally overweight financials and less-cyclical industries such as healthcare, which may 
benefit from a boost in inpatient admissions and drug sales. Certain core bond managers are 
extending duration to benefit from further rate declines.

 � Bank loan and high yield managers: Managers are generally underweight industries that could 
be directly impacted by travel restrictions, such as energy, hotels, leisure, travel services, and 
shipping. In addition, some bank loan managers are reducing their exposures to technology.

 � EMD managers: Managers are cutting exposure to oil-producing credits such as Brazil, Venezuela, 
Russia and Saudi Arabia, as well as quasi-sovereigns and corporates that are energy-related given 
the expected slowdown in global travel.
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 � Muni managers: Managers are generally overweight larger toll systems which are likely to be 
more resilient than smaller regional ones if quarantines are imposed and toll collections fall. 
Likewise, they are generally overweight larger states which are expected to have larger fund 
balances and greater flexibility than smaller states with smaller fund balances and less flexibility. 
They generally are bullish on local GOs and essential service bonds which have historically been 
more resilient to shocks. Lastly, they may be looking to pick strong hospital credits as inpatient 
admissions are expected to rise in affected areas, while also looking to pare down on airports 
and ports as air and sea travel may decline.

 � What to watch for in the coming quarters: If the outbreak worsens or does not show signs 
of stabilizing, the Fed may formulate and broadcast an intent to cut rates heading into its  
March 17th–18th FOMC meetings. Expect continued volatility if a rise in worldwide cases and deaths 
causes an overshoot in sell-offs driven by retail flight and algorithmic trading, pushing spreads wider 
and the yield curve down. If a vaccine is developed faster than expected or the growth rate of new 
cases declines, expect a rebound to tighten spreads and pull the yield curve up.

 � Strategies/sub-asset classes that would make the most sense for a few quarters of lower economic 
growth (and potentially a recession) and lower earnings: Trim some risk around the edges for fixed 
income portfolios. More specifically, reduce allocations to bank loans, high yield, and emerging 
markets debt and allocate to core bonds which provide more principal protection, liquidity, and 
limits plus sector exposure.

U.S. EQUITIES
Background:

 � Stocks were priced to perfection coming into 2020 and there was less room for error as fundamental 
drivers (i.e., earnings, economic growth, etc.) were needed to support higher prices and higher 
valuations. 

 � High valuations were a primary market risk heading into 2020. 

 � The initial market response to coronavirus was muted; however, once the virus spread around the 
world, markets quickly reacted. Sharp and broad market sell-off over the past few days.

 � This was the biggest weekly decline for the S&P 500 since 2008, declining 11%.

 � Friday, February 28th was the seventh straight day of declines; the longest losing streak since 2016. 
The VIX also reached a two-year high.

 � S&P 500 and DJIA fell by over 3% on Monday, February 24th — the largest daily decline in two years. 

 � S&P 500 is now 15% below its all-time high, which occurred on Wednesday, February 19th. 

 � Domestic equity returns are negative for the year. 

U.S. Outlook:
 � Potential for an economic slowdown/recession due to Coronavirus (COVID-19), which will affect 

economic growth and corporate earnings in a negative way. 

 � The S&P 500 index has an 11% revenue exposure to the countries where the CDC has announced to 
have widespread or sustained community transmission; the Russell 2000 index has 5% exposure. We 
anticipate material supply chain disruptions within these areas. Globally, the S&P 500 receives 38% 

https://www.marquetteassociates.com/research/coronavirus-roils-the-equity-markets/
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of revenue from outside of the U.S. Most of the Chinese revenue exposure can be attributed to five 
companies: Apple, Microsoft, Intel, Texas Instruments, and Chevron. 

Source: FactSet

Exhibit 3:  S&P 500 Direct Revenue Exposure Low but Higher Among Mega-Cap

Revenue Exposure
S&P 500 Russell 2000

China 5.78% 2.48%

Japan 2.81% 1.13%

Iran 0.21% 0.07%

Italy 1.05% 0.52%

South Korea 1.06% 0.54%

 Total 10.91% 4.73%

 � Throughout earnings season, companies have announced reductions to their future earnings 
outlooks.

 � This is an evolving situation. Thus far, the U.S. economy has been relatively insulated, but the longer 
the uncertainty persists around containment, the more damage will be done to economic growth 
prospects for 2020. 

 � Most of the impact to economic data will be seen during Q2. 

 � Supply disruption/shortages could lead to potential inflationary pressure that could harm equity 
valuations. 

 � The virus will affect travel/tourism (air, cruise ships), casinos (Macau), manufacturing (autos), 
commodities (basic materials, oil, etc.), and retail (supply chain, lower demand). 

 � The slowing economic effects could linger due to travel bans, cautionary behavior, and stigmas 
remaining in place. 

 � Historically, these kinds of events are temporary in nature, causing short-term disruptions but longer-
term are often negligible.  

Sub-Asset Class Outlook:
 � There should be safety in large-cap domestic stocks relative to their smaller-cap peers despite 

global exposure. Generally, large-cap companies have healthier balance sheets, increased access to 
capital, and diversified revenue streams.

 � Strategies overexposed to cyclical growth or deeper value strategies could be challenged as 
economic activity slows. Mega-cap growth (i.e. FAANG-type securities) could face valuation pressure 
and/or supply chain disruption from China. 

 � Pare back style tilts – deeper value companies may be challenged as global growth slows while high-
flying growth companies may decline given their higher valuations and slowing global growth.



6

 � Low Volatility strategies are attractive in the current market environment. Low volatility strategies 
are less exposed to deep value stocks and less exposed to high growth-FAANG type securities. In 
addition, relative to the broad market, low volatility securities tend to have less earnings variability 
therefore benefitting from an uncertain economic environment (i.e., low economic growth or 
recession).

NON-U.S. EQUITIES
Developed Markets

COVID Case Tracking: 
 � ITALY

 � 1,689 cases; 29 deaths (Source: WHO as of March 2nd)

 � 24 confirmed cases of the virus in 14 countries have been traced to Italy (Source: WHO as of March 2nd)

 � Italian outbreak is largely clustered in the northern region, Lombardy (Milan is closet major city) 
and Veneto. Both regions are on lockdown. 

 � The Austrian government released a travel warning for affected places in Lombardy and Veneto.  
There was intermittent train suspension.  Indonesia has also issued travel warning for Italy.

 � On February 24th, the EU commission announced a €232M aid package to “boost global 
preparedness, prevention and containment of the COVID-19 new coronavirus. Of this sum, €114M 
will support the World Health Organization (WHO), in particular the global preparedness and 
response global plan.”

 � JAPAN

 � 945 cases (including 706 from the Diamond Princess cruise ship); 9 deaths (as of March 2nd)

 � On February 26th, a Japanese woman from Osaka was confirmed as having COVID-19 for the 2nd 

time.  Cases of second positive tests have also been reported in China. 

 � On February 27th, Prime Minister Shinzo Abe urged the closing of primary/secondary schools 
nationwide. 

 � Represents 24.7% of MSCI EAFE, largest country weight.

 � Other countries with double-digit case numbers as of March 2nd

 � France: 100 cases, 2 deaths

 � Germany: 129 cases

 � Spain: 17 cases

 � Other countries with 10 or less confirmed cases: Belgium, Denmark, Finland, Greece, Israel, 
Netherlands, Norway, Sweden, Switzerland.

 � The global COVID-19 mortality rate is estimated to be approximately 2% (2.1–2.3%), which is a higher 
mortality rate than the seasonal influenza virus (typically less than 0.5%). But, the COVID-19 death 
rate is also much lower than the mortality rate for SARS (~4%) and MERS (north of 30%). 

 � United Kingdom: 20 cases

 � Canada: 14 cases

 � Australia: 23 cases
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Economic Ramifications:
 � On February 27th, Bank of America downgraded its global growth forecast, warning that the spread 

of coronavirus will lead to the first year of sub 3% growth since the financial crisis. It now forecasts 
world growth at 2.8% for 2020, down from the prior 3.1% estimate, which would represent the weakest 
year since 2009.

 � On March 2nd, the OECD cut its 2020 global growth rate to 2.4% from 2.9%:

 � Sharp declines in tourism, supply chain disruptions, weak demand and falling consumer confidence 
have forced economists to revise 2020 growth projections down to only 2.4% — lower than in any 
year since the financial crisis.

 � The forecast assumes the China-centered epidemic peaks this quarter and outbreaks in other 
areas “remain mild and contained.” If it proves longer lasting and spreads through Asia, Europe, 
and the U.S., the economic impact would be severe. Global growth in that case would be just 1.5%, 
with the possibility of recessions in economies including Japan and the euro area.

 � There are higher expectations for global central banks to act in response to coronavirus. However, 
most central banks are already constrained from an interest rate reduction standpoint.

 � After OECD’s announcement on March 2nd, the Bank of Japan and the Bank of England pledged 
action aimed at stabilizing financial markets and the Federal Reserve has opened the door to a U.S. 
interest-rate cut. The Group of Seven finance ministers will hold a teleconference on the crisis this 
week.

 � The Bank of Japan backed up Monday’s promise to help markets by offering to buy 500 billion yen 
($4.6 billion) of government bonds to provide liquidity.

 � Retail sales and supply chain concerns (auto/industrials/computer/semis) have caused earnings 
forecast revisions/reductions and profit warnings from many major multi-nationals.  

 � The list includes Diageo (U.K.), Danone (France), British Airways, EasyJet, Daimler, Continental, 
Finnair, HSBC, Standard Chartered, BASF (German chem giant), Cathay Pacific.

 � Germany specific:  More than 170 negative forecasts were issued by the 300+ businesses listed on 
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Frankfurt’s DAX according to research by EY. On average, German companies, including 10 of the 
12 leading auto manufacturers and suppliers, reduced their profit targets by 37%.

 � Anheuser-Busch InBev (Belgium), the world’s largest brewer, is forecasting a 10% decline in 1Q 
earnings due to coronavirus.

 � Budweiser APAC warns $285M decline in revenue in first two months of 2020 due to lost revenue/
profits from China.

 � The outbreak may reduce luxury sales by as much as 40 billion euros in 2020 and reduce pretax 
earnings by about 13%, according to the survey of 28 top executives undertaken by Boston 
Consulting Group and Sanford C. Bernstein.

 � Tourism industry is also being whipsawed by the coronavirus

 � French finance minister Bruno le Maire said fewer tourists are visiting France, about 30–40% less 
than normal. 

 � The International Air Transport Association estimated that Asian-Pacific carriers could lose an 
estimated $27.8B (€25B) in 2020.

 � Lufthansa, Germany’s largest airline, adopts cost cutting measures to offset economic impact of 
the coronavirus.

 � Global brands are announcing travel restrictions, canceled industry events, and instituted work from 
home measures.

 � L’Oreal (France) and Nestle (Switzerland) suspended travel for all employees through March.

 � British American Tobacco (U.K.) has implemented reduced travel measures for employees. 

 � On February 26th, Panasonic (Japan) required 2,000 employees at their central Tokyo office to work 
from home. Cosmetics brand Shiseido also put similar measures in place for its 8,000 employees 
until March 6th. 

Emerging Markets:
 � CHINA

 � China is the largest country in the EM index, constituting 34%. 

 � As mentioned previously, data shows a decrease in confirmed cases in China, however new cases 
outside of China have not yet peaked.

 � Coronavirus is expected to negatively impact China’s economic growth.

 � 2020 China economic growth estimates are down by 50bps in more positive scenarios and 
200bps in more negative scenarios.

 � The expected growth rate was 6%, so estimates now range between 4% and 5.5% for 2020.

 � KOREA

 � Korea has had the second largest number of cases, 4,212 through March 2nd. This represents more 
than 4% of the total reported cases. 

 � Korea is the third largest country weight in the MSCI EM Index, 11.6%. It is just behind Taiwan, 
11.7%.
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Outlook for Non-U.S. Equities:
 � Most experts expect a V-shape style recovery with a bounce back in the second half of the year.

 � As stated in our market preview, non-U.S. equities had elevated valuations with markets pricing in 
high expectations for earnings growth and economic growth. This created an environment with very 
little wiggle room for bad news and disappointing results. 

 � Therefore, a sharp decline in equities is unsurprising. 

 � Forward expectations:

 � During this drawdown, we expect U.S. equities to outperform non-U.S. equities and developed 
markets to outperform emerging markets.

 � Travel and tourism industries will struggle. 

 � The technology sector, the top performer in 2019, likely will struggle due to slowed economic 
activity and supply chain interruptions.

 � Healthcare sector may benefit from increased demand for diagnostic and other treatment devices.

HEDGE FUNDS
 � The average fund globally lost almost 3% gross last week through Thursday, pushing gross MTD 

returns to -2% vs the MSCI World Index which is down over 6%. 

 � Despite the S&P dropping over 10% in just 4 days it did not cause hedge funds to shy away as they 
were fairly large net buyers of North American equities.

 � Gross leverage fell 8% to 190% and net leverage fell 7% to 44%. 

 � The VIX has risen dramatically during the market selloff rising from 14.38 on Wednesday, February 18 
to close at 39.97 on February 28th.

 � The pop in implied volatility is way ahead of realized volatility. 10-day S&P 500 realized volatility is 
28% compared to the VIX trading at 40.

 � During the depths of Friday’s selloff, the VIX hit 49.48, its highest intraday levels since 2009, including 
the Volpocalypse in February 2018.

 � Option premiums are extraordinarily high: a 1-week expiry at-the-money S&P 500 put is trading for 
over 3.5%, versus a long-run average of 1%.

 � A 1-month expiry at-the-money S&P 500 put premium is trading for ~4%.

REAL ESTATE
 � Any broad hit to the economy will certainly impact the commercial real estate market; however, 

contracted leases will help smooth the impact of a down cycle. 

 � Certain areas of the real estate market will be impacted more than others such as hotels and 
entertainment as well as retail, particularly the luxury segment which is impacted more by tourist 
spending. 

 � Construction is also likely to be impacted as materials coming from overseas either slow down or 
stop for a period of time. 

 � Lastly, the pace of leasing could potentially slow down which would ultimately impact the state of 

https://www.marquetteassociates.com/research/2020-market-preview/
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Source: Security Capital Research and Management

Exhibit 5:  Long-Term Leases Drive Stable Income Return
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real estate. However, most leases are for periods longer than a year (see chart below) so assuming 
the coronavirus scare abates in less than a year, should not have a material impact on the asset class.

 � The cash flow portion of real estate which offers durable income will continue to be a critical part of 
a real estate investment and help provide protection in a down market. 

INFRASTRUCTURE: 
 � Investors should take comfort in portfolios with assets/investments that for the majority of holdings 

are contracted or regulated, which provide better downside protection

 � GDP-sensitive assets such as ports, airports, and toll roads will have a negative impact on performance 
as a result of less consumer spending, traveling, and business.

PRIVATE EQUITY
 � Due to the lag in private market reporting, it will be difficult for managers and investors to evaluate 

the impact of coronavirus on private market investments and markets.

 � U.S. investments are far better positioned than those focused outside the U.S. with the small buyout 
market remaining the most insulated with far less exposure to global markets.

 � If market volatility persists through the first quarter we would expect compelling opportunities to 
present themselves within the secondary market. 

 � Overlevered private equity-backed companies that are financially affected by the coronavirus face 
potential problems servicing debt, causing an increase in distressed companies.

 � As a result of the build-up in dry powder and uninvested money, managers have capital prepared for 
deployment, given attractive investment opportunities in these distressed companies. 

 � Most importantly, market uncertainty around the effects of the virus and the duration of the outbreak 
may limit access to the capital markets and cause a slowdown in M&A.
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PORTFOLIO GUIDANCE
Last week’s sharp sell-off was unprecedented in magnitude and speed. As history has shown, pandemic 
outbreaks like coronavirus have shown to be temporary in nature and not dilutive to long-term investment 
returns. While the number of cases and worldwide appearances of coronavirus exceed prior such 
instances, it is not prudent to radically alter investment portfolios. While investors may choose to trim 
some risk around the edges of their portfolios, precisely timing when to move in and out of markets based 
upon market sentiment related to coronavirus will most likely dilute portfolio performance and enhance 
administrative costs and therefore drag on returns. Though difficult to do in times of market stress, 
maintaining a disciplined rebalancing process and adhering to investment policy statements designed to 
achieve risk and return goals over long-term investment horizons is the best practice for investors to follow 
in this current market environment. 

https://www.marquetteassociates.com/research/rebalancing-position-paper/
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