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Conclusion

With March officially in the books, the following is a brief 
summary of what has transpired in the capital markets since 
our update early last week. As expected, the coronavirus 
has exploded across the U.S. and continued its spread across 
Europe as well. At the time of writing, the number of cases is approaching 
1 million worldwide and has exceeded 200,000 here in the United States. Stocks 
finished their worst quarter ever on Tuesday and volatility continues to haunt the 
markets. While the worst may still not yet be behind us, we hope that the growing 
number of shelter in place edicts and more consistent social distancing may help 
to stem the coronavirus outbreak across the world.  Please note that all return data 
in the following discussion utilizes the quarter end date of March 31st, 2020.
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FIXED INCOME
 � Core bonds returned -0.6% MTD and 3.1% YTD; Bank loans: -12.5% MTD 

and -13.2% YTD; High yield: -11.5% MTD and -12.7% YTD; Emerging markets 
debt: -13.8% MTD and -13.4% YTD.

 � The Fed initially committed to buying Treasury bonds and MBS in unlimited 
amounts on an as-needed basis. It has also added investment grade 
corporate bonds and municipal bonds on an unlimited, as-needed basis. 
Purchases of corporate bonds will be through ETFs so it can immediately 
own a large basket of bonds without having to pick individual companies to 
own. The Fed’s goal is to provide liquidity to the investment grade corporate 
bond market as well as the ETF market, as recent bond fund outflows have 
been driven by ETFs and further ETF outflows are expected in the near term. 
The Fed’s investment grade corporate bond ETF buying may then help with 
some upward price support to investment grade corporate bond ETFs and 
the singular bonds during outflows when prices tend to drop as a result of 
distressed selling. The Bank of Japan has already been buying equity ETFs 
and it has been rumored that as a next step the Fed may follow suit and 
begin purchasing equity ETFs to support stock prices. That said, the Fed is 
not expected to pursue purchases of high yield bonds, mostly because the 
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high yield bond market is much smaller than the IG corporate market. The Fed would have to view 
that dislocations in HY are spilling into broader dislocations in the IG/equity markets in order to buy 
high yield bonds.

 � On March 31st, the Fed announced a new facility called the FIMA (Foreign and International Monetary 
Authorities) Repo Facility to insulate the Treasury bond market from financial stresses abroad. The 
facility will allow foreign central banks to raise U.S. dollars without having to sell their Treasury bonds 
into illiquid markets. The ultimate aim is to alleviate Treasury market dislocations and upward pressure 
on yields. In this arrangement, foreign central banks would sell Treasury bonds to the Fed’s Open 
Market Account and commit to repurchasing them at a later date.

 � Bank loan spreads are currently at 974bp as of March 31st, off from their recent high of 1,275bp on 
March 23rd. High yield bond spreads are currently at 880bp as of March 31st, off from their recent high 
of 1,100bp on March 23rd. Emerging markets debt spreads are currently at 626bp as of March 31st, off 
from their recent high of 721bp on March 23rd. For all three of these sectors, the current spreads are 
towards the upper end of their historical ranges and have historically proven to be attractive entry 
points.

 � Fallen angels (investment grade bonds downgraded to sub-investment grade) have exceeded $100 
billion so far this year, with the two largest being Ford Motor Credit and Occidental Petroleum. 
Others include Kraft Heinz Foods, Macy’s and Marks & Spencer. This $100 billion mark in just three 
months’ time is already a record in annual terms, but the investment grade bond market is five times 
bigger and the sub-investment grade market is two times bigger than it was in 2005, when the last 
spike in fallen angels happened, so the larger size of today’s markets may serve to absorb some of 
this effect. However, more are expected to come as a result of the economic fallout.
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Fallen Angels Expected for Rest of 2020
Source: J.P. Morgan

Exhibit 1:  Fallen Angels

 � Defaults for both bank loans and high yield bonds are picking up but still remain low compared to 
previous crises. Based on par amounts, the bank loan default rate reached a peak of 7.5% in the 
tech crisis and 14.2% in the housing crisis, but is only 1.9% right now (though rising); the high yield 
bond default rate reached a peak of 10.2% in the tech crisis and 11.0% in the housing crisis, and 
is only 3.4% right now but it is also rising. Key names that have defaulted so far this year include 
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Frontier Communications, Pier 1 Imports, and Phillips Pet Food. Defaults will lag downgrades, and 
bankruptcies will lag defaults. We expect defaults to rise to previous crises’ levels as the economic 
slowdown due to the shelter-in-place policies will hinder issuers’ abilities to pay their debts.

 � GDP forecasts by the major banks currently show a major decline in 2Q as disappointing as -43.4%, 
but most show a rebound in 3Q and a return to normalcy in 4Q:

U.S. EQUITIES
 � The S&P 500 took a welcomed turn the week of March 23rd,  rallying 10.3%. The market rose in three 

of the five days last week, including the first back-to-back positive days in more than a month. This 
includes at 9.4% gain on Tuesday the 24th, the 9th-best day for the S&P 500 on record. The S&P 500 
seemingly hit a bottom on March 23rd, dropping 33.9% in 23 trading days from the all-time high on 
February 19th. Since the bottom, the market has rallied 15.5%. This puts the S&P 500 at a -12.4% return 
for the month and -20% year-to-date. 

 � Daily price volatility was extremely high in March. In 21 trading days, 19 days posted moves in-excess 
of 1%. The average daily price move in March was 4.7%, compared to 0.57% in 2019. Positively, the VIX 
Index, a sentiment tool used to measure fear in the market, has been in steady decline since hitting 
an all-time high March 16th of 82.7. The VIX finished the month at 53.5 but remains well above its 20-
year average of 19.5.

 � The Russell 2000 index rebounded last week with a return of 11.6%. The small-cap index rose four 
days during the week. Since hitting its all-time high on August 31st, 2018, the Russell 2000 is down 
33.8% as of quarter-end. As of the March 18th close, the index had fallen to a low of 43.1% 

 � During March, the Russell 2000 index fell by 21.7%. March 2020’s return was the second worst monthly 
return in the index’s history. Only October 1987 was worse, when the index fell by 30.6%. Year-to-
date, the index is down 30.6%. 

Source: Individual banks as of March 31, 2020; quarterly figures are quarter-over-quarter seasonally adjusted annualized rates

Exhibit 2:  U.S. GDP Forecasts (%)

Firm 1Q 2Q 3Q 4Q 2020 (YoY)

JP Morgan -10 -25 11 7 -5.3

Goldman -9 -34 19 12 -6.2

TD -3 -25 15 0 -3.5

BofA 0.5 -12 3 4 -0.8

Barclays -0.5 -7 0 1 -0.6

MS – Bull -2.4 -22.8 35.3 9.1 -0.3

MS – Base -2.4 -30.1 29.2 3.3 -3.0

MS – Bear -2.4 -43.4 -3.6 29.1 -8.8

Capital Econ 0 -40 17 22 -5.5

DB -2.3 -34 19.7 11.1 -3.8

Nomura     -9.0

UBS     -1.0

Citi -0.5 -12 7.3 5.6 -0.5
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 � Low volatility strategies have protected in this recent downturn relative to their broad market indices; 
however, downside protection was much less than hoped for. The sharp down moves in the market 
during March caused virtually all stocks to move in lock step. Similar short-term effects occurred 
during the GFC and are expected to normalize as volatility declines.

 � Year-to-date, the S&P 500 Low Volatility index returned -18.97% vs. the S&P 500’s return of -19.6% 
(protection of only 63 bps). Year-to-date, the MSCI World Min Vol index returned -15.56% vs. the 
MSCI World’s return of -21.05% (protection of 5.49%). The S&P 500 Low Volatility index had an 
especially difficult time during March, experiencing its worst returning month in its history dating 
back to December 1990. The MSCI World Min Vol index also logged two record breaking months 
during February and March 2020, experiencing its second and third worst months in history. Only 
October 2008 produced a lower return for the MSCI World Min Vol index.  

 � Growth has continued to outperform value across the capitalization spectrum through the month, 
with the Russell 1000 Growth outperforming the Russell 1000 Value by 7.3%; the spread is more than 
12% for the year-to-date period. Within small-cap, growth is outperforming value by 5.6% MTD and 
9.9% YTD. Growth continues to attract investors relative to value in this bear market environment, but 
when the economic outlook becomes more clear, value usually outperforms (i.e., deep value rally). 

 � Large-cap stocks outperformed their riskier small-cap peers for the month and year by 8.5% and 
10.4%, respectively. Small-caps traded at a substantial relative discount to large-caps before the 
market correction and that valuation spread has only further widened over the month. Sentiment 
around economic sensitivity remains very poor, so it makes sense to see small-cap (with greater 
economic sensitivity) underperform larger-cap and to see cyclical sectors underperform defensive 
and growth areas as economic and earnings forecasts are severely revised downward.

 � Valuations have compressed. The forward P/E for the S&P 500 finished the week at 15.8x, a decline 
of 7.7% since the end of February. The S&P 500 now trades below its 20-year average of 16.7x. While 
forward earnings are substantially lower than at the end of February, they still remain above the 
average 10x–14x where we see equity markets bottom. Please note that we expect valuations to 
possibly increase in the short-term as earnings estimates are revised lower. This may lead to further 
multiple contraction as investors get more clarity on the economic environment. 

 � From a valuation and sentiment perspective, small-cap is the most attractive, but it does carry added 
risk. Within small-cap, value is particularly hard hit. A wave of bankruptcies in small-cap energy 
is expected, over-levered balance sheets are being highly scrutinized, and the lasting effects to 
consumer discretionary have yet to unfold so the space remains risky in the near term. 

 � The worst performing S&P 500 sectors (for the month of March): Energy (down 34.8% MTD, down 
50.5% YTD), Financials (down 21.3% MTD, down 31.9% YTD), and Industrials (down 19.2%MTD, down 
27.1%YTD). Lower energy prices and interest rates (although banks are well capitalized and will play a 
key role in supporting the economy) continue to weigh on Energy and Financials, respectively.

 � The best performing S&P 500 sectors (for the month of March): Consumer Staples (down 5.4% 
MTD, down 12.7% YTD) and Utilities (down 10% MTD,  down 13.5% YTD) as investors search for 
high yielding, low volatility areas of the market. Health Care (down 3.8% MTD, down 12.7% YTD) 
and Information Technology (down 8.6% MTD, down 11.9% YTD) also outperformed on expected 
earnings resilience and vaccine hopes.
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NON-U.S. EQUITIES
YTD Market Performance
 � Given the increasing number of COVID-19 cases in the Eurozone (mainly Italy and Spain) — a critical 

component of the developed international market — the MSCI EAFE index has faced extreme 
downward pressure the first three weeks of March.  However, with the introduction of multiple fiscal 
and monetary policies globally, there were a few days of green-shoots before month-end. On an 
MTD basis, MSCI EAFE returned -13.4%, bringing the YTD return to -22.8%.

 � With the rout of extreme volatility and onslaught of fiscal stimulus packages this month, developed 
international markets edged out emerging markets, with the MSCI Emerging Markets Index posting 
-15.4% MTD.  Emerging markets also trailed developed on a YTD basis by a mere 80 bps, posting 
-23.6%. 

 � Within developed international markets, growth continued to outperform value on a YTD basis 
(-17.5% for MSCI EAFE Growth versus -28.2% for MSCI EAFE Value) as economically sensitive sectors 
like Energy and Financials faced extreme downward pressures.  Small-caps lagged their larger peers 
by 470 basis points, with the MSCI EAFE Small Cap posting -27.5% YTD.

 � From peak to trough (1/25/18–3/23/20), the MSCI EAFE index posted -34.1%.

 � The industrial corridor of the Eurozone — Germany and parts of Italy and France — has been 
considerably impacted by the virus and shelter-in-place measures, with news of major auto 
producers like VW, PSA, and Fiat Chrysler, closing plants. Airbus has also halted production.

 � Early composite PMI reads for Eurozone, Japan, and U.K. show a steep decline in productivity, 
driven by large declines in both the services and manufacturing sectors.

 � Eurozone Composite PMI: 31.4 for March Flash, from 51.6 in February 
 � Japan Composite PMI: 35.8 for March Flash, from 47.0 in February 
 � U.K. Composite PMI: 37.1 for March Flash, from 53.0 in February 

 � Manufacturing PMIs fell across the developed markets.

 � Eurozone Manufacturing PMI:  44.5 for March, from 49.2 in February 
 � Japan Manufacturing PMI:  44.8 for March, from 47.8 in February 
 � U.K. Manufacturing PMI:  47.8 for March, from 51.7 in February 

 � Of the large developed market players, Japan held up well given current market conditions, 
returning -7.0% MTD and -16.6% YTD. This is largely due to its proactive COVID-19 containment 
and contact tracing efforts, despite having the Diamond Princess cruise ship docked in its port.

 � As a reminder, the largest countries in the MSCI EAFE Index (as of February 28th, 2020) were 
Japan (24.7%), United Kingdom (15.6%), France (11.3%), Switzerland (9.8%), and Germany (8.6%).

 � Additionally, within emerging markets, small-cap stocks are also underperforming their larger-cap 
peers by 780 basis points, with the MSCI EM Small Cap posting -31.4% YTD.

 � From peak to trough (1/26/18–3/23/20), the MSCI Emerging Markets index posted -37.2%.

 � There is a large dispersion in returns between Asia and the rest of EM. 

 � Brazil and Russia have been hit particularly hard. This is not surprising given their connection to oil 
prices.

 � China has held up well on both an MTD and YTD basis, posting -6.6% and -10.2%, respectively.

 � China has seen its peak in daily new cases and has begun the recovery process for its economy.
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 � China’s composite PMI reading rebounded from a record low 35.7 in February to 52.0 in March. 
Manufacturing PMI has also rebounded from a record low 40.3 in February to 50.1 in March. 

 � This could be a signal that when we see the number of new cases slow in Europe and America, 
we will start to see better market performance. 

 � China (36%) is the largest country in the EM index.

Fiscal and Monetary Policy Comments:
 � ECB Monetary Stimulus Measures:  Asset purchases, rates remain negative

 � On March 18th, the European Central Bank (“ECB”) announced a €750B ($820B) Pandemic Emergency 
Purchase Program, where they will be purchasing private and public sector securities under the 
existing asset purchase program. This is on top of the March 12th announcement, which amounted 
to a €120B ($130B) asset purchase commitment. That totals $950B of asset purchases that will run at 
least until end of 2020 and potentially beyond.

 � The ECB will consider dropping the 33% issuer limit. The ECB will widen eligible assets to include 
non-financial commercial paper.

 � The ECB’s main interest rate remains unchanged at 0% and its deposit rate unchanged at -0.5%. 

 � Eurozone Fiscal Measures:  Individual EU member states have also kicked fiscal spending packages 
up a notch, with several escalating prior measures to mitigate the economic effects of the pandemic.

 � On March 25th, Germany announced a €750B ($810B) stimulus package to combat the epidemic. The 
package will be financed by new debt. The country has not taken on new debt since 2013. 

 � On March 17th, France announced a €45B ($48–49B) package that included social security tax cuts, 
unemployment benefits, and funds to help small businesses and other hard-hit sectors of the 
economy. France will also guarantee bank loans up to €300B ($320B).

 � On March 17th, Spain announced a €200B ($220B) rescue package, in addition to the €14B package 
announced a week prior. This total package represents nearly 20% of Spain’s annual economic 
output.

 � On March 10th, the Italian government pledged €25B ($28.3B) to combat the epidemic, up from 
€7.5B announced a week prior.

 � UK Stimulus Measures: Rate cuts, asset purchases, and fiscal spending

 � On March 20th, the U.K. government announced another round of fiscal measures, including payroll 
grants for companies, an increase in safety net tax credits, support for renters, and deferring the 
next quarter of value added tax.

 � On March 19th, the Bank of England (“BOE”) cut interest rates to a record low 0.1%. This 15 basis 
point cut comes roughly a week after the BOE dropped rates to 0.25% on March 11th, which was a 
half point rate cut at that time. 

 � The BOE also added an additional £200B ($230B) to its asset purchase program, now totaling £645B 
($740B). The increase will include corporate asset purchases and not just government assets. 

 � On March 17th, the U.K. Chancellor announced a loan program for companies starting at £330 
($400B), which is equivalent to 15% of U.K. GDP.

 � On March 11th, the U.K. also announced a £30B ($37B) emergency boost to fiscal spending.
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 � Japan Stimulus Measures: Buying into the market

 � On March 28th, Japan’s Prime Minister stated, “We will lay out a stimulus package of unprecedented 
size that will exceed the one compiled after the Lehman crisis.” The package is expected to include 
fiscal, monetary, and tax measures and be announced in early April. 

 � On March 16th, Bank of Japan (“BOJ”) announced a significant increase in QE, pledging to double 
the amount of ETF purchases, from $56B per year to $112B per year. BOJ also pledged to double 
the amount of purchases of real estate trust funds to $1.6B per year, as well as increase purchases of 
corporate bonds and commercial paper. It also announced a new program of 0% interest loans to 
increase lending to businesses hurt by the virus. 

 � On March 11th, the BOJ passed a second small business loan package, $15B. The first small business 
loan package in response to COVID was passed in February, for $4.6B.

 � BOJ kept its short-term interest rate target unchanged at -0.1%.

 � Emerging Markets: Rate cuts and fiscal spending

 � The People’s Bank of China (“PBOC”) has implemented several policy measures aimed at providing 
monetary stimulus. It has cut several key interest rates including its reserve requirement ratio on 
March 13th to encourage bank lending. On March 30th, the PBOC announced a surprise cut to its 
7-day reverse repo rate. The 20bps cut was the largest in nearly five years. Markets expect further 
cuts as well as a large spending package.

 � On Feb 16th, the PBOC cut the one-year medium-term lending facility rate by 0.10%.  It followed this 
up by cutting one-year and five-year prime rates by 0.10% and 0.05%, respectively.

 � On Feb 3rd, the PBOC expanded reverse repo operations by $174B, adding to the $71B announced 
on Feb 4th.

 � Brazil cut interest rates to an all-time low, 3.75%. It also announced a $30B fiscal stimulus package 
on March 16th.

 � Taiwan is rolling out a $1.99B stimulus package to combat the negative impacts of the coronavirus.

 � South Korea implemented a 50bps emergency rate cut, moving to a record low of 0.75%. The country 
also plans to launch a $9.8B stimulus package in response to the outbreak.

 � India announced a $22.5B spending plan on March 26th to help the country’s poor survive the 
nationwide shutdown caused by the pandemic.

CONCLUSION
Until the coronavirus outbreak is truly contained — which at this point may require the development and 
roll-out of a vaccine — markets will continue their wild ride.  Elevated volatility is expected, and debate has 
already begun regarding if we have truly hit a market bottom. Of course, no one will truly know the answer 
to that until after the fact. Therefore, investors are encouraged to remain patient and not overreact to daily 
swings in the market. As has been the case over the previous six weeks, this is a rapidly evolving situation 
from both a health and investment perspective and we will continue to share updates with our clients as 
developments necessitate.
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