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Memorandum 

To:    BCA Clients and Friends 
From:    Sid Nadkarni, BCA CIO 
Date:    April 2, 2020 
Subject:   Updated Market Events Since Our March 16th memo 
 
 

UPDATE OF MARKET EVENTS (Since our previous March 16th Memo) 

A lot of has happened with the spread of Coronavirus (COVID-19), its effect on the global economy and 
financial markets since our recent note of March 16th.   We’re striving to stay abreast and to brief you on 
events and our views as this fluid landscape rapidly evolves. 

Chaos from March 16th through March 23rd 

Since our previous memo to clients on 3/16, most risk assets (equities and credit) initially fell further 
through March 23th with credit market dislocations, especially rampant and daily volatility reaching record 
highs.  The month of March had the highest equity volatility in record history!  Credit spreads across asset 
classes rapidly widened, approaching global financial crisis levels.  Even traditional safe havens such as U.S. 
Treasury and Municipal bonds experienced losses as liquidity evaporated from the credit markets.    
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Rapid Recovery from March 23rd through March 31st 

Forecasters have slashed estimates for US and global GDP for Q1 / Q2, with the world likely to enter a 
global recession through Q2.  Despite this, both equities and credit have rallied significantly off their March 
23rd lows as several positive datapoints / catalysts emerged (despite continued increases in COVID-19 cases 
and deaths).  Even after the recent 16% equity rally, valuations in risk assets (as of this writing) are still 
compelling for those with a long-term viewpoint.  Nevertheless, calling a precise bottom is unrealistic - the 
ultimate duration and economic impact of the Coronavirus is still unknowable.   Safe-haven asset 
(government bonds) yields and valuations have reached uncompelling levels (especially for fixed income 
assets), with Treasuries now yielding between 0%-0.7% across short-term to ten-year maturities.   

Specific positive datapoints / catalysts that have emerged since March 23rd include: 

 Federal Reserve Actions:   The Fed massively intervened to ensure liquidity and orderly financial 
market functioning, especially within the credit markets.   Specific major actions taken include: 

o Cutting the Fed fund rate to 0%-0.5% (levels not seen since the financial crisis)  
o Injecting liquidity by directly buying a variety of fixed income securities including treasuries, 

mortgage-backed securities, municipal bonds, investment grade corporate bonds and fixed 
income ETFs 

o Actively communicating that the scope of quantitative easing is unlimited (essentially 
signaling a whatever it takes to solve the crisis approach) 

o In the first week since initiating the new asset buying program, the Fed bought over $625bln 
of assets vs $600bln over the first six months of the Global Financial Crisis! 

o The Fed’s actions quickly reversed liquidity crunches and forced-selling in the fixed income 
markets  

 
 $2.0 Trillion US Stimulus Plan (10% of annual GDP) - As the sheer scope of the pandemic from 

both a health and economic standpoint became apparent, Congress put aside its partisan bickering 
and passed comprehensive stimulus legislation in record time.  This bold stimulus plan is 
significantly larger than the $830 bln fiscal stimulus passed during the Financial Crisis and is highly 
diversified across a variety of recipients.  Key components include: 

o $604bln for individuals, $377bln for small businesses, $340bln for state / local governments, 
$180bln towards public health services and $500bln directed towards large-mid-size 
businesses  

 Of the $500bln, the plan provides $450bln to the Fed in a lending-facility that could 
be leveraged by financial markets by 10x, increasing the total lending capacity to 
$4.5 trillion (massive). 

o This plan is highly directed towards “Main Street” and will provide households with direct 
cash payments and small businesses with forgivable loans if they maintain employment 
through June.  

o Discussions around further stimulus are already beginning and may include infrastructure 
buildouts.    
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 Initial signs of positive news regarding COVID-19 cases.  While COVID-19 cases and deaths have 
increased to over 850,000 cases and 41,600 deaths globally(as of a few days ago), some 
encouraging signs may be beginning to emerge.   

o The rate of new case growth is beginning to decline across many European countries 
including the hard-hit Italy as well as in the Netherlands and Germany.   This declining rate 
(flattening of the curve) suggests that social distancing / lockdown measures employed are 
working and that virus curves may follow paths seen in China / Korea.  If this continues, new 
cases could begin to decline within one to two months. 

o Fortunately, the US is behind Italy in terms of the spread of COVID-19.   However, even 
within the US, encouraging areas of possible “curve flattening” in areas such as California, 
Washington State and even New York are beginning to emerge.   Testing is increasing 
rapidly, which should enable better identification and screening. 

o Uncertainty is paralyzing, so public health officials, private businesses and yes, investors – 
really everyone – are seeking signs of how long economies will remain shut and when an 
economic recovery can begin to emerge.  
    

Economic Disruption – GDP Declines and Unemployment 
 
Attempting to estimate the duration and magnitude of the economic disruption is practically impossible 
at this stage.   Increasing numbers of American states have increased stay-at-home measures with non-
essential businesses closed (roughly 80% of the US population is now facing stay-at-home restrictions).  US 
and European services industries have been closing throughout March.  Emerging markets have seen a 
rebound in China data in March following the sharp disruption in Q1 caused by the Wuhan / Hubei province 
closures.  

 Economists have significantly lowered their estimates for US GDP.  Current consensus estimates are 
for negative Q/Q GDP growth in Q1, followed by a huge -15% to -30% decline in Q2, with recovery 
then seen in the back half of the year (assuming the virus is contained by early summer) – but these 
are still highly uncertain.   Both the US and Europe will enter into a sharp recession.   The central 
economic questions at this time are the timing, pace, and magnitude of the economic recovery.   

 Initial unemployment claims in the US rose to a record high 3.3 million for the week ended March 
21st and 6.6 million for the following week.   To put these numbers in context, weekly claims were 
at 282K recently and the all-time previous high was 695K on Oct 2, 1982.   While sharp increases in 
unemployment claims are now expected, to repeat, what really matters is the duration that high 
unemployment remains and the pace of employment recovery once the virus is under control.   If 
effectively deployed, the stimulus should mitigate employment losses going forward and hasten 
the recovery.  Bankrupt businesses often don’t reopen. 
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Equity Markets Peformance – End of Q1 
 
Global equity markets generally declined in the high-teens to mid-twenty percent range over the first 
quarter of 2020, more than giving up 2019 gains (see table below) 

 Pre Covid-19 through February 19th: markets were modestly higher as investors anticipated an 
improving macro growth trajectory coupled with accommodative monetary policy. 

 However, over the next month, equity markets declined more than 30% (the fastest one month 
decline in history) as COVID-19 spread into Italy and then the US. 

 Volatility reached extreme levels – several days had performance swings of 10% either direction 
intra-day!    

 Markets staged sharp rallies of 15%+ following the trough on March 23rd coupled with positive 
data about Fed actions, stimulus packages, and a modest flattening of the virus curve. 

 Valuations are now approaching 2018 year-end levels which could prove attractive long-term, 
assuming the virus is brought under control over the next few months and assuming stimulus funds 
are effectively deployed. 
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Fixed Income Performance – End of Q1 
 
Treasuries were the only fixed income asset class delivering positive returns YTD.  Similar to equities, riskier 
fixed income assets (credit and EM bonds) declined substantially through March 23rd.  Liquidity fears 
became increasingly prevalent throughout fixed income until March 23rd with widening bid-ask spreads 
and a sharp reduction in volume / new issuance.   Even high-quality municipal bonds and investment-
grade corporate credit experienced sharp declines, with investors facing margin calls selling liquid high-
quality assets first.   On March 23rd, the FED stepped in with large-scale asset purchases and other liquidity 
enhancements leading to a rally throughout fixed income to close the quarter.  Investment-grade bond 
issuance has picked up substantially since.  Despite all of that, the system is still stressed out of concern 
over the drastic economic slowdown. 

31-Dec Feb 31-Mar 12/30/18 12/31/18 12/31/19 12/31/19 2/19/20 3/23/20
2018 2019 2020* 3/31/20 12/31/19 3/31/20 2/19/20 3/23/20 3/31/20

US Large Cap (S&P 500) 14.3x 19.1x 15.0x 4.9% 30.7% -19.7% 5.1% -33.8% 15.6%
US Small Cap (Russell 2000) 18.9x 25.5x 19.7x -12.9% 26.2% -30.6% 1.6% -40.6% 15.1%
Europe Stoxx 600 12.2x 15.5x 12.6x -14.5% 25.7% -24.3% 0.5% -35.2% 16.6%
Japan Topix 11.1x 13.5x 11.4x -11.9% 19.3% -16.8% -4.9% -22.7% 13.2%
MSCI EAFE 12.0x 14.9x 12.7x -5.8% 22.0% -22.8% -0.8% -32.7% 15.6%
MSCI Emerging Markets 10.5x 12.9x 11.0x -9.5% 18.4% -23.6% -0.9% -31.7% 12.0%

MSCI ACWI 12.9x 16.8x 14.0x -0.5% 26.6% -21.4% 2.7% -33.6% 15.3%

Russell 1000 Value 12.6x 15.6x 12.0x -7.3% 23.2% -26.7% 1.2% -38.2% 17.1%
Russell 1000 Growth 18.0x 24.6x 19.2x 17.2% 36.4% -14.1% 9.3% -31.4% 14.7%

2019 gains wiped out by 2020 losses YTD across most markets
Markets declined by over 30% in one month
followed by a 15%+ recovery in one week
Historic Volatility!

* Based on consensus estimates (earnings likely to be revised downward meaning true multiples are higher)

Equity Indices - Characteristics and Performance (As of 03/31/2020)

Total Returns (%) - USD CumulativeNTM P/E Ratios
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WHEN WILL THE EQUITY MARKET BOTTOM? 

Stock markets are forward-looking in nature and price-in anticipated future outcomes.  In previous 
recessions, stock markets bottomed well in advance (typically 1-3 quarters) of company earnings and 
fundamentals.   Typically, markets bottomed once catalysts emerged that reduced uncertainty about “long-
lasting” worst-case systemic outcomes.    During the 1990-1991 recession, markets began recovering once 
the US pulled soldiers out of Kuwait.  During the Financial Crisis of 2008, markets began recovering once 
the government crystallized a bailout of the important insurer AIG (had it failed like Lehman, AIG could 
have brought down the entire financial system).   In our view, markets will go through the following three 
phases over the next several months: 

 
Phase 1:  Continued volatility until a bottom is reached, followed by quick sharp rally 

 Virus case-count growth rates - This phase will be dominated by news regarding the spread / 
containment of the virus.  Economic data and company earnings will be terrible as April / May 
statistics begin to be released.   However, the market is already anticipating this and will focus on 
whether the virus spread is slowing.   The key metrics to watch are case count growth and / or 
whether there is any success with anti-viral or antibodies testing.   Once the case count growth 
definitively slows, this will serve as the catalyst for market recovery as the systemic unknown risk 
dissipates.  Following this, we would expect an initial sharp rally (for the S&P – potentially back to 

30-Dec 31-Dec 31-Mar 30-Dec 31-Dec 31-Mar 12/30/18 12/31/18 12/31/19 12/31/19 2/19/20 3/23/20
2018 2019 2020 2018 2019 2020 3/31/20 12/31/19 3/31/20 2/19/20 3/23/20 3/31/20

US Treasury 2.6% 1.8% 0.6% 15.6% 6.9% 8.2% 2.3% 5.4% 0.4%
US Muni Bonds* 2.7% 1.8% 2.0% 6.9% 7.5% -0.6% 2.0% -9.4% 7.6%
US Corp IG. 4.2% 2.8% 3.4% 154 93 272 10.4% 14.5% -3.6% 2.7% -12.3% 7.0%
US Corp. HY 8.0% 5.2% 9.4% 526 336 880 -0.2% 14.3% -12.7% 1.2% -20.8% 8.9%
EM - HC 6.8% 4.7% 6.9% 445 291 626 -0.4% 15.0% -13.4% 2.3% -20.7% 6.7%
EM - LC 9.3% 5.9% 5.1% -6.3% 10.1% -14.9% -0.9% -18.0% 4.8%

US Agg. Index 3.3% 2.3% 1.6% 8.4% 3.4% 2.7% 2.0% -1.6% 2.4%

* Muni bond yields are after-tax;  pre-tax equivalents are 4.5%, 3.0% and 3.3% resp.

Fixed Income - Characteristics and Performance (As of 03/31/2020)

Yield Total Returns (%) - USD CumulativeSpread (bps)

Only Treas. delivered + perf. in both 2019 
/ YTD 2020;  credit & EM have given back 
2019 gains.

Credit and even muni bonds 
declined sharply in a liquidity 
crunch through 3/23 before 
rallying into month end
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the 2,800 level).  Despite this description, we expect considerable noise and uncertainty as these 
indicators unfold – and this could take longer than many expect. 

o To be clear, calling a precise bottom is futile as short 10%-15%(+) rallies in bear markets are 
common before retreats to previous / new lows.    Hence, we recommend dollar-cost 
averaging where clients seek to add risk assets while awaiting the catalyst of a definitive 
slowing of COVID-19. 

Phase 2:  Pause and Digestion – Tug-of-War as the market weighs the economic damage vs. mitigation 

 Examination of Unemployment Levels / Defaults and Stimulus – During this phase (our guess 
is perhaps late Q2 / Q3), we would expect a pause in the market’s initial sharp rally.  Investors will 
ascertain the extent of the economic damage, the expected effect on consumer and business 
spending (both past and future), and the impact on corporate earnings.  Questions will be asked 
such as 1) at what level does unemployment peak, 2) how many small businesses were permanently 
closed, and 3) what are the level of defaults by borrowers and who bears the costs?  Finally, investors 
will examine the effectiveness of the stimulus – i.e. how quickly were checks disbursed to individuals 
and did the loans prove effective in keeping businesses afloat and maintaining employment.   While 
the economic damage will be massive, the level of stimulus and other mitigants is also 
unprecedented.  These competing forces should lead to uncertainty and debate about the pace 
and magnitude of economic / corporate earnings recovery. 

o Investors should expect very little guidance from corporations with regards to earnings 
forecasts.   Most corporations are increasingly pulling 2020 guidance due as they cannot 
predict the duration of virus-induced shutdowns.  There are no comparable precedents for 
this pandemic. 

Phase 3:  New Business Cycle – Multi-Year Equity Market Rally 

 Earnings Recovery and Scope / Length of Upcycle – As mentioned earlier, markets are forward 
looking.   Once people return to the workforce and a semblance of normalcy returns post deep-
freeze, investors will assess the potential for an S&P 500 earnings rebound in 2021 and beyond.   
The virus abruptly halted the eleven-year business expansion following the 2008 crisis.  We are very 
likely now in short but extremely deep recession, setting the stage for a new business cycle to 
emerge.   US corporate earnings recovery could be relatively swift, since the economy was in good 
shape prior to the deep-freeze and banks extremely well capitalized.   Furthermore, interest rates 
are at rock-bottom levels and the level of fiscal stimulus is unprecedented.   The Fed / government 
will also be extremely hesitant to remove these measures, lending further support to a burgeoning 
multi-year new economic cycle.  No precedents, but some reference points: 

o Equity markets rallied almost 400% from March 2009 through Feb 19, 2020 (last cycle), an 
annualized return of almost 15.7%. 

o Similarly, equity markets roughly doubled from Feb 2003 through Oct. 2007 (following the 
2001-2002 recession), again generating an annualized return of 15.3% 

o Corporate executives are increasingly anticipating this recovery as insider buying has 
reached the highest levels since early 2009  
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UPDATED VIEWS ON ASSET ALLOCATION 
 
In a nutshell, we are positive on a long-term basis towards equities and alternatives (hedge funds); we 
estimate that expected LT returns for both asset classes have appreciated by 150bps-250bps (1.5 to 2.5 
percentage points) annually since the selloff.  We do not recommend taking credit risk at this stage, 
although that could change if credit-exposed asset values were to decline appreciably in a liquidation-
based forced selloff.   Rather, we look to utilize cash / fixed income as ballast and dry powder for 
opportunistic investments that we expect to develop.  We continue to recommend that investors maintain 
a long-term orientation where possible and not adopt an overly tactical mindset that is susceptible to the 
unusually uncertain times we face. 

Cash  Maintain adequate reserves to capitalize on potential further disruption 

Equities  Our 7-year return outlook for nominal annual returns has improved to 7.0%-8.5% 
from 5%-6% at the beginning of the year.  

 For those adding to equities, we recommend using dollar-cost averaging into 
equities (based price limits or time) over the next few months as the S&P could 
potentially decline another 30% before ultimately rallying.    

 Based on investor risk tolerance, we would recommend a barbell approach 
delivering strong absolute risk-adjusted returns      

o Allocate larger capital amounts towards equities that are industry leaders 
across sectors such as technology, industrial, healthcare and business 
services.  Common traits include strong balance sheets, secular growth 
characteristics, high free cash flow and return on capital.   These stocks 
may not rally as furiously but could still deliver 40%-50% upside against 
15%-20% downside over the next 12-18 months, in our view. 

o Allocate smaller capital amounts towards select consumer discretionary, 
industrial and financial sector equities that have been priced as if their 
earnings are permanently impaired and / or they may not survive the 
downturn.   We believe several stocks exist in this category (babies being 
thrown out with the bathwater), offering upside potential of 75%-150% 
against downside potential of 40%-60%.  Active management should be 
more effective in these sectors. 

 Our recommended orientation to higher quality may trail market indexes as 
“beat-up” value names could outperform during initial phases of a sharp rally.  
However – we focus on risk-adj. returns.      

 Biased in the shorter-term towards US vs. international regions. 

Fixed 
Income 

 Investment in short-duration high-quality US treasuries (essentially cash 
equivalents).  If interest rates rise, add duration in a laddered approach 

 Selective investment in high-quality AAA municipal bonds of well-funded states 
if credit market dislocations reemerge.   
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 At this point, avoid investing in risky credit or emerging-market debt, preferring 
to orient risk budgets towards equities (investors have a longer-term horizon) 

o However, if certain assets such as leveraged loans experience dislocation 
and retreat to mid-March pricing, we would advocate substituting some 
equity risk with extremely high yielding credit risk. 

Alternatives  Strategies that run tight net exposures and are not overly exposed to equity / 
credit market movements (such as long / short credit and global macro hedge 
funds). 

 Well-diversified portfolio of different managers, each offering strategies that have 
low correlation to both equity / credit markets and to each other 

 Highly liquid and nimble strategies, with an active trading component are 
preferred to opportunistically take advantage of dislocations and changing macro 
conditions. 

 
We look forward to discussing these thoughts and to answering your questions about these and other 
topics.
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APPENDIX A:  CAPITAL MARKETS ASSUMPTIONS 7-YR Forecast – As of Jan 1, 2020 
 

 

APPENDIX B:  CAPITAL MARKETS ASSUMPTIONS 7-YR Forecast – Updated as of March 16, 2020 

https://bitterrootcaptal.sharepoint.com/sites/BCA/Shared Documents/shares/users/Bitterroot/Investment Memos All 
Clients/Updated Markets Memo - SN040220_v01.docx 

 Asset Class Annual  Returns Forecast - Next Seven Years * (Mar 31 , 2020)

Annual Forecasted 
Real Returns *** Annual

Next Seven Years Next Seven Years Volatility

USD
Local 

Currency
Constant 
Currency

Constant 
Currency

Equities
US Large Cap 14.7% 8.1% 6.1% 16.0%
US Small Cap 11.3% 5.6% 3.6% 20.0%
Stoxx 600 Europe 6.9% 9.4% 7.3% 5.3% 17.5%
Japan Topix 9.0% 12.8% 6.8% 4.8% 20.5%
Emerging Markets 3.5% 9.3% 7.3% 22.5%

Fixed Income
US Govt 2.0% 0.3% (1.7%) 4.5%
US Corp IG 4.1% 3.6% 1.6% 5.5%
US High Yield 5.8% 8.6% 6.6% 10.0%
EM Sovereign - USD 4.0% 8.6% 6.6% 9.0%
EM Sovereign - Local Currency (0.5%) 5.5% 3.5% 12.0%

Alternatives, Real Estate and Private Equity
Levered

Core US Real Estate (Private) - 
Net of Fees ** 6.0% 4.0% 8.0%
US Private Equity (Net of  Fees) 14.7% 12.2% 10.2% 20.0%
US Hedge Funds (Net of Fees) 4.1% 6.9% 4.9% 8.0%

* Forecasted returns are projected on a constant currency basis
** On an unlevered pre-fee basis, we forecast 5.9% returns.  Leverage adds 1.9% with fees offsetting 1.8%
***  Real returns are net of assumed annual inflation rate of 2%

Annual Nominal Returns (USD)
12/31/2012 to

12/31/2019


