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OVERVIEW
For years experts have warned about the possibility of a
global pandemic. Now that one has arrived in the form
of the COVID-19 virus, the world’s population has had
to adjust very quickly to a very different way of life. This
health, economic and financial crisis has already had
devastating effects. However, there are signs that the
tide is turning for the better. Social distancing measures
seem to be flattening the curve of infection rates in the
areas hardest hit by the virus. U.S. economic authorities
have resurrected the global financial crisis (GFC) playbook
and have quickly implemented unprecedented monetary
and fiscal measures to help individuals, businesses and
markets survive through the mandated onset of the
fastest and probably deepest recession in history. While
significant risks and unknowns remain to be dealt with, we
believe risk assets reached an important low in late March
and suggest investors use pullbacks to increase risk in
portfolios.

2

Q2 2020 INVESTMENT REVIEW AND OUTLOOK

PICTON MAHONEY HOUSE VIEW
VIEW

PMAM VS. CONSENSUS

R I SK
After spiking to the highest level possible in March, macro risk can only fall from here, although how quickly
extreme risk dissipates is largely a function of how quickly global policy makers can find solutions for getting
their economies running again. Central banks are “all-in”, as is the medical community, but the timing is still a big
uncertainty.

LOWER

MACROECONOMICS
G L O BA L R E A L G D P
While we know that the global economy will contract in 2020, how deep will it go is still an evolving guess that
becomes deeper with time. While China and parts of East Asia might be doing better than the West currently, other
emerging markets are only starting to feel the impact of the global shutdown.

LOWER

U . S. R E A L G D P
The U.S. was the slowest to respond to the coronavirus crisis, and thus will likely take the longest to come out of
shutdown. Barring a sudden medical breakthrough, expectations for an economic rebound are likely a quarter
too early.

C A NA D I A N R E A L G DP
Small business confidence and consumer confidence are the lowest in decades. Loans delinquency rates will
surely rise in the months to come. The collapse of oil prices is an additional hit to Alberta.

U . S. I NF L ATI O N
U.S. inflation should fall on the back of absent demand for many services and energy, even as many staples are
in higher demand.

LOWER

LOWER

LOWER

EQUITY RETURNS
U. S . EQU I TIES
U.S. equities return expectations of +20% are overly optimistic given the high level of uncertainty over the
extent of economic restart possible next quarter and lack of visibility on the medical front. While we expect this
level of rebound and more at some point, the timing is still a big uncertainty.

BEARISH

EU R OPEA N EQU ITI E S
European equities return expectations of +20% are overly optimistic given the high level of uncertainty over the
timing of the economic restart and lack of visibility on the medical front. In addition, public opinion in Italy and
Spain has become increasing anti-Euro after having felt left abandoned during their time of need.

BEARISH

CA NA D I A N EQU ITI E S
Canadian equities return expectations of +20% are overly optimistic given the high level of uncertainty over the
timing of the economic restart and lack of visibility on the medical front. The level of fiscal response has not
matched other countries, which may leave many small businesses and households unable to rebound as quickly.

BEARISH

BOND YIELDS
TR EA S U R I ES ( U. S . 10 - Y R )
U.S. rates should remain at these depressed levels for at least the quarter, although we expect them to
eventually rise as the global economy comes close to restarting.

SAME

I NV ES TM ENT-GR A D E C O R P O R AT E B O N D S
Falling treasury rates helped mitigate loses of widening corporate spreads for some time, until the U.S. Federal
Reserve (the “Fed”) announced a new program to buy corporate bonds, thus stabilizing the credit market.

SAME

H IGH -Y I EL D COR P O RAT E B O N D S
High-yield bond spreads blew up in the quarter, especially energy, and are pricing in the worst case. With the Fed
stepping in aggressively to buy even lower-quality bonds, we expect bond yields to be capped.

LOWER

OTHER
W TI CR U D E OIL
While we expect some rebound in oil price if global oil producers cut back production by a meaningful amount,
$50 is too high of a consensus target given the lack of demand.

EPS GR OW TH ( S & P 5 0 0 )
Earnings growth expectations still have a ways to go to catch up to the collapsing economic backdrop.

LOWER
LOWER

P/E ( S & P 50 0 )
Multiples usually rise during recession as earnings shrink, and then drop again once share prices follow earnings
lower.

SAME

PMAM refers to Picton Mahoney Asset Management. PMAM view is relative to the Bloomberg Consensus Estimate for each category. As at April 2020.
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After a submicroscopic entity jumped from one host to
another (allegedly in a wet market in Wuhan, China), a viral
pandemic helped trigger the fastest bear market in history.
It took only 23 days for the S&P 500 Index to fall 34%. At the
onset of past recession-induced bear markets, stock indices
would be down about 5% to 7% from their peaks over 23
days as market participants debated whether the economy
would fall into recession or not. However, this time there
was no debate to be had. This was a mandated recession:
most non-essential businesses were ordered shut, while
quarantining and social distancing protocols kept consumers
at bay. Staggering job losses mounted early, and there is little
doubt that business failures will be significant around the
world. This will likely be the fastest path to recession ever,
with an unemployment cycle that would normally take up to
two years happening within a month or two.
The magnitude and duration of this recession still remain
a moving target. As of March 31, the latest estimate
from Goldman Sachs (Fig. 1) called for a whopping 34%

contraction in U.S. GDP in the second quarter from the
previous quarter. They assume growth will gradually start
to improve in the third quarter after April rebounds fairly
sharply. Of course, a lot depends on flattening the curve of
the virus outbreak, as well as the plan that is implemented
to restart the economy in the U.S. and around the world.
The International Monetary Fund (IMF) believes the world
has entered a recession as bad as or perhaps even worse
than that experienced in the global financial crisis of
2008–2009. The IMF presumes a sizable rebound in 2021,
hinging on the trajectory of the virus and assuming that
liquidity problems do not become solvency issues. Given
its mandate to help raise living standards globally, the IMF
is also concerned about how this pandemic and global
economic meltdown could damage the social fabric of
society.

FIGURE 1: U.S. GDP FORECAST: BIG DIP, BIG BOUNCE…BIG GUESS?
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* Includes cutbacks to consumption categories requiring face-to-face interaction.
** Includes reduced domestic and foreign demand for goods, supply chain disruptions, and plant shutdowns.
*** Includes cutbacks to structures investment, homebuilding, and home sales.
Source: Goldman Sachs Economics Research. As at April 2020.
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OPENING UP

THE WAR CHEST
The response required to this pandemic will likely be of
epic proportions. The world is at war against the COVID-19
virus, with the only saving grace being that all parts of the
globe are united against this invisible common enemy.
It would be human nature to want to see the virus defeated
before believing that markets can recover. However, financial
markets are forward looking and don’t bottom when the war
is won, but rather when society starts fighting back. We
believe the graph below (Fig. 2), offered by research provider
CLSA in a morning note in mid-March, is an apt analogy that
could be used for the current environment. This price chart
shows that in the second world war, the S&P 500 Index
bottomed not when the war was won, but rather when U.S.
forces struck back at Japan after the Pearl Harbor bombing.
There was much fighting that still had to be done after that,
but markets moved higher through the whole ordeal.
FIGURE 2: S&P 500 INDEX DURING WORLD WAR TWO EVENTS
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Source: Bloomberg, L.P., PMAM Research. As at April, 2020.
(Concept: CLSA)

MARKETS LOVE A GOOD RALLY CRY
The GFC of a decade ago provides the most recent and
relevant example of the playbook that can be used
to successfully deal with the tremendous economic
consequences following the world’s battle against COVID-19.
There are significant differences between the GFC and the
6
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current environment, the largest being that this is not a
traditional economic slowdown, in which the endpoint is
elusive and asset markets spend time debating the path
to recovery. This is a mandated recession that will be
followed by a recovery once there is evidence available to
suggest that the pandemic has been contained enough to
safely begin reopening the economy. Authorities need to
keep consumers and businesses above water through this
mandated shutdown phase, so that they can resume more
normal activity once the economy is reopened. Although this is
a different objective than the typical effort to reignite dormant
“animal spirits” in past recessions, the GFC playbook provides
a good guideline as to how this new objective can be met.
Here is the GFC-inspired playbook to deal with the economic
fallout from the COVID-19 crisis:
1. Recognize the scope and magnitude of the problem.
2. Ensure markets function as well as they can, with
massive and targeted monetary stimulus.
3. Rely on a banking system that is stronger today than
during the last crisis.
4. Implement large fiscal stimulus programs to help
sustain individuals and businesses through the
shutdown phase.
5. Articulate and execute a clear plan to safely reopen
the economy.
There are two sources of upside optionality that could
help in the battle:
1. Remove extra stresses on the system by dealing with
collapse in energy markets.
2. Continue the search for cures, vaccines, etc., that
could stop the virus in its tracks.
1. RECOGNIZE THE PROBLEM
In the early days of the COVID-19 outbreak, political leadership
in the world’s largest economy largely ignored the issue,
with certain leaders even dismissing it as a “hoax.” Of course,
this is no longer the case, as the U.S. has joined most nations

in endorsing measures such as “social distancing” and
closing significant portions of the economy. Similarly, global
markets moved quickly to price in a recession. While painful,
acknowledging the gravity of the situation is the first positive
step in recovery.
2. ENSURE MARKETS FUNCTION
In the middle of March, severe funding stresses, forced
deleveraging and an insatiable demand for U.S. dollars
created systemic risk in the financial system akin to that
of 2008. Having built up significant muscle memory from
dealing with the fallout from the GFC, the Fed jumped into
action, acting bigger, bolder and faster than it probably

ever has. To put this in perspective, the largest previous
quantitative easing (QE) program, which took place from
December 2012 to September 2013 (QE3), purchased $85
billion per month in U.S. debt before being scaled down
to zero by October 2014. There was a point this March,
however, when the Fed was purchasing over $75 billion of
debt per day. In addition to emergency interest rate cuts, the
Fed opened up various funding facilities to facilitate outright
purchases of certain securities, including investment-grade
and even high-yield bonds, to lubricate markets that were
on the verge of seizing up. The European Central Bank
and other central banks around the globe have vigorously
followed suit, with rate cuts and new policy initiatives. A
summary of U.S. and eurozone monetary policy actions
made through March is shown in Figure 3.

FIGURE 3: U.S. AND EUROZONE MONETARY POLICY

U.S.

EURO AREA

Policy Rate

•

The Fed cut the funds rate by 150bp in two steps to •
0-0.25%, and provided soft forward guidance.

The European Central Bank (ECB) kept the deposit
rate unchanged at -0.5%.

Large-Scale Asset
Purchases

•

The Fed will purchase U.S. Treasuries and agency •
market-backed security (MBS) “in the amounts
needed to support smooth market functioning and
effective transmission of monetary policy to broader •
financial conditions and the economy.”

Increased Asset Purchase Programme (APP) by EUR
120bn (1% of GDP) until end-2020.

•

The Commercial Paper Funding Facility (CPFF) funds .
a Special Purpose Vehicle (SPV) that purchases
unsecured and asset-backed commercial paper.

Longer-Term Refinancing Operations (LTROs) are
intended to backstop funding liquidity needs of banks
until June 2020.

•

The Primary Market Corporate Credit Facility (PMCCF) .
provides investment-grade (IG) firms access to new
bond and loan issues.

•

The Secondary Market Corporate Credit Facility
(SMCCF) purchases corporate bonds issued by U.S.
investment-grade firms and ETFs.

The Targeted Longer-Term Refinancing operations
(TLTROs) will be expanded (from 30 to 50% of banks’
eligible loan book) and the funding rate will be cut to
-0.75%, conditional on lending.

•

The Term Asset-Backed Securities Loan Facility
(TALF) supports asset-backed securities (ABS) issues,
backed by student loans, auto loans, and credit card
loans.

•

The Primary Dealer Credit Facility (PDCF) offers credit
to primary dealers, which can be collateralized by
investment grade debt and equity securities.

•

The Money Market Mutual Fund Liquidity Facility
(MMLF) offers loans to eligible financial institutions
secured by high-quality assets purchased from money
market mutual funds

•

The Main Street Lending Program will facilitate loans
through commercial banks for businesses with up to
10k employees or $2.5bn in 2019 revenues.

Lending Facilities

Launched Pandemic Emergency Purchase Programme
(PEPP) with envelope of EUR 750bn (6.5% of GDP)
until end-2020 with flexibility over purchase limits,
country allocations, time profile and asset types, and
inclusion of Greek government debt and non-financial
commercial paper of sufficient credit quality.

Source: Goldman Sachs Economics Research. As at April 2020.
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On April 9, the Fed went even bigger by revising and
expanding its Secondary Market Corporate Credit Facility to
leverage up the purchase of “fallen angel” junk bonds and
even high-yield ETFs. While issues of moral hazard may
emerge over time, related to having the Fed prop up certain
markets that might have been considered beyond their
mandate in the past, it is hard not to argue that that the Fed
is doing all it can to cushion the blow from the current crisis
and to keep markets functioning in a reasonable manner.

Moreover, in the GFC, it took an agonizingly long time
for authorities to react after the first bank failures, and
the path to the necessary bank assistance bailouts was
adversarial. We expect much more cooperation between
regulators and banks across the globe in this crisis.
We may also see regulatory forbearance, through the
implementation of new accounting rules aimed at frontloading loan losses in the banking system (CECL in the
U.S. and IFRS-9 in Canada).

3. RELY ON THE BANKS TO CONTRIBUTE

4. IMPLEMENT LARGE FISCAL STIMULUS PROGRAMS

The global financial system is in much better shape to
withstand this crisis than it was heading into the GFC.
Canadian banks and their U.S. counterparts have much
stronger capital, funding and liquidity measures than
they had in 2007–8. While there may be a few examples
of structurally weaker banks (smaller/regional players or
certain European banks, for instance), the global financial
system, at large, stands stronger today. One positive
legacy of the GFC is that banks in most major economies
were required to maintain countercyclical capital buffers
(i.e., to build and retain excess capital in the good times)
as a cushion for more difficult economic environments.
We expect regulations will now be eased to allow banks
to use these excess reserves to lend more aggressively
to qualified borrowers. The Bank of England has already
relaxed its countercyclical capital buffer down to zero.

The war chest has been thrown open. Policy-makers around
the world have implemented large fiscal responses to deal
with an economy stopped in its tracks, and in some cases have
pledged to do “whatever it takes” to sustain individuals and
businesses through the most drastic parts of the mandated
shutdown. The U.S. has created innovative programs that
put money directly into the hands of unemployed consumers,
or that allow businesses to keep their staffs on the payroll,
with the government footing the bill. The speed and size of
these programs is to be commended. It took months during
the GFC for the U.S. to finally announce a trillion-dollar plan
to help the economy. It took a couple of weeks this time to
announce a fiscal plan that was double the size. Figure 4
shows the percentage of global GDP being put to work in
fiscal measures already announced, and we expect more
programs to come if needed.

FIGURE 4: DISCRETIONARY FISCAL EASING IN RESPONSE TO CORONAVIRUS
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FISCAL STIMULUS MEASURES A SIZABLE SHARE OF
GLOBAL GDP
Research from Empirical Research Partners highlighted
in Figure 5 suggests that sizable fiscal policy measures
implemented in the first decade of the 2000s were largely
rewarded by stock market rallies within three months.
5. ARTICULATE AND EXECUTE A CLEAR PLAN FOR
RESTARTING THE ECONOMY
It will soon become increasingly important for governments
around the world to articulate a clear plan for the
aftermath of this quarantine-and social distancing-driven
economic shutdown. The longer the shutdown goes on, the
more individuals and businesses will become financially
unviable, and the more difficult the restart will become.
However, there are likely certain measures that can be
taken to restart the economy in stages, while maintaining
the safety of the population and avoiding a rekindling of the
pandemic. This plan will likely have to include extensive use
of data that has been gathered so far to understand which
segments of the population may be immune to reinfection
or may be less vulnerable if exposed to the virus. There
may have to be “passports” issued for those with effective
antibodies who may have already had the virus. Individuals
most at risk will likely have to remain quarantined.

Those who are deemed safe to proceed back to work
will likely have to be tested early and often to ensure
they remain virus free and are not spreading COVID-19
further. The widespread adoption of masks may have to
be mandated to prevent further spread from those who
unknowingly have the virus but remain asymptomatic.
There may even have to be encroachments on certain
civil liberties, including the use of cell phone tracking to
ensure compliance with quarantines or to monitor where
infected individuals have come into contact with others.
Our belief is that a coherent and effective plan to get
the economy restarted will remove a major point of
uncertainty for investors, allowing them to look past the
mandated recession to the recovery.
There is no question that significant damage has been
done to the global economy, but it’s plausible that the
sharp decline could be followed by a sharp rebound, at
least in certain sectors to start. Using the GFC playbook as
a guide, we believe the steps taken so far, combined with
an eventual plan to restart the economy (hopefully, one
announced soon) will be enough to represent an effective
“fight back” against the pandemic and its economic and
financial fallout.

FIGURE 5: FISCAL POLICY MEASURES POSITIVE FOR MARKETS
Large-Capitalization Stocks Nominal Returns in the Week Before and Three Months After the Introduction of a
Fiscal Stimulus Bill 2001 Through 2011
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Source: Empirical Research Partners Analysis. As at April, 2020.
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SOURCE OF UPSIDE
OPTIONALITY
ENERGY DEAL
In addition to our list of items in the war chest to battle
the economic fallout from the COVID-19 virus, there are at
least two other events that could provide upside optionality
to the recovery. The first one is an improvement in global
oil markets, and the second one is a breakthrough in the
treatment or prevention of the virus itself.
Risk assets began to absorb the reality of the COVID-19
virus in a reasonably orderly fashion as February gave
way to March and the headlines began to worsen.
However, following the breakdown of talks between Saudi
Arabia and Russia, and the Saudi decision on March 8
to increase oil production, all markets began to unravel
simultaneously and aggressively. The sudden oil price
collapse introduced a new element of systemic risk into

the equation for global markets, since many energy
producers, their suppliers and their major debt holders
(including numerous banks) had their solvency quickly
come into question. For high-yield energy companies,
spreads (“the margin of safety” bondholders demand on
lower-quality corporate debt, relative to U.S. Treasury
bonds) spiked to levels not seen in 2008 or at the height of
the last oil crisis in 2014 (Fig. 6). Spreads on other higheryield bonds also blew out.
The energy collapse added even more uncertainty to
the mix at exactly the wrong time and contributed to the
massive decline in all other risk assets.
However, there are numerous signs that all energyproducing nations are now willing to compromise, to help
deal with some of the aftermath of the oil price collapse. As

FIGURE 6: HIGH YIELD BOND SPREADS: ENERGY AND EX-ENERGY
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Source: Bloomberg, L.P., PMAM Research. As at April 9, 2020
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U.S. President Trump began disclosing that negotiations
were underway for a possible 10 million (or more) barrel
cut in global oil output, all risk assets began to recover.
This cut will not be enough to deal with the severe oil
demand shock from the mandated recession, which is
estimated to be upwards of 25 million barrels per day.
MEDICAL BREAKTHROUGH
Perhaps the single most important contribution to dealing
with the current health, economic and financial crisis
would be a medical breakthrough in the treatment or
future prevention of COVID-19. In addition to the most
important benefit of saving lives, a breakthrough would
immediately remove tremendous uncertainty as to when
the economy could properly restart, and drive most risk
assets higher almost immediately.

University, told The Times that she is “80% confident” the
vaccine they are working on would work and could be
ready by September.
Source: (Konotey-Ahulu, Olivia. “Coronavirus Vaccine Could Be Ready
in Six Months: Times.” Bloomberg.com, Bloomberg, L.P., 11 Apr. 2020,
www.bloomberg.com/news/articles/2020-04-11/coronavirus-vaccinecould-be-ready-in-six-months-times.).

Obviously, a vaccine could be fundamental in easing all
the social distancing measures currently being used to
fight the virus and allowing the world to return to more
normal life. We suspect there will be increasing numbers
of these kinds of breakthroughs announced in the days,
weeks or months ahead.

It is fair to say that almost all of the world’s medical and
relevant scientific community is united in the battle to
defeat the enemy virus. Perhaps this is best captured
from portions of a recent New York Times article that
noted author and entrepreneur Peter Diamandis recently
pointed out in one of his blog posts:

“While political leaders have locked their borders,

scientists have been shattering theirs, creating a
global collaboration unlike any in history. Never before,
researchers say, have so many experts in so many
countries focused simultaneously on a single topic with
such urgency. […] Normal imperatives like academic
credit have been set aside. Online repositories make
studies available months ahead of journals. Researchers
have identified and shared hundreds of viral genome
sequences. More than 200 clinical trials have been
launched, bringing together hospitals and laboratories
around the globe.”

Source: Apuzzo, Matt, and David D. Kirkpatrick. “COVID-19 Changed
How the World Does Science, Together.” New York Times, 1 Apr. 2020,
https://www.nytimes.com/2020/04/01/world/europe/coronavirusscience-research-cooperation.html

While most of the medical advancements thus far in the war
on the virus seem to be related to testing, there is at least
some probability that all this global medical collaboration
will lead to a treatment or vaccine breakthrough. For
instance, Sarah Gilbert, professor of vaccinology at Oxford
Q2 2020 INVESTMENT REVIEW AND OUTLOOK 11

DELEVERAGING PROCESS
CREATES OPPORTUNITY
While the virus created the conditions for a bear market,
significant deleveraging drove the point home faster than
previous bear attacks. At any given moment, there are a
host of market participants with differing strategies and
mandates, all interacting to set the prices of assets and
securities. Some of these participants oversee complex
hedge fund strategies that embrace significant amounts
of leverage. When volatility is low, this leverage is allowed
to increase, to try to reach higher returns. However, when
volatility increases, these same strategies start to reduce
leverage, in order to stay within their risk budgets.
Leveraged long exposure was running high before the
crisis, given the low levels of volatility that were in place,
combined with falling interest rates, which encourage
certain strategies to lever up in riskier assets. The global
spread of the virus, along with the sudden onset of a
mandated recession and the collapse in oil prices, led to a
tremendous spike in volatility and a sudden deleveraging
process such as the world has likely never seen. It’s as if
everyone in the levered investment community all got a
tap on the shoulder at the same time from their chief risk
officers, telling them to cut exposures “IN SIZE” and
“NOW!”
In a Bloomberg story published on March 23, the prime
brokerage unit of Credit Suisse Group AG noted that their
systematic clients had slashed their equity positions by
45% since the end of February. Similarly, market-neutral
fund clients (which take no directional view on the
benchmark) offloaded 15% of their long and short exposures
in a matter of five days. These are some of the examples
of the record deleveraging spree that took place over a
very short period of time as March progressed.
This violent unwinding of positions pushed correlations
among asset classes and strategies to 1 (the point at
which most assets are behaving the “same” on a
directional basis). The occurrence of this level of
correlation across assets and strategies is quite rare, and
usually results in excellent opportunities for longer-term
investors. Spreads (the extra return available for taking
risk, which we referred to earlier) have blown out in all
12 Q2 2020 INVESTMENT REVIEW AND OUTLOOK

manner of investment products and strategies, such as
merger (“risk”) arbitrage, corporate credit (high-yield and
investment-grade alike) and factor risk premia (where
long/short strategies harness style attributes such as
growth, value or yield), to name but a few. Commodities
and other alternative assets were also punished without
discrimination. This unwinding fed on itself and helped
contribute to one of the most unprecedented episodes of
market volatility in all of history.
Another spread that is at extremes is the spread between
interest rates and the equity market’s earnings yield or
dividend yield. Figure 7 shows just how wide the gap
between the U.S. stock market’s dividend yield and bond
yield has become.
FIGURE 7: U.S. EQUITY DIVIDEND YIELD VS. TWO-YEAR
GOVERNMENT BOND YIELD
U.S. 2-Year Goverment Yield

S&P 500 Dividend Yield
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Source: Bloomberg, L.P., and PMAM Research. As at April 4, 2020.

It is clear markets have already discounted a tremendous
amount of bad news. The average stock in the U.S. has
already been in a bear market for two years and
discounting a recession, which is now upon us. At some
point stocks are going to move to discounting a recovery,
which is a much more pleasant process as stocks rally.

It’s our belief that the extreme environment
of mid- to late March may have helped set
the lows for stocks in this market cycle,
especially given the number of sentiment
and/or positioning gauges that registered
“maximum fear” readings. The following list
is just a sample of some of these gauges of
extreme fear and reactive positioning:
• Institutional equity exposure: Large
asset managers who employ index
futures to garner equity exposure have
taken this allocation down to almost
0%. While this positioning has been this
low before, the pace of selling down the
exposure is staggering (Fig. 8).
• CTA positioning: Commodity trading
advisor (CTA) funds are typically trendfollowing strategies, aggressively
trading futures on a variety of asset
classes based on prevailing trends.
After unwinding over $250 billion of
equity exposure in March, simulations
of their models would suggest that they
are positioned at extreme “net short”
levels, providing a significant source of
extra buying power should market
trends reverse more significantly to the
upside (Fig. 9).
• Risk parity exposure: These strategies
typically lever up lower-volatility asset
classes (e.g., government bonds) to
match the risk levels of equities. Then,
when equity risk moves higher, equities
are sold down. In three-year ranking
terms, risk parity positioning in equities
is currently at its lows (Fig. 10).
• Money market funds: The rush to play
defence has been most evident in the
massive flows to money market funds.
By mid-March, total money market
funds in the U.S. totalled some $3.8
trillion, the highest levels since January
2009 (Fig. 11).

FIGURE 8: INSTITUTIONAL MANAGERS SELL DOWN EQUITY EXPOSURE AT
TORRID PACE
100%

100%

S&P 500 Futures: Institutional Asset Managers Net Total/Combined
(3-Yr Rolling Percentile)

90%
90%

80%
80%
70%
70%

60%
60%
50%
50%

40%
40%
30%
30%
20%
20%
10%
10%
0%
0%

2013

2014

2015

2016

2017

2018

2019

2020

Source: Bloomberg, L.P., and PMAM Research. As at March 31, 2020.

FIGURE 9: ESTIMATED GLOBAL EQUITY POSITIONS OF CTA/TRENDFOLLOWING FUNDS
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Source: Bloomberg, L.P., PMAM Research. As at April 9, 2020.

FIGURE 10: ESTIMATED GLOBAL EQUITY POSITION OF RISK PARITY/
VOL-WEIGHTED FUNDS
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Source: Bloomberg, L.P., and PMAM Research. As at April 9, 2020.
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FIGURE 11: TOTAL MONEY MARKET FUND ASSETS (U.S.)
ICI Money Market Funds Assets (y/y%)
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LOOKING PAST THE COVID PEAK

SIGNIFICANT RISKS REMAIN

Let’s assume that the world is in the midst of worsening
COVID-19 case counts globally. Social distancing measures
should lead to a peak in virus counts and deaths, just as they
have in China. Looking out a few months, it is reasonably
likely that the following conditions will be in place:

Of course, the remaining risks are abundant. COVID-19
virus infection curves may not flatten fast enough or, worse
yet, the virus could flare up again in Asia or other areas
where it is largely believed to be under control. Changing
seasons are assumed to drive greater infection rates in the
sourthern hemisphere, where many developing countries
lack the resources to deal with it properly, and will require
large amounts of financial support. Early estimates from
the IMF suggest emerging economies will need at least
$2.5 trillion in aid, and some 80 countries have already
made formal aid requests.

• Global economic data will have collapsed, but will be
verging on a massive upturn of some degree.
• Massive monetary policy stimulus will have been
implemented around the world.
• Equity valuations compared with longer-term interest
rates will look very attractive, if equities are anywhere
close to current levels.
• Massive deleveraging will be behind us, and falling
volatility will likely start a “rewind of the unwind” that
took place.
These have generally been excellent conditions that are
very supportive of rallies in all risk assets, including
equity markets. Markets are likely to start rallying in
advance of such conditions appearing. This may already
be happening, given the significant recovery in most risk
assets since the March 23rd, lows.
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If the virus curves do not flatten, the world’s financial
resources may be pushed to their limits in the quest to
sustain individuals and businesses through a longerthan-expected mandated recession. Persistent high
unemployment could impair household balance sheets so
dramatically that the pent-up demand that generally
follows a recession becomes virtually non-existent.
Financial contagion could even start bringing down major
financial institutions, opening up a new phase in the crisis.

IN CONCLUSION
THE GAME PLAN

Risk assets have staged a significant recovery rally from
their March 23rd lows. Significant oversold conditions
have been alleviated somewhat, and major pension
rebalancing from bonds to equities has occurred. Markets
could sell off again at any point on negative virus-related
developments. However, the GFC playbook has been
applied with full force, and we believe pullbacks should
be used to boost risk exposures, especially if a credible
plan soon emerges to restart the global economy in safe
and effective manner.
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SECTOR

OUTLOOKS
INDUSTRIALS
Needless to say, COVID-19 has significantly dampened the
near-term prospects for the industrials complex. Business
has gradually ground to a halt across much of Canada
and the U.S., and industrial companies are struggling to
adjust costs fast enough to offset depressed demand. In
the sector, airlines and aerospace names have been hit the
hardest, down over 60% from peak to trough. The severity
and timing of the pandemic are impossible to predict, but
we’re confident the businesses we like, including those
most affected, will recover and continue to meet our return
thresholds once these issues subside. We have used this
opportunity to shore up weights in our high-conviction
names and offset exposures with the appropriate hedges.
We continue to favour companies with a history of
compounding, idiosyncratic growth angles and/or
opportunities to improve returns on invested capital. Waste
Connections Inc. (TSX:WCN) and Roper Technologies Inc.
(NYSE:ROP) remain preferred names, given their defensive
nature, their ability to steadily grow free cash flow and their
track record of integrating accretive M&A (although that is
temporarily on hold). We’ve also recently initiated a position
in Copart Inc. (NYE:CPRT), which organizes online vehicle
auctions for totalled or lower-value cars. It’s a quality player
with an entrenched market position and a long runway for
growth. Lastly, we remain bullish on Air Canada (TSX:AC),
given its liquidity profile and the risk/reward skew at its
current valuation. The airline should be able to weather
this storm through at least 2020 and gradually benefit
from improving air traffic trends in the coming years.

MATERIALS
What a difference one quarter makes. With the world in
turmoil due to the COVID-19 pandemic, investors are once
again flocking into safe-haven assets. In our view, gold
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will likely continue to benefit from the depressed yield and
heightened market volatility globally. Moreover, the Fed’s
“QE infinity” program should bolster asset inflation, which
will likely be manifested through higher prices for the
yellow metal. If history is any guide, we saw gold rally on
QE1 and QE2 after the GFC, before finally winding down on
a taper tantrum. We believe the cycle is set to repeat itself.
In addition to having positions in large- and mid-cap gold
producers and royalties, we have also been selectively
funding several development stories, believing their value
will become more apparent as we move further into a bull
cycle for gold.
Despite sharp price corrections and all the concerns
around demand destruction, we are starting to see a silver
lining appearing in the non-precious metal space as well,
especially for copper. The Shanghai Futures Exchange
copper inventory in China has peaked and started to
descend as industrial activities continue to ramp up. Based
on all the high-frequency data we track and channel checks
with sources on the ground, we believe large industrial
fabricators and downstream buyers are close to full work
resumption. This is also evident in the healthy physical
Yangshan copper price premium, suggesting the demand
picture in China is likely not as bad as some have feared.
What’s also worth mentioning is that a unique feature of
the current downturn is that concentrate supply is being
affected by a string of mine closures. In Peru, for example,
all of the copper mines have been required to go into care
and maintenance during the national lockdown period. On
the other side of the border, Chilean mine production is also
being restricted by municipality lockdowns and workforce
reductions. Peru and Chile together account for about 40% of
the global copper supply, and there are disruptions outside
of these countries as well; the loss in production from these
key regions should at least partially offset the expected
demand weakness. In terms of positioning, we view First

Quantum Minerals Ltd. (TSX:FM) as the best way to play the
recovery following the pandemic. We believe First Quantum
Minerals Ltd. strikes the perfect mix between torque to the
commodity (90% copper) and balance sheet leverage, along
with potential upside from takeover interests from Chinese
producers and various supermajors.

INFORMATION TECHNOLOGY
The MSCI World Information Technology Index and the
S&P/TSX Composite Information Technology Sector Index
declined 13.3% and 3.8%, respectively, in the first quarter of
2020. Software was the subsector that held up the best, given
the recurring nature of many subscription-based business
models, and Microsoft Corp (NASDAQ:MSFT) outperformed
due to expected high demand for cloud-based services, Office
365 and Microsoft Teams. Internet and catalogue retail
was also strong, led by Amazon.com Inc (NASDAQ:AMZN),
which experienced strong demand in the e-commerce
and cloud-based services. Weak subsectors included IT
consulting, due to the potential impact on business models
requiring in-person services, and interactive media and
services, where Facebook Inc. (NASDAQ:FB) and Alphabet
Inc. (NASDAQ:GOOGL) are expected to see significant
declines in advertising revenues. Looking ahead to the
second quarter, there will be inevitable declines in demand
due to global shutdowns, but the semiconductor subsector
could lead the way in a recovery. Inventory levels had
already been decreasing heading into 2020, and there will be
low risk of overproduction, which should lead to a relatively
strong pricing environment. We are focusing on areas with
specific demand drivers, such as data centre infrastructure,
client computing and 5G infrastructure. As some normalcy
returns to corporate investing plans, software should be
a strong beneficiary, as companies are likely to accelerate
digital transformation and cloud migration projects.

HEALTH CARE
Quarter-to-date, the Health Care sector has been a relative
outperformer, posting -14.9%, compared with -24.4% for
the S&P 500 Index, supported by a combination of the
recession narrative (it is a defensive sector), a diminishing
policy and drug pricing overhang and a recent shift in
the administration’s tone. Since mid-February, election
themes and policy overhangs have taken a back seat to
the COVID-19 pandemic and its management.
Health Care subsector performance has been book-ended
by hospitals (-34.9%) at the bottom and large-cap biotech/
pharma (-3.1% to -10%) at the top. Acute care facilities
(hospitals) are on the front lines of the pandemic and are
expected to see significant EBITDA decline in the first half of
2020, due to the high cost of managing COVID-19 patients
and the postponement of more profitable elective surgical
procedures to at least the second half of the year. With a
decreasing likelihood of Bernie Sanders as the Democratic
nominee, and therefore Medicare-for-All off the table,
the performance of the managed care segment had been
improving until mid-February (2.1%). Subsequently, the
performance declined to about -14.5%, due to pandemicrelated medical expenses. However, a near-term positive for
managed care cost trends is cost savings from postponed
hospital surgical volumes. Although large-cap biopharma
companies have been among the better performers, many
of these companies have announced moratoriums on and
delays to clinical trials, with a negative impact on contract
research organizations, which posted about -26%. The
pandemic has also had a negative impact on consumerfacing, economically-sensitive, cyclically-exposed subsectors
such as dental and discretionary procedures.

In Canada, we continue to like Kinaxis Inc (TSX:KXS), a
provider of supply chain management software that should
receive increased interest due to COVID-19’s disruption
of global supply chains. Strong visibility from an existing
contracted backlog and recurring revenue, along with a
healthy cash balance, should position it well to continue
increasing awareness and market share.

In contrast to other subsectors, the biopharma subsector has
been defensive, aided by the nature of its products, continuing
glimmers of positive news on pandemic testing and treatment
and a marked shift in the tone from the administration on
health care companies. Companies directly leveraged to
the development of testing and treatment for COVID-19 are
seeing a sentiment tailwind from a combination of supportive
government commentary (being singled out by the White
House, for example) and an easing of regulatory hurdles
(with rapid approvals for emergency use).

Internationally, we like Micron Technology Inc (NASDAQ:MU),
a provider of DRAM and NAND memory components.
Demand remains strong in the data centre and client
computing segments, and capital spending in memory is
unlikely to be aggressive, which should help maintain and
even extend the stable pricing environment.

In developing effective treatments and prevention, the
stakes for public health and the economy are very high,
but the direct financial benefits for companies seeking
treatments remain uncertain. Some of the best relative
performers (compared with regional health care indices)
have been those that offer potential virus solutions, either
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through treatments or vaccines, or diagnostics. They
include Regeneron Pharmaceuticals Inc (NASDAQ:REGN)
(40%), Gilead Sciences Inc (NASDAQ:GILD) (33%), Moderna
Inc (NASDAQ:MRNA) (101%), Fujifilm Holdings Corporation
(Tokyo:4901) (21%), Roche Holding AG (Switzerland:ROG)
(5%), Vir Biotechnology Inc (NASDAQ:VIR) (172%), Abbott
Laboratories (NYSE:ABT) (5%), Becton-Dickson and
Company (NASDAQ:BDX) (5%) and QDEL Corporation
(NASDAQ:QDEL) (35%). The near-term focus remains
on the development of new treatments and vaccines to
shorten the depth and duration of this pandemic and speed
the potential pace of an economic recovery.

CONSUMER DISCRETIONARY
Consumer Discretionary stocks slightly underperformed
the market in the first quarter, as government stayat-home orders intensified throughout the period, and
non-essential businesses were told to shutter their
doors indefinitely. The closure of stores and factories
undeniably will have a material negative short-term
impact on the group, reflecting rising unemployment
and lost sales. Longer term, there are questions which
need to be answered about structural changes to
consumer behaviour due to the COVID-19 pandemic, and
which subsectors are affected most. With that said, we
believe that as COVID-19-related cases and death counts
plateau over the coming weeks, the market will start
to look past this artificial halt to economic growth and
focus on coming out on the other side. Importantly, the
underlying conditions appear favourable for a rebound in
activity once the economy starts up and people are able
to get back to work. These include massive government
stimulus, record low interest rates and a healthy U.S.
consumer carrying much less debt than in 2008–2009.
As is typically the case exiting recessionary periods, we
expect the Consumer Discretionary sector to once again
lead the market out of this downturn.
We are taking a “barbell” approach to our positioning within
the group. Throughout the quarter, we opportunistically
added positions in oversold, high-quality, secular growth
stocks with strong brands and digital platforms, including
Starbucks Corporation (NASDAQ:SBUX), Lululemon
Athletica Inc. (NASDAQ:LULU), Chipotle Mexican Grill Inc,
(NYSE:CMG) and Nike Inc (NYSE:NKE). We believe these
companies are well placed to move past the coronavirus
outbreak with minimal long-term disruption to their
businesses. We also are closely monitoring our smaller
positions in beaten-down cyclical names with solid
company-specific drivers, including BRP Inc. (TSX: DOO) and
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AutoCanada Inc. (TSX:ACQ), which we expect to outperform
early in any market recovery.

CONSUMER STAPLES
In the first quarter of 2020, both the Canadian and U.S.
Consumer Staples sectors outperformed the broad market
by about 12% and 6.5%, respectively. The sector outperformed
due to both its defensive nature and a drastic shift to at-home
consumption that benefited food retailers, packaged food,
and home and personal care companies alike. While there
was clearly a pantry-loading phenomenon in March that
drove sales for a lot of these companies, we expect there to
be some stickiness to the at-home trend, with consumers
preferring to stay at home, accentuated by a recession that
limits discretionary spending. Because of this, we continue
to hold our long position in Walmart Inc (NYSE: WMT), which
will remain a safe haven for investors, benefit from increased
at-home consumption and gain share in grocery sales
as consumers on tighter budgets shift from conventional
grocery stores to discount grocery stores.
Maple Leaf Foods Inc (TSX: MFI) is another beneficiary of
the shift to at-home consumption. With 75% of its sales
to grocery stores, the company is seeing benefits in both
its meat and plant-based protein segments – and Maple
Leaf Foods Inc has also been exporting pork to China, a
country that has lost about 50% of its hogs (equal to 25%
of the world’s hogs) due to African swine fever.
Finally, while we do expect some near-term headwinds
for convenience store and fuel operators, we continue to
like the medium-term setup for Alimentation Couche Tard
Inc (TSX: ATD/B). We view it as stock with both offensive
and defensive characteristics. While fuel volumes and instore traffic at convenience stores will certainly take a hit
as more people stay at home and travel less, crashing
oil prices will lead to record level fuel margins that will
cushion the blow. In the medium term, ATD/B will benefit
from its pristine balance sheet, which the company can
use to roll up the U.S. convenience store industry. As the
economy begins to recover, we expect elevated domestic
travel and a storewide food rollout that will drive both fuel
volumes and traffic within the stores.

FINANCIALS
Financials underperformed the TSX Index for the quarter,
largely driven by weakness in the macro-sensitive life
insurance and traditional asset managers subsectors. We

continue to remain selective in our Canadian Financials
exposure, preferring a number of positive change
stories facing structural growth, including Element Fleet
Management Corp (TSX:EFN), Trisura Group Ltd. (TSX:TSU),
Brookfield Asset Management Inc. (TSX:BAM/A) and TMX
Group Ltd. (TSX:X).
The COVID-19 pandemic and resulting social distancing have
led governments, banks and regulators globally to work
very closely to help bridge the economy into a recovery.
Regulators are looking to the banks and their balance
sheets to serve as a mechanism for getting money into the
real economy, and especially to those who need access to
liquidity, like small and midsize businesses and industries
that are coming under both direct and indirect stress. We
remain cautious on the banking sector at this time, and our
preference is for high-quality franchises with strong balance
sheets and core deposits. Uncommitted lines will be drawn
on (and currently are being drawn on), the credit quality of
the underlying books will inevitably face negative migration,
and risk-weighted assets will inflate. This all will result in
capital levels being drawn down for the group. We believe
we could see a drawdown of more than 100 basis points in
capital ratios in the not-so-distant future (which would be
more than a full years’ worth of capital generation).
We are already seeing the negative repercussions, as
regulators have asked for buybacks to be halted and dividend
increases prohibited. From an earnings power standpoint,
we believe we are facing a near-term structural change
in bank earnings. Net interest margins will be negatively
affected by zero-interest-rate policy, core loan growth
should moderate with demand, and loan modifications
over the coming quarters will drive higher levels of nonperforming loans over time, and will likely take time to work
out – a process we believe will take years, not quarters.
We believe return on assets will be impaired for a multiyear period following this shock. To put this in perspective,
we don’t believe the banking group will generate the same
earnings power it did in 2019 until 2022 at the earliest.
Coming out of this market shock, capital levels will need to
be built back up, which we believe will hamper buyback and
dividend increases for many years to come.
We believe that a selective approach is more important
than ever in the banking group, and that the dispersion of
returns is set to increase in a more meaningful way. Our
core Canadian bank holdings include Royal Bank of Canada
(TSX:RY) and The Toronto-Dominion Bank (TSX:TD).
In the insurance space, we continue to favour Sun Life
Financial Inc. (TSX:SLF); we believe its strong free cash-

flow generation, conservative balance sheet and capital
strength are clear differentiators relative to its peers,
especially in times of market stress. We are also positive
on Intact Financial Corporation (TSX:IFC), as we like its
defensive characteristics and believe that the recent
decline in investment returns for the industry will help
contribute to an elongated hardening market across
its businesses, further improving the quality of future
returns. We also believe Intact Financial Corporation will
be a clear beneficiary of future industry consolidation.

COMMUNICATION SERVICES
Concerns about regulatory uncertainty and the potential
drag on average revenue per user growth from the move
to unlimited data took a clear backseat to COVID-19. The
sector’s importance as the linchpin of a digital economy
and its defensive characteristics were on clear display,
with the sector holding up significantly better than the
broader market, posting about -9%, compared with about
-21% for the TSX Index. While we acknowledge the sector’s
resilience during this period, we are not enthusiastic about
current valuations or growth prospects, or potential
regulatory headwinds in the near term. Consequently, we
remain underweight in the sector, and our preferred pick
remains unchanged: Telus Corporation (TSX:T). While we
are aware of Telus Corporation’s exposure to Alberta, we
continue to favour the name for its lack of media exposure,
its superior execution capabilities (lowest churn in the
industry) and its service businesses (Telus International
and Telus Health, which are both likely to be more valuable
in a post-COVID-19 world, but which are currently valued
at approximately 7x, on a par with traditional wireline).

UTILITIES
Stability and certainty regarding earnings helped the
sector materially outperform the broader market, posting
-5%, compared with -21% for the TSX Index. As with
Communication Services, we are not overly impressed
with the growth prospects of the regulated utilities past
this crisis. There are two names that we believe are poised
to outperform. Northland Power Inc (TSX:NPI), which has
one of the best growth profiles of all the Independent
Power Producers out there, stands to benefit from the
secular trend of decarbonization, and more importantly,
has the potential for a valuation rerating as North American
investors begin treating offshore wind on par with
traditional renewables. We are also positive on Brookfield
Infrastructure Partners L.P. (TSX:BIP), notwithstanding its
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exposure to emerging markets, which are likely to be in
greater pain given the economic slowdown. Our liking for
BIP stems from the fact that Brookfield typically does its
best work in a world that is not orderly – as it is today.

REAL ESTATE
REITs are often perceived as defensive, and we have always
said that such a characterization is a mistake. This quarter
effectively turned out to be a vindication of our view. REITs
underperformed the S&P/TSX Composite Index handily,
posting about -27%, compared with -21% for the index, a
marked divergence from the truly defensive sectors (Utilities
and Communication Services). In our view, this was driven by
a combination of factors: widening credit spreads, questions
about the broader economy (and tenants in particular) and
what it means for occupancy and rent growth, and a pause
in transaction activity that does not allow for price discovery
and surfacing value.
We believe that COVID-19 will likely accelerate the penetration
of e-commerce, which drives our positive view on Granite
REIT (TSX:GRT/UN). We believe Granite REIT is poised to
take advantage of the current chaos, with arguably the best
balance sheet in the Canadian REIT landscape, a strong tenant
base (approximately two-thirds of its tenants are rated IG) and
a proven CEO in Kevin Gorrie.

ENERGY
The Energy sector was the worst-performing GICS sector
over the period, coming under significant pressure due to
excess supply from the fallout of OPEC+ and a collapse in
demand from COVID-19. For the Canadian Energy sector,
we continue to see most E&P companies challenged at
current oil prices, and we remain underweight in the
sector. Our preference among energy producers remains
weighted toward gas producers.
With the fall in oil prices, we are seeing massive
capex reduction by oil producers. One of the indirect
consequences of reduced oil drilling will be a fall in
associated gas from those wells, which will ultimately lead
to a strengthening of natural gas prices. Our preference
is for natural gas companies with strong balance sheets,
such as ARC Resources Ltd (TSX:ARX) and Tourmaline Oil
Corp. (TSX:TOU).
Canadian pipeline and midstream companies also came
under significant pressure during the period, as lower oil
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prices have heightened the risk of bankruptcy for their
exploration and production (E&P) customers. While the
initial focus has been on individual E&P counterparty risk
for each midstream company, we believe the ultimate
concern is the basin risk of their facilities. Midstream assets
located in low-cost energy basins will see production
filled by other producers as bankruptcy occurs, while
midstream assets located in marginal or high-cost energy
basins will be left stranded. Our preferred energy pipeline
company is TC Energy Corporation (TSX:TRP), given its
cash flow stability, high-quality asset base and exposure
to natural gas infrastructure.
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