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How to rethink US allocations during the
coronavirus crisis
by Mona Mahajan | 30/03/2020

  

Summary
The social distancing required to contain the coronavirus outbreak has led to an unprecedented forced
shutdown of the US economy in the short term, with substantial downgrades to GDP and earnings growth
likely. But in anticipation of a peak in cases and potential drug approvals, investors should look for
opportunities now to prepare for a rebound in the months ahead.
Key takeaways

We are watching for a peak in the number of coronavirus cases and an effective therapy to
be made public, but investors should expect a dramatic economic downturn in the near
term
Even though US equity markets have fallen around 25% this year, previous downturns
were worse: markets fell about 50% from peak to trough in 2001 and 2008
Corporate earnings forecasts vary widely, but our downside projections show that fair
value for the S&P could be 10%-20% below current levels
We could see a substantial second-half rebound once the US economy normalises and is
supported by the announced combined USD 6 trillion in monetary and fiscal stimulus
Certain risk assets could do well as the crisis abates – including health care, tech industries
such as 5G and cloud computing, and China A-shares
We suggest getting "wish lists" ready: eventually, lower asset prices and market
dislocations could present opportunities at more attractive risk-reward levels

A downturn is likely, but investors can form a strategy now
The coronavirus pandemic is affecting the world in untold ways, but one thing is all but certain: it will soon trigger the fastest and sharpest economic downturn in
US history. Hundreds of thousands of people have already felt the direct effects of the virus on their health, and millions more will feel its impact on
unemployment, corporate earnings and GDP. However, hope is building that the economy can return to pre-crisis activity levels in the second half of 2020,
assuming cases stabilise and a medical therapy is approved. Notably, the US is roughly five to six weeks behind China in battling the virus, and China’s economy
has begun re-opening already.
In the corporate world, small and medium-size businesses stand to be hit hardest in the near term, though firms of all sizes could be affected. The companies that
will be most likely to sustain themselves through this crisis are those with stronger balance sheets and stable leverage profiles. Selecting the most attractive
securities – whether equity or credit – will take in-depth research and discerning active management.
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Markets have plunged this year, but 2001 and 2008 were worse
from peak to trough
As the virus spread around the US in March, financial markets dropped based on fears of the economic consequences of shutting down businesses, curtailing travel
and other “social distancing” measures. According to Bloomberg, US equity markets have fallen around 23% year to date as at 25 March, and European markets
have dropped more than 27%. However, this overall market decline is still far below the roughly 50% peak-to-trough drops during the economic downturns of
2001 and 2008 (although certain sectors, such as energy and airlines, have fallen more than 50% this year).

The expected multi-trillion-dollar stimulus package should keep
the economy functioning
Markets may not fully stabilise until they see a peak in total coronavirus cases and the approval of an effective medical therapy for covid-19 – the disease caused
by the new coronavirus. In the meantime, historic levels of fiscal and monetary stimulus have been announced – more than USD 6 trillion, or nearly 30% of US
GDP – to support the economy through this crisis.
The Federal Reserve has already lowered interest rates close to zero, committed to unlimited levels of quantitative easing and launched creative measures to
support market functions (including directly investing in corporate bonds). Overall stimulus from the Fed amounts to upwards of USD 4 trillion.
The US government is also expected to spend more than USD 2 trillion in fiscal stimulus measures, including direct support to consumers, small businesses, the
health-care system, and state and local governments.
These efforts won’t fight the virus itself; just its economic effects. But they would almost certainly provide a bridge for the next few months, and would likely ensure
adequate liquidity and functioning of the markets. These are critical steps as the US approaches a peak in the number of covid-19 cases, and then begins the
gradual return to normal economic activity.
In the near term, we will be watching trends in four economic and market areas:
Downgrades of GDP forecasts, including perhaps a 20% to 30% contraction in the second quarter alone. But by summer, if the number of cases peaks and an
effective treatment is announced, we expect GDP to stabilise in the second half of the year. China’s economy is a good model: the country has started to reopen for business, only two months after its coronavirus cases began accelerating. Of course, we will be watching to see if China is able to stave off a second
wave of infections.
Downward revisions in earnings forecasts. Based on current S&P 500 earnings growth expectations and past downturns, we believe the S&P’s fair value in
the near term could be 10%-20% lower (see the accompanying chart). We expect to see some market dislocations as markets go through a bottoming-out
process over the next few months which should present opportunities for longer-term investors.
Depressed Treasury yields. Investors have fled to US Treasury bonds during the coronavirus outbreak as a safe-haven asset class, largely driving prices up
and yields down. But as the economic outlook stabilises over time, we expect the benchmark 10-year Treasury yield to move back above the 1.0% level.
Elevated volatility. Volatility levels around this crisis have been historic. The CBOE Volatility Index (VIX), known as the “fear index”, reached a new all-time
high of 83 in March according to Bloomberg – significantly higher than its 2019 average of 15. But from a technical perspective, we have seen recent market
lows accompanied by lower VIX levels (which have now settled in the 50s) – which could be a good sign that “peak fear” may have happened. We will be
watching this closely as the US enters the height of its epidemiologic curve.

Considerations for investors
In past bear markets, equities have often rebounded – sometimes substantially – before falling back to or below their previous lows. We caution investors to be
wary of false starts as the world moves through the peak of the health crisis and the market begins its bottoming-out process. Nonetheless, we don’t expect this
pandemic to derail the fundamental health of the US economy over the long term. Ultimately, these lower asset prices and market dislocations could provide
opportunities for investors who have been waiting for more attractive risk-reward levels.
As we await “peak coronavirus” in markets, investors may want to take a barbell approach with their portfolios:
On one end of the barbell, consider defensive assets such as Treasury bonds, gold and US dollars.
On the other end, look for risk assets that could benefit as the economy recovers – such as health care and technology (including 5G, cloud computing and
e-gaming). Consider China A-shares as well, since China has been the first to emerge from the crisis so far. We also suggest looking for asset classes or sectors
that have been priced to distressed levels but may ultimately recover; certain airlines may be one such example. It’s never a bad time to get your wish list
ready.
US stocks are priced for 0% earnings growth; fair value could move lower if earnings fall
(S&P 500 scenario analysis: 2020 earnings growth vs forward P/E, as at 25 March 2020)

Source: FactSet. Data as at 25 March 2020.
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Bond investors should expect continued low
yields and low returns
by Stefan Hofrichter | 01/04/2020

  

Summary
When fears of the new coronavirus seized hold of markets in early March, already low government-bond
yields fell to record levels amid a historic “flight to quality”. Given the impending global recession,
government bonds will likely continue to be attractive for now – although their yields will be low and
liquidity concerns will make them volatile. But over the long term, we favour spread products such as
investment-grade and high-yield corporate bonds.
Key takeaways

We expect the US fed funds rate to remain low and possibly move lower, but we don’t
think these official rates will reach negative territory. However, market forces could push
Treasury yields below zero.
The coronavirus has added complexity to the economic outlook and made a global
recession all but certain; in response, investors have flocked to the relative “safety” of
government bonds
Government bonds are more attractive than corporate bonds and other “spread products”
in the immediate future; however, we prefer spread products over a longer time horizon
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Disclaimer



Investing involves risk. The value of an investment and the income from it will fluctuate and investors may not get back the principal invested. [*] Past performance is
not indicative of future performance. This is a marketing communication. It is for informational purposes only. This document does not constitute investment advice or
a recommendation to buy, sell or hold any security and shall not be deemed an offer to sell or a solicitation of an offer to buy any security.
The views and opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the time of publication.
Certain data used are derived from various sources believed to be reliable, but the accuracy or completeness of the data is not guaranteed and no liability is assumed
for any direct or consequential losses arising from their use. The duplication, publication, extraction or transmission of the contents, irrespective of the form, is not
permitted.
This material has not been reviewed by any regulatory authorities. In mainland China, it is used only as supporting material to the offshore investment products
offered by commercial banks under the Qualified Domestic Institutional Investors scheme pursuant to applicable rules and regulations. This document does not
constitute a public offer by virtue of Act Number 26.831 of the Argentine Republic and General Resolution No. 622/2013 of the NSC. This communication's sole purpose
is to inform and does not under any circumstance constitute promotion or publicity of Allianz Global Investors products and/or services in Colombia or to Colombian
residents pursuant to part 4 of Decree 2555 of 2010. This communication does not in any way aim to directly or indirectly initiate the purchase of a product or the
provision of a service offered by Allianz Global Investors. Via reception of his document, each resident in Colombia acknowledges and accepts to have contacted
Allianz Global Investors via their own initiative and that the communication under no circumstances does not arise from any promotional or marketing activities
carried out by Allianz Global Investors. Colombian residents accept that accessing any type of social network page of Allianz Global Investors is done under their own
responsibility and initiative and are aware that they may access specific information on the products and services of Allianz Global Investors. This communication is
strictly private and confidential and may not be reproduced. This communication does not constitute a public offer of securities in Colombia pursuant to the public
offer regulation set forth in Decree 2555 of 2010. This communication and the information provided herein should not be considered a solicitation or an offer by Allianz
Global Investors or its affiliates to provide any financial products in Brazil, Panama, Peru, and Uruguay. In Australia, this material is presented by Allianz Global
Investors Asia Pacific Limited (“AllianzGI AP”) and is intended for the use of investment consultants and other institutional/professional investors only, and is not
directed to the public or individual retail investors. AllianzGI AP is not licensed to provide financial services to retail clients in Australia. AllianzGI AP (Australian
Registered Body Number 160 464 200) is exempt from the requirement to hold an Australian Foreign Financial Service License under the Corporations Act 2001 (Cth)
pursuant to ASIC Class Order (CO 03/1103) with respect to the provision of financial services to wholesale clients only. AllianzGI AP is licensed and regulated by Hong
Kong Securities and Futures Commission under Hong Kong laws, which differ from Australian laws.
This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser registered with the

Registered Body Number 160 464 200) is exempt from the requirement to hold an Australian Foreign Financial Service License under the Corporations Act 2001 (Cth)
pursuant to ASIC Class Order (CO 03/1103) with respect to the provision of financial services to wholesale clients only. AllianzGI AP is licensed and regulated by Hong
Kong Securities and Futures Commission under Hong Kong laws, which differ from Australian laws.
This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser registered with the
U.S. Securities and Exchange Commission; Allianz Global Investors Distributors LLC, distributor registered with FINRA, is affiliated with Allianz Global Investors U.S.
LLC; Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin); Allianz
Global Investors (Schweiz) AG; Allianz Global Investors Asia Pacific Ltd., licensed by the Hong Kong Securities and Futures Commission; Allianz Global Investors
Singapore Ltd., regulated by the Monetary Authority of Singapore [Company Registration No. 199907169Z]; Allianz Global Investors Japan Co., Ltd., registered in
Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 424,
Member of Japan Investment Advisers Association and Investment Trust Association, Japan]; and Allianz Global Investors Taiwan Ltd., licensed by Financial Supervisory
Commission in Taiwan.
[*Subject to change – depends on the content of the material which may mention certain investment instruments that involve particular risk]

Active is: Allianz Global Investors

Value. Shared.

Our firm

Insights

Capabilities

Why partner with us

Outlook & commentary

Alternatives

A brief history

Investment themes & strategy

Equity

Inclusion & diversity

Why active?

Fixed income

Sustainability

2020 Outlook

Multi asset

The SeaCleaners

Coronavirus

China A-shares

Our leadership team

Update Magazine

Research

Our experts

The Investment Intelligence

risklab

Press centre

