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Global perspectives: A slow walk back

Analyst
The biggest recessionsince the Great Depression lies ahead. Developed Alastair George
markets are now forecast to achieve near-zero GDP growth for the period 2018— +44 (0)20 3077 5700

2021.Following the sharp declinesin 2020, we believe it will be a slow walk back
to trend GDP.

The risk of a second wave of COVID-19 infections remains in place. Despite
the market optimismin recent days, any resurgence in infections following the
release of lockdowns is likely to remain unobservable for several weeks. Based on
actual testing in the worst-hitareas of Italy, less than 10% of the population have
been exposed to the virus, indicating a continued susceptibility to a second wave.

Central bank action has mitigated the impact of lockdowns on markets . We
believe investors need to be clearon whetherthe market reboundis driven by
easing liquidity fears or any improvementin the fundamentals. We argue it is the
former rather than the latter as lockdowns and social restrictions will be in place for
longerthan originally anticipated.

The corporate sector has cut dividends and share buybacks. Instead, a period
of balance sheetrepairis likely to dominate corporate thinking, increasing the
supply of paper via rights issues. With the corporate sector becoming a net seller
of shares, a key supportfor the market has been removed.

We remain cautious on equity markets as valuations for global equities have
returned to normal while the economic situation remains anomalous.
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The biggest recession since the Great Depression

Recenteconomic data across the globe are consistentwith a very severe recessionin 2020, which
on a global basis may represent the largestcontraction in GDP since the Great Depression ofthe
1930s. Nevertheless, investors should not equate the two episodes. During the Great Depression
global GDP declined by 15%. In comparison, currentconsensus forecasts call for a decline of 3% in
2020 with a recovery in the following years, Exhibit 1. We believe uncertainty in respect of the
duration of social distancing measures and the recovery of demand post-lockdown remains high,
yet this is not accounted for in current market valuations. A highly selective approach to equity risk,
in the context of a cautious overall allocation, remains appropriate in our view. We believe the
‘liquidity bounce’in markets from March to April is behind us and the GDP recovery from COVID-19
will be slower than we and other forecasters originally anticipated.

In only a few weeks, the strict lockdowns which have been imposed on a significant proportion of
the global population will be eased atleast in part, allowing schools and businesses to reopen.
Strict non-pharmaceutical interventions have been effective in shrinking the pandemic and infection
rates for most nations are on declining trends. Yet the economic cost has been enormous. Over

25 million jobs have beenlost in the US alone and unemploymentis forecast to double in the UK to
10% by the end of the year.

A quick drop and slow walk back to trend GDP

Despite increasing market optimism, at this point we are not convinced that global economies will
make a swift recovery from COVID-19. There will be reliefthat people are returning to work and
schools re-opening shortly. However, the global nature of the lockdown, combined with the
likelihood of continued social distancing measures until a second wave of infections can be ruled
out, means that spending, employmentand business investment patterns are unlikely to return to
normal until a vaccine is within sight, potentially during 2021.

CurrentPMI survey dataindicate that a severe recession in global GDP is underway despite the
efforts of governments and central banks to cushion the blow. Hard data are likely to confirm that
Q220 GDP will representthe trough in economic activity globally. Yetfor the remainder ofthis year,
it is difficult to escape the conclusion that there will be a materialimpact on demand due to social
distancing measures. These have the potential to shutter or render unprofitable a significant
proportion of the service sector economy.

Exhibit 1: Stagnation of GDP in developed markets due to COVID-19
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We therefore believe the economicrisks remain to the downside, given the tightrope that
governments now walk on. While loosening social restrictions early would benefitan economyin
the very short term, it risks a serious second wave of COVID-19 cases later.

Furthermore, the risk of second waves of infection remains relatively high on a global basis in our
view due to the relatively low proportion of the population which has so far developed antibodies.
This is true even in the worst-affected areas of Italy where the estimated prevalence of antibodies in
the general population of Milanis only 7.1%, based on samples taken from blood donors.

Yet keeping social restrictions in place for too long may unnecessarily delay any economic recovery
and risk non-compliance by the public. Given the safety-first approach being taken in many
developed markets, there may also be a biasto underemphasise the impact of social distancing
measures on business profitability and consumer spending.

No GDP growth now forecast in developed markets for 2018-2021

Consensus forecasts for GDP growth for 2020 and 2021 have fallen sharply. Downgrades to GDP
for developed markets have been sufficiently large that they indicate that for the period 2018-2021
real GDP growth will be close to zero in most developed markets. China and India are forecast to
slow their growth due to coronavirus but to continue to expand during the same period. Notably,
China hasrecently declined to provide a target for GDP growth in 2020 due to COVID-19, breaking
a decades-long tradition.

A period of stagnating GDP growth, social distancing and rising unemploymentis likely to be a
challenging environmentfor many sectors due to the combination of changing supply-side and
demand dynamics. The standoutrisks for us are first the impact on SMEs and second the impact
on household finances, with the prospectof a sharp increase in unemployment.

Burden of adjustment falls heavily on SMEs

Larger companies operating factories or sparsely staffed industrial processes are likely to suffer
relatively little disruption from COVID-19 once lockdowns ease. However, the very large number of
SMEs which rely on physical social interaction to drive sales, such as those found on the high
street, are likely to suffer a disproportionate burden from social distancing.

A broad swathe of the service economy is likely to be affected — and SMEs accountfor
approximately 66% and 50% of the EU and US workforce, respectively. For stock market investors,
there is some comfort as listed corporations tend to be significantly largerthan average and are
more easily able to work around social distancing restrictions, which may have to be in place for
some time.

Nevertheless, from the demand side, an explosion in unemploymentwillimpinge on consumer
spending both in terms of those directly affected and through an expected rise in precautionary
saving in the private sector in aggregate. We believe investors are likely to favour essential goods
sectors over those relianton discretionary or big-ticket purchases in this environment.

Property remains an interesting case as the impact of digital and social distancing measures differs
by sub-sector. Retail property has been under pressure for some time before the outbreak of
coronavirus. However, larger stores are likely to benefit on a relative basis from the difficulties of
running small stores profitably with social distancing in place. The future of offices has been called
into question for the long term through increased remote working, but in the nearfuture companies
will have to plan for a return to office working with a much reduced employee density and therefore
increased space requirements. Logistics and warehouse operators appear well placed, as demand
for online delivery services increases.
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Central banks have shielded markets from lockdown

Many investors and especially those facing professional careerrisk will have been grateful for the
interventions of the world’s major central banks during H120. These interventions have stabilised a
market rout which risked turning into a catastrophe for asset managers. The re-introduction ofasset
purchase programmes and the targeting of corporate debt for purchases has led to a sharp
compression inyields and has ensured an active primary market for investment grade issuance in
the US, easing earlier fears of a US corporate credit crunch.

However, the central bankliquidity ‘insurance’ offered to markets during this crisis has also shielded
policymakers from the economic consequences oflockdown policies. The sharp drop in global
equity markets and subsequentrecovery did not reflect a change of heart among investorsin
respect of the severity of the COVID-19 outbreak, in our view. In many respects the economicrisks
surrounding this viral outbreak have only increased since March as it has become clearerthat a
long period of non-pharmaceutical interventions lies ahead.

Exhibit 2: Price/book of largest global companies now close to long-term average
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The recent rebound in markets is therefore more likely to be a result of a change in the liquidity
preference of investors. This switch in sentimentwas in our view driven by central banks. Through
liquidity interventions and forward guidance, investors were offered assurance that markets would
not be permitted to become dysfunctional, or even close entirely for the duration of the crisis, as
was mooted at one stage during March.

Therefore, in the light of this interpretation of the decline and subsequentrebound in markets,
investors should not drop their guard. Despite appearances, risk assets have not signalled the all -
clear.

Long-term impact of (yet) another period of ultra-low rates?

Central banks continue to operate from the same crisis managementtoolbox, first seen during the
financial crisis of 2009, followed by the eurozone debtcrisis of 2012 and other minor market
wobbles during the past six years. The tools are a pre-emptive easing of monetary policy and
reintroduction ofasset purchases to either stabilise markets or stimulate growth. Asset prices have
therefore been supported, but at the cost of everlower interest rates, dramatically larger central
bank balance sheets and increased global indebtedness.

When a structure is fragile or brittle it is still difficultto know precisely whatmagnitude or type of
shock mightcause a crack to propagate throughoutthe system. While critics have been proved
wrong in the pastin terms of the debasementof money and likelihood of future inflation, there
remains a fragility in this century’s over-reliance on monetary policy, in our view. The fundamental
question, which is now less academic following the strength of the gold price this year, is whether
money can be debased withoutend in order to stimulate the economy and continue to finance
governmentspending atrecord-low rates.
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Following COVID-19 it is becoming increasingly likely thatthe 12-year period of supressed real
interest rates is likely to be extended for a further half-decade. The distributional effects are
significantas higher assetprices benefitricher and, on average, older members of the population,
widening both wealth and intergenerational disparities. It is also younger people who have
disproportionally suffered in an economic sense from COVID-19 as jobs, education and training
have been disrupted.

We believe that the expansion of central bank balance sheets and renewed questions over fiscal
sustainability during a deep global recession will continue to drive demand for precious metals.
There remain lower but not zero probability scenarios of significantly higher future inflation, which
would erode the real value of nominal assets. Gold is likely to continue to find favour within
portfolios as a diversifying hedge. For UK investors, we suspect gold has further attractions as the
UK economy slumps into the run-up of UK/EU negotiations which could still resultin a no-deal
Brexit.

Dividends, buybacks, M&A on hold and rights issues in the pipeline

One of the primary supports for stock markets in recentyears has been the unusually high after-tax
profitability of listed firms. These strong cash flows have been returned to investors via dividends,
share buybacks and indirectly via cash mergers and acquisitions activity. The corporate sector has
been one of the largestnet buyers of stock market equity.

Since the onset of COVID-19, not only has earnings guidance often been withdrawn butin many
cases, dividends have been cut or cancelled and share buybacks suspended. The effect is
significantas majorbanks have stopped paying dividends in Europe and the US. In addition,non -
financial firms have suspended dividend payments as balance sheetrequirements are reassessed.
Further out, we note dividend futures for 2023 have fallen by 30% as a result of COVID-19. We
have also seen negligible new M&Aactivity since the onsetof the crisis.

Cancelled dividends and buyback programs representthe first stages of balance sheet repairfor
the corporate sector and represent implicit capital raising activity. The second phase is rightsissues
and we note this week two large UK rights issues took place, raising £3bn from investors, in
addition to a number of smallerissues. We suspect more deals will follow as companies build a
new margin of safety into corporate financing. While it may be difficultto precisely quantify the
impact of this reversal of corporate stock purchases, this is a new phenomenon which investors
should provide for in coming quarters.

In the longer-term, while austerity is currently politically unpopular the debtincurred to support
economies through the coronavirus crisis will ultimately need to be repaid. While increasesin
headline corporate tax rates may be avoided, otherrevenue raising measures such as
environmental or technology taxes which have been mooted as part of the EU’s coronavirus
response mightfind favour. If implemented these would have a similarly negative impacton net
profit margins and corporate cash flow.

Conclusion

These are very difficult times for the global economy and the outlook for the COVID-19 epidemic
and corporate profits remains clouded with uncertainty. This uncertainty is an amalgam of risks
surrounding the disease, the depth of the coming recession, the potential triggering of existing fiscal
fragilities and rising geopolitical tension, both in terms of the US/China relationship and Brexit.

For the disease, we believe a second wave of infectionsin a number of jurisdictions remains a clear
possibility, given the low level of antibodies evidentin tests following the first wave of cases.
Furthermore, the increased prevalence of COVID-19 clusters in segments of the population which
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live or work in close proximity implies that at least some form of social distancing may need to
remain in place until a vaccine becomes available.

This remains an abnormal economic situation with developed economies now forecastto deliver
0% GDP growth between 2018 and 2021. Following the global rebound since March we maintain a
cautious outlook on equity markets. Valuations ofthe largest global corporations are lower but
merely in-line with long-term averages. Payouts to shareholdersin the form of dividends and share
buybacks remain under pressure while the prospectof further capital increasesis likely to weigh on
market sentiment. We believe investors still have at this pointgood reason to keep powderdry.
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