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Global perspectives: Proceed with caution

Analyst
US COVID-19 cases reach a new daily high, reminding investors that the Alastair George
epidemic is not over. Public policy is however shifting away from costly +44 (0)203077 5700

lockdowns and towards less intrusive forms of virus control. The economic benefits
of this policy shift are clear. However, the ultimate biological effectiveness of this
new approach remains uncertain. The risk of a second wave of infections remains
in place.

Global earnings estimates have stabilised at lower levels. Cuts to consensus
forecasts have been severe with US equities now expected to delivera declinein
EPS of 10% in 2020 while net profits in Europe are expected to fall 25%. The
relative resilience of US corporate profits is also reflected in the sharperreboundin
US markets.

Equity valuations remainremarkably robust, given the circumstances.
Valuations for the largest600 global corporations have bounced sharply while
European equities have lagged, reflecting the weaker corporate performance..
Liquidity-driven bargains are no longer on offer.

We remain cautious on equity markets and believe investors should proceed
with caution. We view the outlook for COVID-19 as still uncertain and we note the
recent US infection data with some concern. Global equity valuations are now
discounting a progressive re-opening ofthe economy. This is only one scenarioin
our view and at this stage a fits-and-starts trajectory cannot be ruled out.
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Proceed with caution

We believe developed marketpolicies for combating COVID-19 are shifting away from lockdowns
and towards minimally acceptable strategies such as mask wearing, hand washing and contact
tracing. Compared to full lockdowns, the economic cost of these policies is significantly reduced. As
a result, markets have beenrising even as the biological effectiveness ofa less intrusive approach
remains unproven. Daily casesin the US have recently risento a new high. At the same time,
valuations for the largestglobal companies have rebounded sharply and we feel the risks at this
pointare balanced atbest. The flood of central bank liquidity and lowerlong-terminterest rates
offsets lower 2020 earnings, which in turn reflect the deepestglobal recession of the post-warera.
While fear of missing out seemsto be driving markets higher, we retain a cautious position on
equities globally.

Exhibit 1: Looser monetary and fiscal policy mix has driven recovery in equity markets
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Source: Refinitiv. Note: Price returnin US dollars.

Costs of lockdowns rising in political prominence

The duration of lockdowns and social distancing has exceeded our original expectations by some
margin. However, governments have in recentweeks shown an increased determination to re-open
national economies, despite the likely implications for the spread of coronavirus, including further
clusters of new cases. New casesin the US have recently reached new highs as cases escalate in
states which re-opened theireconomies early, Exhibit 2. Should this trend continue, the risk of a
second wave remainsin place.

Exhibit 2: US daily infection rates make new highs after initial stabilisation
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In part, governments face a difficult choice as the full benefitof lockdown — eradication - has not
been achieved, with the notable exception of New Zealand for a briefperiod at least. However,
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lockdown fatigue risks an ineffective public response in the eventof a serious second wave of
cases while the costs of shuttering national economies are becoming more prominent. Public
movementand contact have in any case beenrising, as compliance diminishes the longer
lockdowns remainin place.

It may be difficultfor manyto place a monetary value on life, although thisis something which has
been common practice in clinical decision-making in respect of end-of-life care. Academic estimates
for the UK suggest the economic costs of lockdown have dwarfed the value of the lives saved in
almost every scenario for the spread of the virus. Such estimates also exclude the longer-term
impact on GDP from interrupted education and training and the disruption of the jobs market.

Public policy is therefore moving towards a minimally acceptable approach, while retreating from
earlier promises to ‘beat’ the virus. Nevertheless, the extent of the restrictions on publicbehaviour
will remain meaningful, such as the wearing of masks on publictransportand the strict requirement
for self-isolation in the event of symptoms of COVID-19. As an example of how the political balance
has shifted, the controversial 2m distancing rule has been abandoned in the UK to facilitate the re -
opening ofthe hospitality, leisure and education sectors despite an apparentlack of formal scientific
evidence supporting this decision.

Few nations are coming out of lockdown because the virus has been fully supressed while contact
tracing efforts in Europe have at times appeared woefully ineffective. The UK has pursued a
smartphone-based approach and failed to deliver the necessary software. In France, the official app
has reportedly resulted in only 14 self-isolations nationally. One mightquestion whether a traditional
approach of using people rather than software and publicising the approximate location of new case
clusters mighthave been more straightforward. It also remains unclear whether asymptomatic
cases are particularly infectious, following the WHO'’s comments last month.

For investors, in our view the key to understanding the market reaction to COVID-19 hasbeen to
acknowledge the political dimension in the linkage between the spread of the virus and the ensuing
public policy response. At this pointprovided the healthcare system does not again become at risk
of overload, the political balance s, in our view, less likely to shift back to a lockdown-based
approach.

Nevertheless, the publicis likely to continue to maintain theirguard in terms of behaviours with
greaterrisk potential, particularly those involving larger crowds, thus dampening demand for
servicesin these sectors. It is also the case that the new normal does not look like the old normal
and will in many regards be inferior and therefore continue to impact social economic activity.

For the leisure sector, protocols and restrictions for international travel remain under discussion.
Rules will undoubtedly be subjectto change in the eventof any second wave of cases, adding to
uncertainty for travellers. In England, the opening ofbars and restaurants is welcome butis still
subjectto so manyrestrictions on household mixing and behaviour thatit may feel alien to many.
Live performances remain prohibited, as does cricket. Even after the easing of the lockdown office
workers are still expected to work from home, in part to allow social distancing on public transport.
With the profitability of the hotel and leisure industry critically dependenton utilisation rates,
margins are likely to remain underpressure in these sectors overthe summer.

2020 consensus earnings estimates have stabilised at lower levels

We note that earnings estimates have stabilised atlowerlevels around the globe and this does
provide comfort, for the short term at least, that the initial COVID-19 effects have now been fully
embedded in market expectations. Nevertheless, the downgrades have been severe, reflecting the
magnitude of the extraordinary slowdown in GDP growth.
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Exhibit 3: Consensus 2020 earnings growth forecasts have stabilised following steep reductions
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Source: Refinitiv, Edison calculations. Note: 2018 = 100.

The median corporate EPS growth forecast for the US has been downgraded by 20% and a fall of
10% in profits is currently forecast for 2020. In Europe and the UK, earnings forecasts have been
cut even further. Afull 30% has been lopped off earnings forecasts, which now indicate a 25%
declineisdue this year.

This corporate underperformance in Europe is unfortunate and to some degree the result of long-
standing differences in the sector composition between the US and Europe. The US has inrecent
decades managed to secure the lion’s share of the faster growing, newer global business
franchises. These businesses are also often based within the digital economy which has been least
affected by the outbreak of coronavirus and in some cases benefited from an accelerated shift to
home working and on-line shopping.

Furthermore, new economy business models have focused on reducing cyclicality by shifting to
subscription-oriented sales, in addition to building effectively dominantbusiness franchisesin these
major growth areas of the global economy. That this has been tolerated by US competition
authorities in this decade is a matter of public policy; but for investors the attraction of these
growing and defensive profit streams should be clear.

As a result, 2020’s discrepancy between the performance of the US and European corporate sector
both in terms of earnings resilience and price performance is stark. When considering lower
valuationsin Europe versus the US, the debate should in ourview be framed in the context of the
larger downgrades, cyclicality and lower quality of European earnings to date.

Global valuations recover while Europe lags for a reason

We note that while COVID-19 uncertainty remains outstanding, the median 12-month forward
price/book multiple for the world’s largest 600 stocks has rapidly recovered to levels sustained for
onlyrelatively brief periods during this cycle despite widespread earnings downgrades. The
determination of central banks to aggressively purchase securities and force interestrates down
across all maturities by cutting rates and implementing forward guidance has been the critical offset
to the expected reduction in profitability.
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Exhibit 4: Median price/book of largest global corporations close to 15-year highs
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In Europe, valuations have recovered but remain well below those prevailing before the outbreak of
COVID-19, having returned to the average of the past 15 years despite the reduction in Eurozone
and UK long-terminterest rates. While it is natural to ask if this represents an opportunity compared
to the US, we believe this is instead a rational response to the much deeper cuts to earnings
forecasts in the region. Furthermore, although the rhetoric has calmed in recentdays both Brexit
and the north/south divisions within the EU have appeared atrisk of being amplified by the rapid
contraction in GDP resulting from COVID-19.

Exhibit 5: Europe median 12-month forward price/book
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Conclusion

As 2020 unfolds, we continue to re-test our judgements on the spread of coronavirus and the extent
of the resulting public health measures. At this stage, we believe investors should notdrop their
guard. Lockdowns may be falling out of favour but case numbersin the US are rising again. While
Europe has lagged the recovery in US markets, the impactof COVID-19is of a larger magnitude
and in consequence consensus EPS forecasts for Europe now call for a decline of 25% for 2020.
Even as a rebound is expected in 2021, this still leaves European forecasts 24% lower than prior
expectations overthis longertwo-year period.

It is quite properto question this cautious stance as markets rise, lockdowns are released and
central banks appearintenton backstopping financial markets and the economy. It can also be
argued that the enormity of the COVID-19 shock is matched by the enormity of the fiscal and
monetary response to it. Nevertheless, at current valuations global equity risks appear at best

(&}
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balanced in ourview, even allowing for the expected looser trajectory of monetary policy over the
next 36 months.

Equity allocations should in our view remain focused on opportunities where there is a compelling
medium-term case. A vaccine for COVID-19 is potentially on the horizon for 2021 and investments
will have terminal values calculated many years later. In a new and uncertain situation thereis a
risk of unintentionally acting as a short-term investor, as the research effort becomes inadvertently
consumed by the novel factor. Panic buying can be as damaging to portfolios as panic selling.

)

Over-focusing on COVID-19 may also lead to a bias towards creating a portfolio of ‘recovery trades
highly contingenton the precise trajectory of viral infections and the economy but at odds with what
can reasonably be predicted in a quantifiable manner atthis stage of the epidemic. Secondary
damage to portfolio performance arises by distracting attention from longer-term themes and
proven investmentprocesses.

Given the unquantifiable uncertainties still surrounding COVID-19 we believe thattilting portfolios
towards recovery trades at the expense of longer-term investments should be avoided. At current
equity valuations there appears to be only a very modestrisk premium on offer at present. We
believe investors should instead proceed to investin their best ideas only and with caution, leaving
a margin of safety in terms of portfolio risk and portfolio liquidity, should there be a more significant
second wave of infections later in the year.
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This report has been prepared and issued by Edison. Edison Investment Research standard fees are £49,500 pa for the production and broad dissemination of a detailed note (Outlook) following by regular (typically
quarterly) update notes. Fees are paid upfront in cash without recourse. Edison may seek additional fees for the provision of roadshows and related IR services for the client but does not get remunerated for any
investment banking services. We never take payment in stock, options or warrants for any of our services.

Accuracy of content: All information used in the publication of this report has been compiled from publicly available sources that are believed to be reliable, however we do not guarantee the accuracy or completeness of
this report and have not sought for this information to be independently verified. Opinions contained in this report represent those of the research department of Edison at the time of publication. Forward-looking information
or statements in this report contain information that is based on assumptions, forecasts of future results, estimates of amounts not yet determinable, and therefore involve known and unknown risks, uncertainties and other
factors which may cause the actual results, performance or achievements of their subject matter to be materially different from current expectations.

Exclusion of Liability: To the fullest extent allowed by law, Edison shall not be liable for any direct, indirect or consequential losses, loss of profits, damages, costs or expenses incurred or suffered by you arising out or in
connection with the access to, use of or reliance on any information contained on this note.

No personalised advice: The information that we provide should not be construed in any manner whatsoever as, personalised advice. Also, the information provided by us should not be construed by any subscriber or
prospective subscriber as Edison’s solicitation to effect, or attempt to effect, any transaction in a security. The securities described in the report may not be eligible for sale in all jurisdictions or to certain categories of
investors.

Investment in securities mentioned: Edison has a restrictive policy relating to personal dealing and conflicts of interest. Edison Group does not conduct any investment business and, accordingly, does not itself hold any
positions in the securities mentioned in this report. However, the respective directors, officers, employees and contractors of Edison may have a position in any or related securities mentioned in this report, subject to
Edison's policies on personal dealing and conflicts of interest.

Copyright: Copyright 2020 Edison Investment Research Limited (Edison). All rights reserved FTSE International Limited (‘FTSE”) © FTSE 2020. “FTSE®" is a trade mark of the London Stock Exchange Group companies
and is used by FTSE International Limited under license. All rights in the FTSE indices and/or FTSE ratings vest in FTSE and/or its licensors. Neither FTSE nor its licensors accept any liability for any errors or omissions in
the FTSE indices and/or FTSE ratings or underlying data. No further distribution of FTSE Data is permitted without FTSE’s express written consent.

Edison Investment Research Pty Ltd (Edison AU) is the Australian subsidiary of Edison. Edison AU is a Corporate Authorised Representative (1252501) of Crown Wealth Group Pty Ltd who holds an Australian Financial
Services Licence (Number: 494274). This research is issued in Australia by Edison AU and any access to it, is intended only for "wholesale clients" within the meaning of the Corporations Act 2001 of Australia. Any advice
given by Edison AU is general advice only and does not take into account your personal circumstances, needs or objectives. You should, before acting on this advice, consider the appropriateness of the advice, having
regard to your objectives, financial situation and needs. If our advice relates to the acquisition, or possible acquisition, of a particular financial product you should read any relevant Product Disclosure Statement or like
instrument.

The research in this document is intended for New Zealand resident professional financial advisers or brokers (for use in their roles as financial advisers or brokers) and habitual investors who are “wholesale clients” for the
purpose of the Financial Advisers Act 2008 (FAA) (as described in sections 5(c) (1)(a), (b) and (c) of the FAA). This is not a solicitation or inducement to buy, sell, subscribe, or underwrite any securities mentioned or in the
topic of this document. For the purpose of the FAA, the content of this report is of a general nature, is intended as a source of general information only and is not intended to constitute a recommendation or opinion in
relation to acquiring or disposing (including refraining from acquiring or disposing) of securities. The distribution of this document is not a “personalised service” and, to the extent that it contains any financial advice, is
intended only as a “class service” provided by Edison within the meaning of the FAA (i.e. without taking into account the particular financial situation or goals of any person). As such, it should not be relied upon in making
an investment decision.

This document is prepared and provided by Edison for information purposes only and should not be construed as an offer or solicitation for investment in any securities mentioned or in the topic of this document. A
marketing communication under FCA Rules, this document has not been prepared in accordance with the legal requirements designed to promote the independence of investment research and is not subject to any
prohibition on dealing ahead of the dissemination of investment research.

This Communication is being distributed in the United Kingdom and is directed only at (i) persons having professional experience in matters relating to investments, i.e. investment professionals within the meaning of Article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005, as amended (the "FPQO") (ii) high net-worth companies, unincorporated associations or other bodies within the meaning of Article 49
of the FPO and (iii) persons to whom it is otherwise lawful to distribute it. The investment or investment activity to which this document relates is available only to such persons. Itis not intended that this document be
distributed or passed on, directly or indirectly, to any other class of persons and in any event and under no circumstances should persons of any other description rely on or act upon the contents of this document.

This Communication is being supplied to you solely for your information and may not be reproduced by, further distributed to or published in whole or in part by, any other person.

Edison relies upon the "publishers' exclusion” from the definition of investment adviser under Section 202(a)(11) of the Investment Advisers Act of 1940 and corresponding state securities laws. This report is a bona fide
publication of general and regular circulation offering impersonal investment-related advice, not tailored to a specific investment portfolio or the needs of current and/or prospective subscribers. As such, Edison does not
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