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A framework to make sense of the global sell-off
As recently as mid-February, equity markets were
near all-time highs, oil prices were above USD 50 per
barrel, volatility was low and credit markets were
functioning well.

Since then, the global market sell-off has been sharp,
only matched in terms of its scale and rapidity by
that which preceded the Great Depression. In such
circumstances, it would be easy to lose conviction in
the fundamental principles of investing. But these
will certainly survive this crisis just as they have all
previous ones.

One basic principle is that securities markets are
always forward looking. But at times like now that
vision can be unclear. To help, however, it is useful
to recognise that such forward looking behaviour
consists of two elements: expectations of future cash
flows and of required discount rates (Campbell and
Shiller (1988), Campbell (1991) and Campbell and
Vuolteenaho (2004)). Those two elements are
embodied in the dividend discount model, for example,
which underlies many factor-based analyses. That
states that the current price of an asset depends on
the sum of all its future cash flows (dividends for
equities) discounted by the market's required return.
In that model, even small changes in expectations of
future cash flows or of the discount rate can have a
large impact on prices.! While it is difficult to pinpoint
precisely how much of the drawdown is driven by
each of these two elements, we think that both were
significantly repriced at the market low point.

What lies ahead?

Such a basic framework can also help us think about
what might lie ahead. For instance, it is important

to note that although both types of news can induce
the same return shock, their resulting long-term
effects are rather different (Brandt, Jin and Wang
(2009) and Campbell and Vuolteenaho (2004)).

A negative return shock driven by increases in discount
rates tends to be more transitory. Furthermore, it

is partially compensated by improved prospects of
future returns.? In contrast, negative shocks to cash
flows that change the long-term prospects of
companies, decrease investors' wealth and leave
investment opportunities unchanged.? Given their
long-lasting impact, cash flow shocks are of greater
concern to long-term investors.

But how permanent are any cash flow shocks likely
to be? For certain sectors of the economy (travel,
leisure and tourism) there are clear concerns. But

it is unrealistic to think of countries remaining in
lockdown for a long period. Slowing and reversing
the spread of the coronavirus is surely within the
scope of mankind's ingenuity. Furthermore, widespread
aggressive action has been taken by governments
and central banks to free up credit markets and
provide income support to companies and workers.
While hopes of a V-shaped quick recovery may be
too optimistic, it is equally the case that expectations
of economies being locked in a multi-year depression
are in all probability too pessimistic.

How to proceed

Whether we have witnessed a spike in the discount
rate or a sustained deterioration in fundamentals
and cash flows is too early to tell. In this light it is
important not to forget the fundamental principles of
diversification, discipline and time in factor investing.
Empirically, Campbell and Vuolteenaho (2004);
Campbell, Polk, and Vuolteenaho (2010); Campbell,
Giglio, and Polk (2013); and Campbell, Giglio, Polk,
and Turley (2018) find considerable differences in
the cash-flow betas (sensitivities to cash flows) of
factor strategies. This suggests that diversifying
across factors is an adequate way of weathering
different economic environments. For instance, we
find that the equity factors producing the best
returns in the equity market downturn have been
quality, low volatility and momentum. These factors
seem less sensitive to economic shocks (at least, as
far as the current period is concerned, for momentum).
Other factors have exhibited greater sensitivity such
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Source: Invesco. Returns from 14 February 2020 through 23 March
2020, peak to trough. Global developed stock universe for
illustrative purposes. Past performance is not a guide to future
returns.

as value, size and yield. Should there be a reversal,
these factors may reap more benefit. But perhaps
the long-term investor should not try to foresee which
factor will do well in the short term and construct
investment portfolios on, essentially, that “guess”.

A diversified multi-factor strategy based on well-
researched investment factors with varying sensitivities
to economic uncertainty, which would inherently
provide a hedge if the crisis were to worsen or the
recovery to occur swiftly, seems much more
appropriate.

Nevertheless, for the more intrepid investor, a
systematic method of varying exposure to factors
with different cash flow betas could prove successful.
For a more detailed example of how this might work,
see Polk, Haghbin and de Longis (2020). Either way,
we need to keep a perspective. The decline in equity
prices is consistent with an increase in the discount
rate and a negative cash flow shock that resulted
from the intertwined impact of the pandemic, the

oil price collapse and turmoil in credit markets.
Uncertainty is high so volatility is likely to remain
high. Investment principles help us navigate this
environment just as they have in all other crises.

A factor approach can help, whether the crisis gets
much worse or ultimately proves less severe than
expected.

Notes

1 For a perpetual asset, which a stock exchange index can be
regarded as, a simplified model of the dividend discount model
is the Gordon Growth Model. This states that the current asset
price (P) is equal to the current dividend payment divided by
the difference between the required return (r) and the long-
term growth rate (g). At the end of 2019, the MSCI World
Index had a total market value of USD 44.6 trillion and that
year paid total dividends of USD 1.0 trillion (Source: MSCI). If
we estimate the long-term growth rate of dividends at 3%, this
implies about a 5.4% return required by investors. If we believe
the year to date (25 March 2020) 24% drop was a result of
changes in both dividends and required returns, it is surprising
how little these need to change in order to be consistent with
the price drop. For example, if this crisis cuts the current year
dividends by 5% but leaves the long-term growth rate of
dividends unchanged at 3%, the required rate of return only
needs to rise from 5.4% to 6.1% for the MSCI World index to fall
24%. Given all the uncertainty, big swings in prices are not be
SO surprising.

2 To understand this, assume a two-period investment which pays
a dividend (D) in year 2. In year 1, expectations about D remain
the same but the discount rate (r) goes up, bringing price and
return down. Yet in year 2 one still earns D, and a high return
because of the lower starting price.

3 Asr stays the same there is no improvement in investment
opportunities: there is nothing to buy that would give a higher
return.
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Risk warnings
The value of investments and any income will fluctuate (this may partly be the result of exchange rate fluctuations) and investors may not get
back the full amount invested.
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