
Interesting Times

March 20, 2020

“May you live in interesting times” is an English expression often 
attributed to be an old Chinese curse.  Though no Chinese 
saying to this effect has ever been traced, whatever its origin, the 
words are certainly apropos today.   

Irrespective of your location on our planet, almost no one is 
immune (bad pun) to some fallout from the discovery last 
December of the COVID-19 virus.  Healthcare worries, supply 
chain disruptions, plunging oil prices, a slowing global economy 
and political recriminations seem to all contribute to a general 
level of unease.

Shortly after being formally identified by Chinese authorities on 
December 31, 2019, the media has provided near 24/7 coverage, 
business and pleasure travel has been curtailed and a number of 
large events cancelled, including Austin’s South by Southwest 
music festival and the NCAA’s iconic March Madness 
tournament.  Pre-season Japanese baseball has been played in 
fan-less stadiums and the list of cancelled public gatherings 
grows daily. 
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329,275 confirmed cases 
(globally) of the virus have 
been identified and 14,376 
deaths have occurred

It was on January 30th, that the World Health Organization 
(“WHO”) issued its sixth ever “public health emergency of 
international concern” (PHEIC)1.   Subsequently, businesses, 
including SGA, have proactively put into place varying aspects of 
their Business Continuity Plans.

The WHO’s first ever PHEIC was issued in late April 2009.  Just a 
month earlier, what became known as the Swine flu was traced 
to its first victim in Veracruz, Mexico.  Ultimately this flu (also 
known as H1N1) spread to between 11% - 21% of the global 
population, resulting in somewhere between 150,000 and 
575,000 fatalities (the higher numbers reflect suspected, though 
not confirmed cases).  In spite of the large number of deaths, 
the mortality rate was considered low given the breadth of the 
infection.  As of mid-March 2010, the U.S. Centers for Disease 
Control and Prevention (CDC) estimated that about 59 million 
Americans contracted the H1N1 virus, 265,000 were 
hospitalized, and 12,000 died [1, 2].

Originally published March 13, market data has been updated
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COVID-19 has captured much more attention despite how 
little is currently known about it and its (to date) relatively low 
spread. At this writing, 329,275 confirmed cases (globally) of 
the virus have been identified and 14,376 deaths have 
occurred (85% of which were in Italy, China, Spain and Iran) 
per the Coronavirus Resource Center at Johns Hopkins 
University https://coronavirus.jhu.edu/map.html.   

Interestingly, no deaths of individuals under the age of 10 have 
been recorded, which is unusual for corona-type viruses.  Also, 
based on (albeit questionable) statistics from China, the 
mortality rate is below 1% for all age groups under age 50.  It 
climbs steadily thereafter for older folks, and for those over 
age 80 the fatality rate is 14.8%.  Compared to the 2009 
pandemic, both the breadth and number of fatalities are far 
lower – yet the general level of concern is much higher.

The mortality rate is below 1% 
for all age groups under age 
50.  It climbs steadily thereafter 
for older folks, and for those 
over age 80 the fatality rate 
is 14.8%.

We do not yet have any way of knowing how much longer the 
spread will continue.  The CDC has said they expect a 
continued growth in the number of cases into May and a 
decline thereafter.  They do, however, expect a second-round 
effect next flu season – by which time we would hope 
vaccinations and a treatment are in place.  Nancy Messonnier, 
director of the National Center for Immunization and 
Respiratory Diseases said “it’s fair to say that, as the trajectory 
of the outbreak continues, many people in the United States 
will at some point in time, either this year or next, be exposed 
to the virus and there’s a good chance many will become sick.  
But again, based on what we know about this virus, we do not 
expect most people to develop serious illness”.

In the interim, however, we all have a lot to deal with.  The 
purpose of this letter is to explore a few of the implications 
and detail our thinking with respect to the management of 
your portfolio.



Historic Experience

Providing downside when a market corrects is probably one of 
the most important things a portfolio manager can do for their 
clients.  Staying consistent when things look most challenging is 
another.  Mathematics shows how a given unit of downside 
protection is more helpful to long term returns than a similar 
unit of upside outperformance.  By way of example, it would 
take 25% upside to recoup the market’s recent 20% decline.

It is a well-known, but perhaps underappreciated, fact that 
positive and negative returns are asymmetric; that is, every –1 
percent decline requires greater than a +1 percent recovery to 
get the investor back to breakeven. The larger the percentage, 
the more pronounced the asymmetry. This is generalized in 
Table 1.

Negative Return
Necessary Offsetting 

Positive Return

-10% +11%

-20% +25%

-25% +33%

-33% +50%

-50% +100%
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Return Asymmetry

The immediate takeaway from Table 1 is that in terms of 
percentage returns, avoiding a loss is the economic equivalent 
of capturing a gain of greater magnitude.

However, as is often the case when a market abruptly declines, 
the earliest selling can be somewhat indiscriminate such that 
companies most likely to recover are sold with similar vigor to 
those that pose greater risks -- and separating from the crowd 
can be difficult.  This is where the seeds of future 
outperformance are planted.

SGA has been managing money in our current style since late 
2005, just long enough to gain momentum heading into the 
Global Financial crisis of 2007 – 2008.  We held our own during 
the downturn, but importantly put together seven very strong 
years thereafter.  We believe that by employing a process using 
the talents of both our quantitative and fundamental teams, who 
understand the models well, we are able to steer portfolios 
towards holdings that are more robust and likely to hold up and 
recover well.  Today, we continue to adhere to our discipline as 
opportunities are forming.  

In the following charts (Pages 3-4) we show how various factor 
groups (the spread between the most attractive and least 
attractive decile of stocks as ranked on each factor category) are 
priced relative to historical norms (using Price/Sales ratio).  
Sentiment and Growth show to be the most richly valued, while 
valuation and quality factors are the cheapest.

As is often the case when a market abruptly declines, the 
earliest selling can be somewhat indiscriminate such that 
companies most likely to recover are sold with similar vigor to 
those that pose greater risks -- and separating from the crowd 
can be difficult. 

Source: Strategic Global Advisors, LLC (“SGA”)
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Source: Strategic Global Advisors, LLC (“SGA”)
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The chart above looks at these spreads through a different lens.  
Instead of comparing the spreads within the same factor which 
gives some idea of single factor opportunity, this comparison 
looks at the valuation gap between two metrics – Valuation and 
Momentum for international developed market equities.  Such a 
comparison further shows the opportunity for more 
fundamentally oriented processes should the gap move back 
toward more normalized levels.
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Average Fundamental is the annualized average 
returns of top quintile Valuation, Historical 
Growth and Earnings Quality style composites.  
Average Technical is the annualized average 
returns of top quintile Price Momentum style 
composite and bottom quintile (lowest) 
Volatility style composite.  For this comparison, 
the benchmark  EAFE (price return) is sector 
neutral and equal weighted.  All factor 
categories used are S&P Capital IQ standard 
factor categories.

One other characteristic of the recent markets 
that deserves note was their narrow breadth –
that is, a small number of larger stocks did the 
best.  Thus, if you did not overweight the 
already large exposures, you probably lagged 
the market.  This table shows the contributions 
of the 10 largest performance contributors 
across three distinct benchmarks for the 
calendar year 2019.  In the U.S., just ten names 
(out of 500) provided nearly 30% of the 
benchmark’s total return.  If you did not own 
these securities or were underweight, it was 
tough to keep up.  Global and International 
benchmarks were only slightly better.

Source: Strategic Global Advisors, LLC (“SGA”)
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Index Index Return
Contribution of 

Top 10

Top 10 
Contributors - % of 

Return

MSCI EAFE 22.01% 3.81% 17.30%

MSCI World 27.67% 5.50% 19.88%

S&P 500 31.49% 9.28% 29.49%

Source: Journal of Financial Planning
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We can also see this through a performance window which 
demonstrated how the market environment of the past couple 
of years has been a difficult time for our process which is one 
driven by fundamental factors.  Even though our portfolios were 
up nicely, they lagged the even stronger performance of the 
benchmark which was driven by price momentum and low 
volatility characteristics.  

The chart below demonstrates the factor performance gap over 
various recent time periods for international equities relative to 
the PMI - EAFE benchmark.

1998 202020082002 20142000 2004 2006 2010 2012 2016 2018



Credit Markets

It has been our contention for some time that the credit markets 
may hold the key to equity returns going forward.  Last year we 
discussed the nature of “zombie companies” -- or firms that 
didn’t earn enough from their operations to even make interest 
payments on their borrowings.  Bank of America Merrill Lynch 
counted the number of such firms in advanced economies at 
536 (13% of the total), a figure that is not far from the peak of 
626 seen during the depth of the Great Recession.1

The reason these companies have been able to survive are the 
relatively accessible credit markets.  With both interest rates and 
credit spreads (the amount an individual company pays above 
the risk-free government rate) near historic lows, even the 
zombies have been able to borrow to pay their on-going 
expenses.

Since the peak of the equity markets on February 19th, 2020 we 
have seen interest rates fall as central banks around the world 
have responded to slowing growth concerns.  Conversely, credit 
spreads have widened as worries about slowing growth impact 
one’s ability to service their debt as easily.  The longer negative 
sentiment and uncertainty lingers, the greater possibility of a real 
economic impact becoming a self-fulfilling prophecy.  

A little over one year ago, 10-year U.S. Treasury Notes yielded 
north of 3%. At year-end 2019 they sat at 1.92%. At the close of 
trading on March 20th, they stood at 0.85% (up from a low of 
0.56% on March 9th). 

1. https://www.cnn.com/2019/03/31/investing/stocks-week-ahead-zombie-companies-debt/index.html  

The longer negative sentiment 
and uncertainty lingers, the 
greater possibility of a real 
economic impact becoming a 
self-fulfilling prophecy.

Lower-quality high yield issuers, however, have had a little more 
excitement. Moody’s Investors Service calculates an average 
Expected Default Frequency (“EDF”) for U.S. High Yield 
Companies. For just the third time (since its inception in January 
1996), the EDF crossed the 10% mark and now sits at 10.62%.

This metric tends to lead the actual default rate (currently just 
above 4%) by between 6 to 18 months.  As default rates 
increase, credit spreads tend to widen in order to compensate 
investors for the increased level of default risk. 

Since the February 19th market peak, high yield spreads in the 
United States have increased by 547 basis points (see charts top 
of page 7). In Europe, high yield spreads have increased by 538 
basis points. Such a combination could be anathema to zombie 
firms and lower quality firms, in general.   This is a situation that 
we feel will favor our style which leans more heavily on 
fundamental – as opposed to sentiment-type factors.

In times of crisis companies who are only marginally able to 
service their debt can often underperform.

15

0

7

4

12

Jan-96 Jan-20Jan-08Jan-02 Jan-14

recessionsU.S. High-Yeld Default Rate: %

Average Expected Default Frequency (EDF of U.S. High-Yield 
Companies: %

Source: Moody’s Investors Service, NBER, 
Moody’s Analytics

6Strategic Global Advisors

Average High-Yield Expected Default Frequency (EDF) Metric Last 
Moved Above 10% in October 2008

Until this past week, the good news was that investment grade 
credit spreads, while wider, had not offset the impact of these 
falling rates overall and the credit costs for higher-quality 
companies was lower than previously. This has changed slightly 
given the increased tumult in the markets. As reported by 
Moody’s Analytics (Credit Markets Review and Outlook March 
19th), as of March 18th the long-term Baa industrial company 
bond yielded 5.36%, a little more than a percentage point above 
2019’s fourth quarter level.



International Equity 10.5%

International Small Cap 
Equity

5.1%

Global Equity 10.4%

U.S. Equity 7.5%

SGA’s Interest Coverage (as of February 
29, 2020)

• Analyzing EBIT Interest coverage across the SGA’s 
International Equity portfolio, we note that more than 60% of 
the portfolio has greater than 10x coverage, while 90% has 
more than 5x, giving us comfort that the portfolio companies 
generally have adequate earnings to service their debt.

• Analyzing EBIT Interest coverage across SGA’s International 
Small Cap Equity portfolio, we note that more than 65% of 
the portfolio has greater than 10x coverage, while 90% has 
more than 5x.

Another way to look at this is to segment the benchmark into 
quartiles from greatest interest coverage (Quintile 1) to least 
interest coverage (Quintile 5).  Across all of our strategies, our 
weighting to Q5 is well below the benchmark’s 20%.  Here are 
the current exposures across our major strategies:

In each case, since the market peak on February 19th, this 
allocation has been a positive across our strategies as compared 
to the benchmarks.
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Energy

As reported by the Wall Street Journal on March 8th and 9th, 
Saudi Arabia and Russia engaged in a game of chicken that 
resulted in Russia calling the Saudi bluff.  Initially, OPEC was 
discussing a cut of 1.5 million barrels per day in production to 
meet the fall in demand related to the economic slowing from  
COVID-19.  Saudi Arabia said they would cut 1 million barrels if 
the other members would cover the rest.  Russia refused and, as 
a result, the Saudis unilaterally announced a 20% cut in their oil 
price and a determination to increase production by up to 2 
million barrels per day.  Russia saw the Saudi bet and raised 
them 500,000 barrels of their own pumping. 
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On Monday March 9, oil prices fell by 24.6% and world equity 
markets fell significantly.  On this day our International Equity 
strategy outperformed MSCI EAFE by about 25 basis points and 
our International Small Cap Equity strategy outperformed the 
MSCI World ex-US Small Cap, also by about 25 basis points.  Oil 
price sensitivity was a big differentiator in stock performance 
that day.  This rationale can be seen in your portfolio by looking 
at the superior leverage metrics of our holdings relative to the 
benchmark (Higher Free Cash Flow relative to Net Operating 
Assets) and our holdings positioned in lower cost basins and 
away from refining activities.  Furthermore, both strategies were 
somewhat insulated as the portfolios have a neutral/modestly 
negative active exposure to oil price sensitivity as part of our 
normal portfolio construction process.

The current supply and demand environment, if sustained, is 
likely to hurt the higher cost producing companies the most as 
Saudi Arabia has the easiest (least costly) reserves to produce.  
U.S. companies in the E&P space (particularly shale) will be hurt 
if this impasse is not remedied.  Investors will have to assess the 
recent price declines versus the impact on each company’s 
cash flow and their ability to service debt.



Financials

Financial stocks have also experienced a sharp downturn 
globally.  In Europe, negative interest rates were already a drag 
on profitability and a doubling of funding costs in the past few 
weeks has only pressured them further.  Interest rate reductions 
by the U.S. Federal Reserve have driven down U.S. rates 
substantially (albeit they are still positive), pressuring U.S. bank 
profitability.    Finally, worries over deteriorating business 
conditions have raised concerns over greater loan defaults (see 
Credit discussion above).

We view the sell-off in European banks as a reflection of a fragile 
Eurozone economy. The probabilities of a recession in countries 
such as in Italy are increasing rapidly, while tightening credit 
markets are also contributing to negative sentiment. The WSJ 
estimated that the cost of funding has almost doubled in the

8

About SGA

Strategic Global Advisors, LLC (SGA) is a Newport Beach, 
California-based women and employee-owned institutional 
asset management firm founded in 2005. Our focus on global 
equity investing employs a methodology that seamlessly 
integrates both quantitative and fundamental company 
analysis into one disciplined investment program. We believe 
that a bottom-up, quantitative investment process can deliver 
consistent outperformance by identifying mispriced 
companies within each industry through the analysis of a 
diverse set of fundamental factors while our fundamental 
overlay allows the experienced hand of our portfolio 
management team to identify issues unlikely to be captured by 
hard data.
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To Summarize

While we still don’t know how big a healthcare crisis COVID-19 
will ultimately be, the market impact has been substantial and 
we should expect a growing, and substantial, economic impact. 
We urge investors to use this period of turmoil and uncertainty 
to position their asset allocations for the time when “normalcy”, 
as it always does, reappears. We believe an opportunity may be 
near and are more than happy to help our clients think through 
what the coming months may look like.

Important Disclosures
This paper is meant for illustrative purposes only. The views and 
opinions expressed in this paper are those of Strategic Global 
Advisors, LLC. The materials provided in this presentation and any 
comments or information provided by the authors are for 
educational purposes only and nothing presented should be 
considered legal or investment advice.  Information contained 
herein has been obtained from sources believed to be reliable, but 
not guaranteed.  

Excess returns reported by SGA are calculated by subtracting the 
annualized return of the benchmark from the annualized return of 
the SGA portfolio.

Past performance is not indicative of future results. Returns are 
presented gross of fees.  Please contact SGA for additional 
information contained in the Annual Disclosure Presentation.

Sources:

1. World Health Organization

2. Centers for Disease Control and Prevention, National Center for 
Immunization and Respiratory Diseases (NCIRD)
3. https://www.treasury.gov/resource-center/data-chart-
center/interest-rates/Pages/TextView.aspx?data=yield

Systematic or Quantitative Process Risk

There is potential for shortfall in any investment process due to a 
variety of factors including, but not limited to, data and system 
imperfections, analyst judgment, and the complex nature of 
designing and implementing portfolio construction systems and 
other quantitative models. Such shortfalls in systematic or 
quantitative processes in particular pose broader risk because they 
may be more pervasive in nature. Furthermore, the Advisor’s SGA’s 
systems may not necessarily perform in a manner in which they 
have historically performed or were intended to perform. The 
Advisor recognizes that such shortfalls are inherent to both 
fundamental and systematic or quantitative processes and 
believes that combining both approaches improves the 
opportunity to reduce these shortfalls. However, these efforts may 
not necessarily result in the identification of profitable investments 
or the management of risk.

For additional information, please contact Strategic Global 
Advisors, LLC.

past few weeks for many European banks. This comes at a time 
when profitability levels in the region are already at depressed 
levels due to negative interest rates. SGA’s fundamental team is 
using extra caution, especially with banks that derive most of 
their alpha score from the value category. Many European banks 
trade at a significant discount to book value (and all other 
valuation metrics) as their returns on equity are likely to stay 
below their cost of equity. Qualitatively, we have a more 
favorable view on banks that have less economically sensitive 
lines of business including Wealth Management. 

In the run up to the market peak, our bank exposure had little to 
no impact on active returns.  From February 19th through March 
9th, banks contributed 31 basis points to outperformance for 
international large cap portfolios and minus 27 basis points for 
international small cap portfolios.
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