
A VIRAL MARKET UPDATE: BACK 
TO BASICS

Glimmers of light?
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Another week, more volatility…

¨ Déjà vu? My first post on this blog was on September 17, 2008, a 
week into the 2008 crisis, and I expected that after a few posts, 
that crisis would be behind us, and that we could go back to our 
lives. That of course turned out not to be the case, as the crisis not 
only extended for months, but left its imprint for the next decade

¨ An up week: Unlike my four previous updates, this one will describe 
a week of market recovery, at least in sum, but like the previous 
weeks, the increase in market values came with wide swings and 
continued uncertainty and volatility. 

¨ Bailouts & Buybacks: Governments around the world rushed to 
pass rescue packages designed to get both individuals and 
businesses through a period where the global economic machine 
has been shut down. These bailouts, in addition to being many 
times larger than prior bailouts, have also reignited debates about 
what governments should be demanding in return
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Price vs Value
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1. Upper and Lower Bounds

¨ Since price is determined by demand and supply, and there is 
nothing that requires that those buying and selling in markets have 
to be constrained, at least in the near term, by fundamentals, it 
follows that there is no upper or lower bound to prices.

¨ Value on the other hand has both upper and lower bounds, with 
both bounds being set by expected cash flows, growth and risk. 
The upper bound is set by those who are more optimistic about a 
stock and the lower bound by those who are most pessimistic 
about that same stock, in terms of future expectations or 
liquidation value. 
¤ It is possible, for some stocks, especially early in the life cycle and with 

substantial uncertainty about the future, for the lower bound on value to 
be zero, 

¤ Stocks collectively cannot have that lower bound. For equities collectively 
to be worth nothing, you would require an apocalyptic scenario, one in 
which there is little point thinking about investments anyway.
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2. Price is reactive, value is proactive

¨ Incremental Information versus Fundamental Information: 
Pricing forces can take information that, at least at first sight, 
seems insignificant to long term value and cause price 
changes that are disproportional. Thus, when the mood is 
upbeat, small pieces of good news can result in big jumps in 
stock prices, but if that mood turns sour, small pieces of bad 
news can cause large drops in stock prices. 

¨ Reactive versus Proactive: Traders react to the incremental 
information to adjust the price and put little thought into 
whether the starting price itself has a basis to it. Value is 
driven by expectations of cash flows, growth and risk, and 
information has to be used to reassess those expectations, a 
more difficult task, but one that forces you to separate the 
wheat from the chaff.
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3. Price may never converge on value…

¨ Old time value investors live by the adage that the price can 
go up and down, with little relationship to value, but that it 
will eventually converge to value. 

¨ Absent a catalyst causing the convergence, price will not only 
diverge from value in the short term, but it could do so in the 
long term. Keynes was close to the truth when he said that 
the "market can stay irrational longer than you and I can stay 
solvent". 

¨ So what is it that keeps investors toiling at the fundamentals, 
hoping to get rewarded? The answer is faith, faith that they 
can estimate value and faith that the price will adjust to 
value. It is faith because I can offer you no proof for either 
proposition, and it is faith, because its strength will be tested 
by markets like this one.
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Macro Review: Equity Indices
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Macro Review: US Treasuries
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Macro Review: Corporate Bonds
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Macro Review: Oil & Copper
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Macro Review: Gold & Bitcoin
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Global Equities: By Region
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Global Equities: By Sector
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Global Equities: Industry Winners & Losers
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Looking for explanations?

¨ As this crisis has unfolded, you have had to deal with 
the bubblers, who have been telling us that stocks 
have been over valued since 2012, and feel 
vindicated.

¨ In the process, they have latched on to the argument 
that this is well-deserved punishment for those who 
invested in high flying companies and on 
momentum.
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PE and Market Damage
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Momentum and Damage
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Debt Burden and Damage
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Bailouts & Buybacks: The Questions

¨ In this week's update, I focus on a variable that people 
have pointed to, often with nothing more than anecdotal 
evidence, as a potential culprit in the crisis, and that is 
stock buybacks. 

¨ Their argument is that companies that have bought back 
stock, often with borrowed money, are the ones that 
have led us to the precipice, and that the viral shock to 
the economy is just a tipping point for these companies.

¨ The solution that they offer is a familiar one. Companies 
should be barred or restricted severely from buying back 
their own stock.
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A Test: Buybacks vs No Buybacks
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A follow up with dividends
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The Debt/ Buyback Interaction: US stocks
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There is uncertainty…

¨ Historical data may be recent, but it is already dated: The most recent financial 
statements are only a few weeks ago but the revenues and earnings numbers 
reported in those recent financial statements seem almost useless, a reflection of 
a different economic setting. The same can be said about equity risk premiums 
and default spreads.

¨ This year will deliver bad news: There is almost no doubt that 2020 will be a bad 
year for all companies, with the key questions being how much of a drop in 
revenues companies will see this year and how this will translate into earnings 
shocks. 

¨ Survival has become a central question: The magnitude of the shock to corporate 
bottom lines and the speed with which it has happened will put companies at risk, 
leaving debt-burdened and young companies exposed to default and distress. 

¨ The post-virus economy will be different from the pre-crisis version: Every major 
crisis creates changes in business environment, regulations and business models 
that reshapes the economy and resets competitive games, setting the stage for 
new winners and losers. 
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And the dark side beckons…

¨ if your concept of valuation is downloading last year's 
financials for a company into a spread sheet and then using 
historical growth rates, with some mean reversion thrown in, 
to forecast future numbers, you are probably feeling lost right 
now, and with good reason.

¨ It is also not a time to wring our hands, complain that there is 
too much uncertainty and argue that the fundamentals don't 
matter. 
¤ If you do so, you will be drawn to the dark side of investing, where 

fundamentals don't matter (paradigm shifts, anyone?), new pricing 
metrics get invented and you are at the mercy of mood and 
momentum. 

¨ Ironically, it is precisely at times like these that you need to go 
back to basics.
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The Basics of Value
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A Post-Corona Version
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Individual Stocks
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Looking past the crisis

¨ As you get deeper and deeper into the specifics of the 
crisis and the data, you will find yourself not only getting 
bogged down but in despair. 

¨ I have had moments in the last few weeks, when I have 
had to force myself to step back from the abyss and 
think about a post-virus world and to reclaim the 
initiative as an investor. 

¨ If you are a pessimist, you may view this as being in 
denial about what you see as an economic catastrophe 
that is about to unfold, but I am a natural optimist, and I 
believe that this too shall pass!
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Start with your views on the economy!

¨ There is no disagreement hat the virus will cause the 
economy to go into a deep recession, since commerce is 
effectively shut down for at least a few weeks to come. 

¨ During that period, economic indicators such as 
unemployment claims & measures of economic activity will 
hit levels perhaps never seen before, given how big and 
broadly based the shock to the economy has been. 

¨ There are two questions, though, where there can be 
disagreement.
¤ How quickly will the global economy come back from the shut down, 

and when it does how completely will it recover?
¤ How much permanent change will be created by this crisis in terms of 

both consumer (and investor) behavior and economic structure?
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Investment strategies for those more optimistic 
about economic comeback..

¨ Bargain Basement: In this strategy, you focus on stocks that have 
been pounded in the last few weeks, losing 40%, 50% or more of 
market value, but which have the ingredients that you believe will 
allow them to survive (large market cap, low net debt), perhaps 
stronger, in the post-virus economy. 

¨ Distressed Equity: There is a more risky strategy you can adopt, 
where you also look for stocks that have seen a significant loss in 
value over the last five weeks, but focus on the most endangered 
of these, with high net debt and fixed costs. 

n You are effectively buying options, with some already out of the money, 
and as with any strategy built around doing that, you will see a 
significant number of your investments go to zero. 

n Government bailouts, which are a mixed blessing, since they allow 
companies to survive, while wiping out or severely constraining equity 
claims in these companies. 
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And for those who are less optimistic about the 
turnaround

¨ Safety at a Reasonable Price (SARP): Here, you focus on 
companies that are best positioned to not just survive a long 
downturn but have the ammunition to make it work to their 
advantage. Large market cap firms with low debt ratios and 
high cash balances, that had high growth and profit margins 
in the pre-virus economy, would be good candidates.

¨ Change Agents: This is as much a bet on changes in consumer 
behavior and economic structure as it is on individual 
companies. Thus, if you believe that this crisis will make 
people more comfortable with delivery services for a wider 
range of goods and online interaction (in business and 
education), you could seek out lower profile companies that 
are innovators in these spaces. 
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A Composite Picture


