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“What a Difference a Day Makes.” In less than a month, we have shifted from explaining why the
US economy and bull market had room to grow to how much the global economy, equity
markets, interest rates, and oil prices could fall.

The purpose of this note is to provide a synopsis of our views and those of our guest speakers
on a series of client conference calls over the last six weeks. We begin with a summary of the
issues discussed with infectious and biodefense specialists—Dr. Barry Bloom of Harvard T. H.
Chan School of Public Health and formerly head of the School, and Dr. Luciana Borio of In-Q-
Tel and former Director of Medical and Biodefense Preparedness at the National Security
Council and Acting Chief Scientist of the US Food and Drug Administration. We provide some
historical context of this pandemic relative to other viral epidemics. We then turn to the likely
economic impact of the Covid-19 pandemic, including the views of our Goldman Sachs Global



Investment Research (GIR) colleagues on the likelihood of recession. We will conclude with our
views on the investment implications.

The Fear of the Unknown: SARS-CoV-2 and its Disease COVID-19

Since our first client call addressing the new virus on February 4 (when the S&P 500 was about
25% higher than current levels), we have emphasized the enormous uncertainty surrounding the
virus at this time. Our infectious-disease specialists have warned, and continue to warn, that it is
too early to know the fatality rate, the incubation period, the reproduction number, and the
contagious period. Therefore, as you hear estimates of how many people will contract the
disease in the US and Europe, and how many people will die as a result, please keep in mind
that nobody knows. As Dr. Bloom said on our call, “one has to take any specific number, like the
mortality rates, with a grain of salt.”

Widely quoted Harvard Epidemiologist Marc Lipsitch initially projected that “40 to 70 percent of
the human population could potentially be infected by the virus if it becomes pandemic.”* He
later qualified the statement to apply only to adults since children seem to be less affected. The
number was further revised down to 20-60%.2 He also stated that measures from self-
guarantining to social distancing will affect these estimates.

The data from China shows the extent to which effective policy can produce a completely
different set of numbers. If we were to use the current reported rate of growth in the number of
infections through early May, the number of infected people in China may peak at 100,000.
Given a population of 1.4 billion people, the infection rate would be .007%. Dr. Xihong Lin of the
Department of Biostatistics and Department of Statistics Harvard University and Broad Institute
estimates that, by early May, the number of new cases in Wuhan will fall to zero!® She attributes
this low rate to a number of policy measures starting with:

social distancing,
extensive testing,
centralized quarantining,
lock-down of Wuhan,

a traffic ban.

It is obvious that the government policy has a significant impact on the relevant numbers.
What are the relevant numbers?

Fatality Rate: The Fatality Rate is the number of people who have died from the disease divided
by the number of infected people. Obviously, no one knows the number of infected people in
every country at this time, so the fatality rate may well be overstated because we are measuring
a known number by an estimate of the number of infected people. There is also significant
dispersion in the fatality rate between age groups and regions. The fatality rate among 40-49
year olds in China is 0.44%, compared to 14.77% in Chinese over 80.% The fatality rate in
Wuhan, the epicenter of the virus, is estimated at 4.87%, compared to 0.88% in mainland China
outside of Hubei.® In Italy, the estimate is 6.81%,° compared to 0.92% in South Korea.’

Incubation Period: Here, again, there is some uncertainty. The World Health Organization
estimates a 2-7 day window where a person may have become infected before they show




symptoms. The US CDC estimates a 2-14 day incubation period. Earlier in this epidemic, one
Chinese study indicated it could be as long as 24 days.?

Reproduction Number (R0): The reproduction number is the number of people every infected
person infects. Originally, the number was estimated at 2-4 people. It has been lowered to 2-3.
However, this is an extremely rough estimate because there is uncertainty about the contagious
period.

Dr. Bloom has said that the epidemic will be under control when RO equals 1 or less. The path of
RO in Wuhan, shown in Exhibit 1, is an example of how quickly the epidemic was brought under
control by reducing the reproduction rate from 3.88 in mid-January to 0.32 by mid-February.®

1. Covid-19 in Wuhan: Estimated Reproduction Number (R0} Over Time
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Source: Xihong Lin, “Analysis of 25,000 Lab-Confirmed COVID-19 Cases in Wuhan: Epidemiological
Characteristics and Non-Pharmaceutical Intervention Effects,” Department of Biostatistics and Department of
Statistics, Harvard University and Broad Institute, March 12, 2020.

Contagious Period: This period is the amount of time someone is contagious and there are no
estimates at this time. On our February 4 client call, we shared the Chinese observation that
some patients have been contagious prior to the onset of any symptoms. The recent data from
New Rochelle, NY, confirms that individuals have tested positive who have no symptoms. Our
guest speakers have highlighted that infected individuals seem to shed a lot of the virus two
days before the symptoms appear. The World Health Organization has noted that some patients
can shed virus 24-48 hours before the onset of symptoms,*° which means people are highly
contagious and can easily spread the virus without knowing they are sick and before they
guarantine themselves. Finally, some people who had recovered in China still had “detectable
virus in their respiratory tract.”!

Such uncertainty has created a tremendous fear of the unknown:

e The virus is a new pathogen—hence all the uncertainty about its characteristics.
e It is highly transmissible—even before someone has visible symptoms.



We do not have any immunity given that it is a new pathogen.

Diagnosis in the US has been poor because of shortcomings of diagnostic tests.
There is no therapeutic drug yet.

There is no vaccine yet.

To allay such fears, the healthcare system has to address three issues:

1. Proper diagnostics: Fear has been compounded by the fact we do not know how
widespread the disease is in the US since the US healthcare system does not have
enough functioning testing kits. Both Dr. Bloom and Dr. Borio expressed significant
concern about this shortcoming. Problems have ranged from faulty testing kits to
shortages of an RNA extraction kit. On Thursday, March 12, at a congressional hearing,
Dr. Anthony Fauci, Director of the National Institute of Allergy and Infectious Diseases,
stated that the US testing system is “not really geared to what we need right now ... That
is a failing. Let's admit it.”*? Dr. Borio has referred to this shortage as “one of the most
dramatic failures in our early public health response” that she can think of.13

However, several manufacturers have now undertaken the task of ramping up production
of testing kits and the President has committed that his administration would work with
the private sector to provide the drive-thru testing widely available in South Korea. Slowly
but surely, the issue of diagnostics will be addressed.

In the meantime, it is important to be prepared for a substantial increase in the number of
infections. As highlighted by our guest speakers, the numbers are certainly in the
thousands. We should keep in mind that increased testing likely means that some portion
of this expected increase represents the identification of cases that already existed
instead of newly acquired infections.

2. Therapeutics: While a therapy is not yet available, our experts have expressed some
optimism that a therapy to treat infected patients could be forthcoming in the next several
months. The CEO of Gilead Sciences has stated that he expects the results of clinical
trials on Remdesivir to be available by April.1* Regeneron is evaluating Kevzara, their
drug for rheumatoid arthritis, since it has been effective with patients in China and Italy.
The Lancet, one of the world’s most prestigious medical journals, has just published an
article on convalescent plasma or immunoglobulins as a potential therapy of Covid-19
patients.!® Such therapy was used as a last resort to improve the survival rate of patients
with SARS.

3. Vaccines: While the general consensus is that a vaccine will not be available for the next
one to two years, some of the experts we spoke to were moderately more optimistic,
referring to the work of several companies supported by CEPI, the Coalition for Epidemic
Preparedness Innovations. CEPI has launched four programs to develop vaccines
against Covid-19, working with Inovio, The University of Queensland, Moderna, and
CureVac. These programs will leverage a “rapid response platform” that is already
supported by CEPI. The aim is to advance vaccine candidates into clinical testing as soon
as possible. Moderna has already delivered a vaccine candidate to the National Institute
of Health for clinical testing and CureVac has suggested developing a vaccine ready for
clinical testing in a few months. The expectation is that scientific and medical community
will have a sense of the safety and potential immunogenicity of the vaccines against



Covid-19 by the summer, and then move to more advanced efficacy studies with data
available towards the end of the year.

Regeneron is also working on leveraging its approach to developing monoclonal
antibodies that was used to fight ebola to develop a similar vaccine to prevent people
from getting Covid-19.

As medical progress is made in diagnosis in the next few weeks, therapy in the next few months,
and vaccines starting in the summer with more extensive efficacy studies by year-end, fear will
inevitably abate.

At this point, however, as emphasized by Dr. Borio, the most important factor is to mitigate the
growth of the pandemic curve through various social distancing measures. The growth curve
has to be flattened to prevent strains on the healthcare system and to buy time for therapies and
vaccines to be developed.

Some Context

Let’s briefly examine the data of past viral epidemics to provide some context for this pandemic.
While this viral pandemic is different than past epidemics or pandemics and is not an influenza
virus like HIN1, we still believe that it is helpful to have some context for the number of cases
and the fatality rate.

There are two key takeaways from Exhibits 2-5 below:

2. Total Infections, Deaths, and Fatality Rate

SARS MERS SARSCoV2 HINI inUs CUfrent SeasonalFlu
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4. Reproduction Number
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1. The H1N1 pandemic was quite significant in terms of numbers of people affected but the
mortality rate was very low. Sixty million people were infected and 12,000 people died in
the US. The impact was overshadowed by the Global Financial Crisis, but the scare was
not insignificant, as illustrated by several magazine covers at the time (see Exhibit 6), and
the number of deaths was high.

6. Media Coverage of Recent Pandemics
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2. About 36-51 million Americans have been infected by the seasonal flu so far this year
through early March, and the US CDC estimates 22-55 thousand deaths have occurred.
Of course, the seasonal flu does not create such panic, partly due to the low case fatality
rate. However, the absolute number of deaths is still quite staggering.

We should note that comparisons to the Spanish flu of 1918 in terms of nhumber of infections and
deaths are gross exaggerations. One-third of the world’s population was infected and the case
fatality rate was 10%—equivalent to over 200 million people today. As Dr. Bloom pointed out, in
1918 the world “did not have ventilators, a lot of healthcare facilities, or epidemiology at that
time.” Moreover, many of the fatalities were actually caused by bacterial infections in the lungs,
not the virus itself. Today, those complications could be treated with antibiotics which did not
exist then. While such exaggerations have the benefit of spurring governments and society into
action, no one actually expects those levels of infections and fatality. The key lesson from the
Spanish flu is that US cities which imposed non-pharmaceutical interventions such as social
distancing and banning large gatherings early in the epidemic, and maintained their
interventions over a long period, had fewer total cases of pandemic influenza than those which
waited.®

External Shocks

As Larry Summers, former Secretary of the Treasury and President Emeritus of Harvard
University, wrote earlier in March, Covid-19 is “one of the most dangerous and disruptive
disease outbreaks since WWI."1” However, it is important to keep in mind that this is not the first
time that the United States has been hit with an external shock that has ground many parts of its
economy to a halt.

A picture is worth a thousand words: hence, the image of the World Trade Center towers after
the two hijacked airplanes struck the towers on September 11, 2001. The Department of
Transportation closed the National Airspace System for two days. The New York Stock
Exchange was closed for four days. Downtown Manhattan was closed for several days and
ready access was limited for over a month.
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Fears of further terrorist attacks were exacerbated by the delivery of anthrax, a deadly toxin, to
recipients in Washington DC, West Palm Beach, and New York City starting on September 18.
Twenty-two people were infected and five died.

Across the country, Americans became concerned about biological, chemical, and nuclear
attacks, worrying about the security of the water supply and the safety of trains, airplanes,
bridges, and tunnels. Antibiotic CIPRO, water purifiers, and gas masks were flying off the shelfs.
Some people working in high-rise offices bought low-altitude parachutes in case another
airplane struck a building. Nearly 3,000 Americans were killed.

Yet, the financial markets have reacted much more negatively to Covid-19 than to 9/11, as
shown in Exhibit 7. We use the airline sector since it is the one sector most affected by both
shocks. Of course, we understand that the world is more interconnected, supply chains are more
complex across different countries, and China is a critical link in the global supply chain;
however, as the pandemic has started to abate in China, the financial markets have shrugged

off the improvement.

7. Peak-to-Trough Declines Around 9/11 and Covid-19 Quthreak
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Therefore, the key question is whether Covid-19 is the external shock that will throw the US,
China, and other regions and large countries, such as the Eurozone and Japan, into a deep and
prolonged recession that will be substantially worse than the 9/11 terrorist shock, or is there a
greater fear of the unknown that is driving the current markets.



Economic Slowdown or Deep and Prolonged Recession

China

The uncertainty with respect to this virus extends to the uncertainty with respect to the depth and
length of a recession. We begin with the epicenter of the pandemic by looking at China. China’s
impact on global growth is four-fold, as described by our colleagues in GIR:

1. Direct impact of slower growth in China

2. Spillover to other countries from reduced goods imports

3. Spillover to other countries from reduced spending by Chinese tourists; for example,
Chinese tourists account for nearly one-third of all tourists in Japan.

4. Disruption to supply chains relying on Chinese parts. Dun and Bradstreet estimate that
16.3% of Fortune 100 companies have Tier 1 suppliers that supply parts directly into the
US manufacturing process, and 93.8% have Tier 2 suppliers that supply parts to the Tier
1 suppliers, all based in affected areas of China.®

The aggressive measures taken in China to slow down the rate of Covid-19 infections have
been successful as illustrated in Exhibit 8, but they have also led to a significant decrease in
economic activity. According to Andrew Tilton, GIR’s Chief Asia Pacific Economist, daily
indicators of economic activity, such as coal consumption, passenger volume, and property
transactions, were about 70-80% below their 2019 levels immediately after the Lunar New Year.
At the current rate of improvement of 5-10% per week, he estimates that China should reach
normal levels of capacity utilization by sometime in April.

8. Number of New COVID-19 Cases by Country (Log Scale; T-1=Day When

Country Reached 100 Cases Cumul.)
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The slower pace of normalization is driven by several constraints, including shortage of labor as
migrant workers have not yet returned to their place of work, and companies not having the
required equipment such as masks.

The GIR Asia team estimates that first-quarter GDP will probably drop by about 6%, given a
double-digit decrease in their measures of economic activity and only a gradual pace of recovery
in March. They expect aggressive monetary and fiscal policy measures to provide a floor to the
slowdown. Policy response measures could include:

e Monetary measures including cuts in reserve requirement ratios for a total of 200 basis
points, and 50 basis point cuts in the medium-term lending facility rate, the loan prime
rate, and the deposit rate.

e Fiscal deficit of 3.2% of GDP and increase in total social financing of 12.8%.

e Financial support to property developers and city-level easing.

An additional boost to China’s growth has been the substantial drop in oil prices, exacerbated by
the recent Saudi-Russia oil price war and the cumulative drop in oil prices of about 50% since
the beginning of 2020.

Logan Wright of the Rhodium Group, who shared their measures of Chinese activity to monitor
the recovery in China on one of our client calls, estimates that around two-thirds of migrant
workers have returned to employment at this point, which would suggest national production
levels are close to 75-80% of normal levels. At this point, actual transportation numbers have not
accelerated sharply and are still around 16-17 million trips per day, compared to 40-50 million
trips per day in normal times. He expects a return to full production levels closer to the second
week of April, with some uncertainty related to quarantines workers may face upon return.

He also believes that the most important factor to watch for the full-year outlook is the growth in
property transactions, which remains over one-third below normal levels so far in March as
shown below. The weaker property sales will reduce developers’ capacity to continue
construction activity at last year’s levels. As a result, aggregate industrial production, as
measured through our Rhodium China Activity Tracker—where residential construction demand
is a key contributor—is likely to remain in negative territory for the full year. He estimates that
GDP for 2020 could be “a few percentage points” below the stated growth target of 6%.

Charlene Chu of Autonomous Research estimates that first quarter GDP can be as much as
12% lower than the level of GDP in the first quarter of 2019.%°

The uncertainty around the path of growth in China in 2020 is extremely high and it is not clear
whether the government will slowly walk away from its 6% growth target.

United States

Estimates of US growth have also been downgraded since the emergence of the Covid-19. Jan
Hatzius, Head of GIR and Chief Economist, has downgraded his overall 2020 growth target from
2.3% to 2.1% in February, after incorporating the impact of the growth slowdown and supply
disruptions in China. It was further revised down to 1.3% in early March and to 1.2% a week
later.

As the epidemic in China grew to a global pandemic, the growth forecast has been revised
further, to 0.4% for 2020, comprised of annualized real GDP growth of 0% in Q1, -5% in Q2,
+3% in Q3 and +4% in Q4. While Jan Hatzius has not formally called for a recession, he thinks
there is a high probability that the NBER business-cycle dating committee would classify the
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new forecast as a recession.?® An annualized drop of 5%, which is an actual decrease of 1.2%,
may be deep enough even if short-lived.

The drivers of the slowdown are shown in Exhibit 9 below. The same factors that will flatten the
growth curve of this pandemic in the US are the same factors that will push the economy to a
drop in GDP, albeit temporary.

9. Estimated Peak Impact of Significant Virus Spread on the Level of US GDP

in the Worst-Affected Areas

'
bt
Pa
&
e
&
fan
e
Fa

i
= [=1]
i

: 0.1
5 2| 8 E 5 2|2 8|3 3 § § ¢
i 3 | &g a B E . = . E . Pi]
B mE L £ 'E 2 g : c i -
E = = a o ﬁ E fﬂ - [1} 1] ‘_ﬂ m
£ o |SfE & 2 3 oE T & b T
T &g 2| fF =21/88 2| € ® E E &
§176 3 F B St T E % o§ % o«
& o o ﬂ o8 L&) 5 g 151
r= 2 & i
T I
o
Headth Care | Mear-Total Major Hit: Large Hit: Limited Hit:
+15% Cancellation B5% B -20%
-ED%

Source: Goldman Sachs Global Investment Research.

As is the case in China, monetary policy and fiscal policy are key to minimizing further downside
to this scenario. The Federal Reserve has cut the federal funds rate to basically zero and
launched a new round of quantitative easing, purchasing at least $700 billion of US Treasury
and mortgage-backed securities. As pointed out by Adam Posen of the Petersen Institute of
International Economics, the Federal Reserve has paved the way for other policy makers to
provide the necessary fiscal stimulus.?*

As suggested by Henry Paulson, former Secretary of the Treasury and former CEO of Goldman
Sachs, in a recent opinion piece in the Washington Post, targeted fiscal stimulus to address
areas most hit by Covid-19 are critical.?> Some may recall his reference to a powerful “bazooka”
in July 2008.

While the specifics of the current proposal from the House of Representatives are being finalized
by the Secretary of the Treasury and Speaker of the House, this package is considered one of
several upcoming measures to stimulate the economy. Alec Phillips, GIR’s Chief Political
Economist, expects fiscal stimulus between 1-2% of GDP in both 2020 and 2021, with more
frontloading of the stimulus in 2020.22 This compares to 0.5% and 2.0% in 2001 and 2002,
respectively, and 1.7% and 2.6% in 2008 and 2009, respectively.
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Global Growth

In spite of lowering US growth, the GIR team has left its baseline scenario for global growth
unchanged. As presented in our client calls, the team estimates global growth of 2% for 2020,
with an upside scenario of 3% and a downside scenario of zero growth, with greater risk to the
downside. Components of the base case are shown in Exhibit 10 below.

10. GIR's Baseline Scenario: Virus Impact on Global Real GDP Growth
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Adding Fuel to the Fire: Saudi-Russia Oil Price War

When it rains it pours. Just as we were getting some respite from the diminished tensions of the
US-China trade wars, two of the three largest oil producers have engaged in an oil price war, in
what Fereydoun Fesharaki, founder of Facts Global Energy, has called “A Collective Suicide.”

When Russia announced, on March 6, that it would no longer participate in further supply cuts
after the expiry of the current oil production quotas on April 1, Saudi Arabia responded quickly
and aggressively. It offered meaningful discounts to prevailing prices and announced plans to
increase production from 9.7 million barrels per day (mmbd) to a target of 12.3 mmbd by April.

Oil prices and energy-related stocks, which had already been on the decline since early
January, nosedived lower. Oil experienced its largest one-day drop, with both West Texas
Intermediate and Brent falling 23% and energy stocks declining 20%, bringing the cumulative
drop in oil and energy stocks to about 50%.

This drop will be helpful to net oil importers like China, Japan, and Europe. The benefits of lower
oil prices for the consumer and airline industry are mostly offset by the hit to the energy sector,
especially the shale oil producers.

On our latest client call on the energy sector on March 12, Antoine Halff, co-founder of Kayrros
(an energy data analytics company) and former chief oil analyst at the International Energy
Agency and lead industry economist at the US Energy Information Administration, said that
bankruptcies and restructurings were inevitable, but there would also be significant consolidation
that would ultimately make the industry stronger and more diversified.
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If Russia or Saudi Arabia’s goal was to eliminate the US shale industry and reverse the increase
in US market share as shown in Exhibit 11 below, the goal is unlikely to be realized, since the
industry as a whole has shown great resilience, as seen in 2014.

.Change in Crude Oil Production Market Share — Past 10 Years

Changein share of world production, past 10 years
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Source: Investment Strategy Group, International Energy Agency, Bloomberg, Department of Energy.

Investment Implications

Before we finish with our investment conclusions, we think it is important to highlight a comment
we made on February 14, as reported by the Dow Jones News Wire. We said that we, in the
Investment Strategy Group were “surprised at how sanguine the market is ... realistically, the
data are very, very uncertain.”* We were surprised that the S&P 500 had rallied about 5% from
its low after its first moderate drop of 3% after the first case of Covid-19 was reported in
Washington State on January 17.

But we were equally surprised by the speed and magnitude of the market's 27% peak-to-trough
decline. In fact, this was the fastest decline of 25% from an all-time-high in history. In our view,
the market decline is pricing a 90% probability of a recession.

The question posed by our clients is why do we continue to suggest remaining invested rather
than going underweight equities, especially in light of lower US and global growth estimates,
lower projected earnings per share growth, and a lower interim price target of 2000 for the S&P
500 put forth by GIR’s US equity strategist, David Kostin.

This question is even more pertinent when we consider that the guest speakers on our early
series of Covid-19 conference calls for clients were adamant that the epidemic at the time was
already a pandemic. We also asked them if infections in the US would rise by the thousands and
they also said yes. Our base case was that the China epidemic was rapidly transforming into a
pandemic and the numbers in the US would not be contained to a few dozen people in Seattle
but would grow by the thousands.
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We also note that in our 2020 Outlook we wrote that external shocks were one of the three
factors that have historically led to a recession. Covid-19 is certainly a shock.

There are several reasons why we have not recommended underweighting equities:

First and most importantly, while we were surprised that the market was rallying to new highs
in the face of deteriorating news on the virus in early February, we have been more surprised by
the rapidity and force with which it has fallen in recent weeks, especially since none of the
traditional recession indicators we follow have yet to trigger. But given that decline, we think a
typical recession with a peak-to-trough decline of 30% has already been discounted by the
market (see Exhibit 12).

12. &P 500YTD Price Performance — Through March 13, 2020
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Second, the level of volatility in this market has approached levels last seen near the trough of
the Global Financial Crisis, as shown in Exhibit 13. Because such extremes typically reflect
pervasive fear among market participants, they have represented better buy than sell signals
historically. Of equal importance, high volatility coupled with today’s poor liquidity increases the
risk of our clients getting whipsawed by the markets (see Exhibit 14). Consider that the S&P
500’s 9.3% gain on Friday, March 13", was the best day since October 2008, while the 9.5%
loss the day before was the worst day since Black Monday in 1987. When the market is
generating a typical year’s worth of gains or losses in a single day, the penalty of trading
missteps is high.
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13. VIX Index — Through March 13, 2020
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Third, the experience of several Asian countries with social distancing, frequent testing, and
tracing of infected persons’ contacts shows that there is a template for bringing the spread of the
virus under control. As a result, we believe that the current level of panic may be unwarranted. It
is hard to imagine that this shock is significantly worse than that of the September 11 terrorist
attacks when we consider the extreme fear pervading the residents of most large metropolitan
areas in the US at that time.

15



Fourth, we believe that significant easing of monetary policy and strong fiscal stimulus will
provide a floor to the depth of any economic contraction. Given such contractions are often
borne of major financial and economic imbalances, it is notable that the US economy entered
this downturn more balanced than its average level based on data since 1990. As the same
time, the private sector financial balance—as measured by the savings of households and
corporations—is strong by historical standards, and thus better able to absorb this shock. While
it is impossible to predict a shock by definition, we had raised the prospects of geopolitical
tensions between the US and Iran as a likely source of volatility, but believed that the US
economy could weather that type of a shock.

Fifth, we share the optimism of the various vaccine experts and researchers at biotech
companies based on the good progress that has been made on various therapies and vaccines
so far. We believe that fear will abate at the first significant evidence of such progress.

Sixth, while our colleague, David Kostin, has steadily marked down his interim target as the
impact of social distancing and travel bans on the earnings of various industries becomes more
apparent, his year-end target is actually only slightly below his previous target, and it suggests a
significant rally from current levels.
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Here, we are reminded of a quote we used in a March 16, 2009 Sunday Night Insight, which
turned out to be near the trough of the financial crisis although we did not know it at the time.
The quote below was from Seth Klarman, one of the most highly respected investors in the
financial industry:

“To maintain a truly long-term view, investors must be willing to experience significant short-term
losses; without the possibility of near-term pain, there can be no long term gain. The ability to
16



remain an investor (and not become a day-trader or a bystander) confers an almost
unprecedented advantage in this environment.”?®

Trying to trade to a possible downside target when the year-end target is substantially higher is
appropriate for day traders, momentum followers, and some hedge fund managers, but not for
long-term investors. Of equal importance, there is no guarantee that the market reaches the
lower levels that may be used as justification for selling today. On the other hand, we are more
confident that the market will eventually reach the higher target given the resiliency and
preeminence of the US economy.

And finally, we actually think that current levels provide an opportunity to slowly add to the risk
levels of a portfolio. For those who may be sitting on excess cash and have staying power with
the right strategic asset allocation, this is the time to start incrementally adding to S&P equities.
We recommend clients consider the following ways to incrementally add exposure:

Remove any portfolio hedging strategies

Rebalance risk positions that have declined in value
Use options in place of direct purchases of risk assets
Directly purchase risk assets

As the market has declined in recent weeks and as the compensation for taking equity risk has
become more attractive, we have taken a number of these steps, including taking advantage of
elevated volatility in the market by using options in place of outright purchases of risk assets.
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