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Economic Commentary 
 
15 May 2020 
 
The quarter has seen some remarkable and historic changes in the worldwide economy as 
the Covid-19 virus has become a global pandemic. Initially, markets were optimistic that the 
virus could be contained, but from the final week of February until the end of March we saw 
significant falls in international share markets as the spread outside China accelerated. 
Interestingly, markets have rebounded strongly in April but the underlying reasons for this 
are hard to fathom. Portfolios are well positioned to mitigate the worst of the volatility and, 
when the time is right, we will be looking to take advantage of the lower prices for good 
quality long-term assets. However, we’re not convinced that the time is right just yet.  
 
Investors often refer to unforeseeable negative events which trigger market corrections as 
“Black Swan” events, and the Covid-19 crisis certainly falls into that category. The crisis has 
unfolded in three related phases. In January, the outbreak of the virus in China caused a 
major supply shock around the world as the Chinese economy was shut down to try to 
contain the spread. The second impact of the shutdown in China was a decline in the 
demand for commodities, particularly oil. The result has been a massive fall in the price of 
oil to the point where there has become such an oversupply that the cost of a barrel of oil 
even turned negative (ie. the producer will pay the buyer to take the barrel away!). Finally, 
while absolutely necessary, the lockdown policies that governments have adopted around 
the world to slow the virus spread and prevent health systems becoming overwhelmed will, 
over time, have dramatic consequences for the world economy.  
 
By locking down early, New Zealand will suffer a bigger economic hit up front but should 
emerge stronger than other countries. Massive amounts of government spending is being 
used to try to bridge the output gap and to ensure that business failures don’t lead to mass 
unemployment. In the recent Budget, the government committed to spending up to an 
additional $20b, which if used would bring total fiscal stimulus in response to Covid-19 up to 
$62b (which is 20% of our annual GDP). Government debt is now projected to increase from 
19% of GDP in 2019 to around 55% in three years. Most of this is being financed by the 
Reserve Bank, who are effectively “printing” money (digitally) to purchase government 
bonds on the secondary market. Even so, at 55% of GDP our total government debt will still 
be significantly below that of most developed countries. However, the growing debt burden 
will have to be addressed at some point in the future.  
 
Global sharemarkets reached their highs around the 20th of February, falling dramatically 
over the following month to a low point on about the 25th of March. In that time, most 
developed markets (e.g. New Zealand, Australia, the US, and Europe) declined by around 30- 
35%, and we experienced some of the largest one-day falls since 1987. Interest rates for  
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secure debt, such as government bonds, fell as investors moved from shares to ‘safe  
havens’, but rates for corporate debt have actually risen due to the potential for defaults. 
Since the end of March, share markets have staged quite a strong rally and, although still 
well below their highs, have roughly cut their previous declines in half.  
 
There has been a long debate in the investment industry about the efficiency of market 
pricing of shares. Does the market accurately price shares based on new economic 
developments and news, or is it (at least at times) inefficient and can investors take 
advantage of these inefficiencies? We’d argue that the market isn’t always efficient and that 
the last couple of months have demonstrated this. In the initial sell down, good quality 
companies with relatively little exposure to the economic issues were sold down heavily 
along with those most exposed. More recently, the market rebound is somewhat confusing 
based on the underlying issues emerging in global economies. Pricing of companies should 
be determined based on estimates of forward earnings, free cashflow, risk exposure, debt 
levels, sustainability of dividends, growth potential etc. At the moment, with so much 
uncertainty, these factors are very hard to determine going forward. At least some of the 
selling we have seen, and a lot of the subsequent rebound, is based on emotion and 
sentiment rather than rational analysis. The good news from this is that market inefficiency 
provides opportunities for active investors to take advantage of mispriced shares. 
 
What does all this mean for your portfolio? We use (almost exclusively) active fund 
managers who conduct their own research on the various companies in the sharemarket 
and then select those they believe will perform over the medium to long-term. If the 
manager feels that economic conditions are unfavourable, they can take actions to protect 
the value of the investments from any downside risk. These actions include holding a higher 
level of cash in the fund, selecting defensive companies with businesses which are resilient 
in a downturn, and even using hedging strategies which actually increase in value when the 
market falls. When selecting fund managers, we place an equal importance on their ability 
to mitigate market downturns as for their track record in outperforming in a rising market. 
To date, they have generally been doing a good job and funds are down less than the overall 
market indices. This is what they are paid for - to negotiate you through these choppy times.  
 
We anticipate that the market turmoil will continue and that there may be further downside 
to come. Portfolios are well positioned to offset the worst of the volatility. Rather than 
selling out of the market now and crystallising losses, it is important that we hold, focus on 
medium to long-term plans, and deploy portfolio cash selectively and at opportune times. 
History shows that markets recover from shocks, and we will be looking to take advantage 
of the opportunities that have opened up. From an investment perspective, it’s important 
not to let a crisis go to waste. 
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