
 

 

 

 

The “Stay-at-Home” Recession 
 V, U, OR L SHAPED? 

The dangers to both public health and the economy are intertwined with COVID-19 and 

so it continues to dominate our internal debate. Since the current situation is 

unprecedented in our lifetime, our investment team is humble about what we don’t know, 

open to revising our forecasts, and calmly gathering information in order to dimension 

the likely paths of economies and markets from here. Below we set out 3 scenarios and 

establish our current base case. Given the importance of remaining open to change, we 

want to communicate that we recognize the downside potential of the pessimistic case 

and our risk management plans reflect that. 

This past week, we have seen both the scale and challenges of COVID-19 worsen in 

Western countries and continue to improve in Asia. We have also seen policymakers 

reflect an understanding of the dangers to citizens and the economy in both announced 

response measures and in their commitment to do whatever it takes to get ahead of the 

problem. 

Thus far, investors, trying to gauge the scale of the problem, have judged that the 

response is not yet sufficient – last week global stocks fell another 13% and corporate 

bond yields rose, reflecting increased fears of defaults and downgrades. Ed Hyman of 

Evercore ISI (a forecaster with access to weekly proprietary survey data), is suggesting 

a decline in GDP of 5% or more from Q1. That is twice the decline experienced in the 4th 

quarter of 2008. While his forecast is more dire than many of his peers, as a ballpark 

estimate it does not seem unreasonable to us. We therefore recognize how negative the 

data will be in the coming months. 

OUR BASE CASE: A U-SHAPED ECONOMIC PATH 

In our view, how the 3rd and 4th quarters play out will be more important than the 2nd 

quarter for stock prices and will be a function of the success of virus containment and the 

size of the policy response. Our working assumption is that the authorities in Europe and 

the US are currently behind but catching up quickly. In terms of the economic trajectory, 

think about a ‘U’ shape, but one that is not perfectly symmetrical. Instead, we believe we 

are likely to see weaker economic data, then a period of weak but static activity, followed 

by a gradual recovery. Our base case assumes the magnitude and severity of the 

decline is mitigated by massive government spending and financial injections to “buy 

time” and keep households and businesses afloat during the stay-at-home period. 

Furthermore, our base case assumes that effective quarantining and social distancing by 

households reduces the pressure of the virus on our healthcare system, but also 

elongates the economic bottoming. 

We believe our balanced portfolios are positioned cautiously, with the team looking for 

the right time to add to stocks if either: 

a. Greater value emerges due to further price declines, and/or  
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• Given the 

unprecedented nature 

of the current 

economic environment 

we are staying humble 

and flexible.  

 

• We lay out three 

possible paths for the 

economy and risk 

assets: U, L, and V. 

 

• Our base case is a U- 

shaped pattern where 

stocks will be higher in 

12-18 months, with 

downside risk and 

volatility remaining 

until the scale of the 

issue can be quantified. 

 

 

 

 

 

 

 



 

b. We can start to quantify the magnitude of the downturn and the adequacy of the response. There is low 

visibility of both at present. 

Following the very sharp declines since the peak just one month ago, we believe current levels of both risk assets 

(stocks and corporate bonds) and safer assets (Treasury bonds) reflect a fair amount of bad news. We are 

factoring in a further 10-20% downside if the situation deteriorates faster than the policy response. Thus, while we 

expect stocks will be higher than current levels 12-18 months from now, short-term risk remains high enough to 

keep our cautious positioning. We also recognize that when visibility of better times becomes clearer, stocks will 

turn up sharply and it will be difficult to perfectly time the bottom. We expect continued significant daily and weekly 

swings in prices while the outcome is so uncertain. 

THE PESSIMISTIC CASE: A L-SHAPED ECONOMIC PATH 

In this scenario investors, the COVID-19 response team, and policymakers have not yet appreciated or can’t get 

ahead of the magnitude and duration of the problem.  We believe that about 20% of the economy has seen 

revenue collapse and, in some cases, ceased altogether and most businesses have seen a sharp decline in 

revenue, thus time is critical. In terms of the economic trajectory, think about an ‘L’ shape, where the length of the 

period of reduced activity is protracted as virus containment does not mirror the experience in Asia and rather takes 

longer than investors currently imagine. The challenge for countries such as the US as it relates to COVID-19 is the 

cultural importance placed on individual freedom of choice. Some other cultures have historically placed a greater 

emphasis on the wellbeing of the group versus individual freedoms, making it easier to manage situations that 

require large scale cooperation. This scenario assumes the virus containment trajectory will not mirror that in 

Japan, Korea, or China. 

In the pessimistic case, we believe stocks are likely to decline 20% and potentially more from current levels. 

Corporate bond yields will rise further anticipating a higher level of defaults. In this environment it is too early to 

assess where an eventual recovery might take stocks and bonds in 12-18 months. 

THE OPTIMISTIC CASE: V-SHAPED ECONOMIC PATH 

This is the scenario whereby fears of the magnitude of the virus prove to be overdone, the stay-at-home period is 

measured in weeks not months, and the policy response proves to be more than adequate. In terms of the 

economic trajectory think more about a ‘V’ shape: a sharp, 1-2 quarter economic shock, followed by a speedy 

recovery as activity returns to more normal levels. After a 30% decline in stocks, a successful process of virus 

containment and policy response allows the lows to be around current levels. In an optimistic scenario, stocks 

quickly recover more than half their losses and return to February 2020 levels over the next 12-18 months. We view 

this as the least likely scenario currently. 

Current Portfolio Positioning: Cautious about stocks with a strong preference for the US over the Eurozone 

The degree to which we have taken defensive measures in our balanced portfolios varies with their mandate and 

targeted timeframe. Our shorter investment horizon portfolios (5-7 years and shorter) are positioned most 

cautiously.  

Selection is another important aspect of our positioning. All our portfolios have a strong preference for US stocks 

over other developed markets. In simple terms, we believe that while the efforts of the US to manage the public 

health crisis are no better, the US track record of dealing with economic crises since the 1980s has been 

significantly better than Europe or Japan. This applies to both policymakers and businesses. US companies 

dominate the successful 21st century business models that we believe will weather the current situation better and 



 

come out stronger. These businesses have revenue streams that will be less impacted by the stay-at-home 

recession and workforces that can work remotely more easily.  

Agreeing on and implementing Government crisis 

support programs is challenging in any 

democracy, especially large economies like the 

US and the eurozone. We already see a faster 

response from the US in both fiscal and monetary 

policy than the eurozone, as in prior crises. The 

Federal Reserve led the world in creative monetary 

policy following the 2008 financial crisis and our 

chart right shows how much more quickly the 

Federal Reserve has reacted in recent weeks 

compared to the European Central Bank (ECB). 

The Fed had allowed its balance sheet to gradually 

decline (as the bonds it purchased matured) until 

last summer when economic activity started 

slowing and the Fed started ramping it back up. Its 

massive expansion in the last few weeks shows an 

acute awareness of the challenges to liquidity and 

economic activity brought on by COVID-19 and the 

action to back it up. 

 

Important Disclosure Information  

The comments above refer generally to financial markets and not RiverFront portfolios or any related performance. Past results are no 

guarantee of future results and no representation is made that a client will or is likely to achieve positive returns, avoid losses, or experience 

returns similar to those shown or experienced in the past. 

Information or data shown or used in this material is for illustrative purposes only and was received from sources believed to be reliable, but 

accuracy is not guaranteed. 

In a rising interest rate environment, the value of fixed-income securities generally declines. 

Investing in foreign companies poses additional risks since political and economic events unique to a country or region may affect those 

markets and their issuers. In addition to such general international risks, the portfolio may also be exposed to currency fluctuation risks and 

emerging markets risks as described further below.  

Changes in the value of foreign currencies compared to the U.S. dollar may affect (positively or negatively) the value of the portfolio’s 

investments. Such currency movements may occur separately from, and/or in response to, events that do not otherwise affect the value of 

the security in the issuer’s home country. Also, the value of the portfolio may be influenced by currency exchange control regulations. The 

currencies of emerging market countries may experience significant declines against the U.S. dollar, and devaluation may occur subsequent 

to investments in these currencies by the portfolio.  

Foreign investments, especially investments in emerging markets, can be riskier and more volatile than investments in the U.S. and are 

considered speculative and subject to heightened risks in addition to the general risks of investing in non-U.S. securities.  Also, inflation and 

rapid fluctuations in inflation rates have had, and may continue to have, negative effects on the economies and securities markets of certain 

emerging market countries. 

Stocks represent partial ownership of a corporation. If the corporation does well, its value increases, and investors share in the appreciation. 

However, if it goes bankrupt, or performs poorly, investors can lose their entire initial investment (i.e., the stock price can go to zero).  Bonds 

represent a loan made by an investor to a corporation or government.  As such, the investor gets a guaranteed interest rate for a specific 

period of time and expects to get their original investment back at the end of that time period, along with the interest earned. Investment risk 

Past performance is no guarantee of future results. Shown for 

illustrative purposes. Not indicative of RiverFront portfolio performance. 

Rapid Response by the Fed…but European Central 

Bank slower to act 



 

is repayment of the principal (amount invested). In the event of a bankruptcy or other corporate disruption, bonds are senior to 

stocks.  Investors should be aware of these differences prior to investing. 

RiverFront Investment Group, LLC, is an investment adviser registered with the Securities Exchange Commission under the Investment 

Advisers Act of 1940. Registration as an investment adviser does not imply any level of skill or expertise. The company manages a variety of 

portfolios utilizing stocks, bonds, and exchange-traded funds (ETFs). RiverFront also serves as sub-advisor to a series of mutual funds and 

ETFs. Opinions expressed are current as of the date shown and are subject to change. They are not intended as investment 

recommendations.   

RiverFront is owned primarily by its employees through RiverFront Investment Holding Group, LLC, the holding company for RiverFront. 

Baird Financial Corporation (BFC) is a minority owner of RiverFront Investment Holding Group, LLC and therefore an indirect owner of 

RiverFront. BFC is the parent company of Robert W. Baird & Co. Incorporated (“Baird”), a registered broker/dealer and investment adviser. 
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