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Liquidity, liquidity, who’s got the liquidity?

Readers of somewhere around my years may re-
member playing the child’s game ‘button, button, 
who’s got the button?’, though it has its roots as far 
back as the late 1800s. In the game, only one child 
ends up with the button.

As for the Federal Reserve in the current economic 
crisis brought on by COVID-19, everyone gets liquid-
ity. In March, the Fed restarted – or created – pro-
grams from the financial crisis of 2008/2009 to pump 
billions of dollars into the system. Some of them 
include:

• Quantitative Easing – purchases of Treasury 
securities for as long as needed

• Primary and Secondary Corporate Bond Credit 
Facilities – loan issuance for new and outstand-
ing bonds

• Asset-backed Loan Facility – for securities like car 
loans, student debt, and credit cards

• Money Market Mutual Fund Facility – to keep 
cash investments safe and liquid

• Commercial Paper Funding Facility – purchasing 
commercial paper to aid money market funds

• Main Street Funding Facility – to bolster SBA 
lending     
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And we know we don’t need to tell you that—we’ve 
all been on this trip together. “Long” is the operative 
and ironic word, here, given that the past month has 
in many ways felt like years as we have ridden out 
the storms of each day and each week in an environ-
ment so foreign that it is hard to remember what 
“normal” felt like just a calendar page ago.

While this newsletter is typically a time to look back 
at the prior quarter and give a quick nod to what’s 
on the horizon, I’d like to take the time to give a 
more straightforward look into our current work-
ing outlook and behavior in order to continue to be 
as transparent and communicative as possible. In 
fact, for those of you who participated in the client 
conference call about our market outlook a couple 
of weeks ago, you gave us great feedback about 
what questions you still have and what you’d most 
like to hear from us. I want you to know that we hear 
you loud and clear, and I’m going to take the time to 
answer some of your questions here.
 
Our Asset Allocation
First, you want to hear about our current asset al-
location in balanced portfolios of both stocks and 
bonds. Starting in the summer of 2019, we started 
viewing the market as priced to perfection with what 
seemed like very little room for error. This made us 
nervous about any kind of crack making investors 
run for the hills.      
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Our Company-Specific Theses
So, what does this strategy actually look like, as it 
relates to specific stocks we’ve been acquiring? We 
find it helpful to look at a couple of recent purchases 
in some of our main equity strategies through three 
COVID-19 crisis lenses to illustrate why we feel confi-
dent in our decision making.

Through a first lens, we are searching for compa-
nies with business models that are immune to and/
or less impacted by COVID-19 economic weakness. 
The pharma sector, in particular, stands out due to 
its high quality, defensive business model well-suited 
to withstand economic pressure. In many instances, 
pharma products are used to treat critical or life-
threatening conditions and, as such, demand is in-
elastic and resilient. Within pharma, we view Pfizer as 
attractive for several reasons. First, many of Pfizer’s 
drugs are used in critical indications (ex: Ibrance for 
breast cancer). Secondly, Pfizer has material upside 
potential from both internal (pipeline and indica-
tion expansion) and external (bolt-on acquisitions 
financed by a strong balance sheet) sources. It has 
multiple avenues to drive share price upside. Pfizer 
also trades at a discount to its large cap pharma peer 
group. We don’t believe this is appropriate given its 
improving story centered on revitalized future sales 
and earnings growth prospects, as well as mar-
gin upside potential. Furthermore, the company’s 
Prevnar product is used to treat pneumonia which is 
often found in COVID-19 cases. All of these factors 
were part of the decision to invest in Pfizer.

Through a second lens, we are searching for compa-
nies that are impacted by COVID-19 and have already 
experienced share price declines, which presents an 
opportunity for purchase. Pepsi is a recent example 
that falls into this category. At the time of purchase, 
Pepsi was down roughly 25% from its peak earlier 
this year. The company was trading near multi-year 
lows across several valuation metrics. At that price 
point, we felt that risk-reward was skewed in our 
favor given the merits of Pepsi’s business. While the 
company will likely see a negative sales impact from 
COVID-19 due to decreases in on-premise consump-
tion (office buildings, vending machines, restaurants), 
we believe that the decline in share price provided 
an excellent opportunity to take a position in a very 
high-quality company. Pepsi has exposure to on-
premise consumption, but the majority of its sales 
are through channels that will remain open during 
COVID-19 restrictions (supermarkets, membership 
warehouse clubs, convenience stores, etc.). In par-
ticular, the company’s snack businesses (ex: Frito-Lay) 
have limited exposure to on-premise consumption, 
which boosts its overall defensiveness. 

That is why we made the decision to be overweight 
fixed income and hold a little more cash in our bal-
anced portfolios.  It’s important to note that this de-
cision was not made in light of the current crisis (that 
would have been essentially impossible to predict); 
it was merely based in risky market valuation levels 
at the time. This has helped us weather this down-
turn slightly better than if we had been at a neutral 
weighting heading into 2020. We have been very 
slowly raising the equity exposure back to neutral, 
and we will likely continue to do so cautiously and 
deliberately, but with reliance on a lot of important 
factors such as Q1 corporate earnings, any clarity on 
forward earnings estimates we can ascertain, and de-
velopments about the economy reopening. It would 
be imprudent to simply pick a date to rebalance fully 
back to neutral—we’re taking our time and feel posi-
tive about our ability to deploy cash as we see fit. 

Our High Trading Volume
Further—for those of you that have portfolios man-
aged with individual securities, you want to learn 
more about the buying and selling happening in 
your equity portfolios. You want to understand why, 
if the entire stock market is suffering, we wouldn’t 
simply ride out the storm with our prior holdings. 
The answer to this question begins in the second half 
of last year when we retooled the equity portfolios 
a bit towards a value bent to benefit from what we 
believed would be a cyclical recovery. We started to 
see this recovery come to fruition in mid-November, 
and our strategy helped us pick up a good deal of 
relative ground over the last six weeks of 2019. 

Unfortunately, that recovery came to a halt with the 
advent of the COVID-19 crisis, and the equity port-
folios we had were not positioned for a material 
slowdown of this nature. Therefore, we felt it most 
prudent to change the makeup of our portfolios to 
better position ourselves for the current environ-
ment. While it is true that it feels like the entire stock 
market is taking a beating, we do not believe the 
depth of decline and the pace of recovery will be 
equivalent across all names. This is what has driven 
us to acquire higher quality names that we believe 
are uniquely positioned to perform well over the 
next 3-5 years. Moreover, this widespread market 
decline provided us an opportunity to purchase 
companies that we believed were previously too 
expensive to acquire, so we used the declines to be 
strategically timely about our acquisitions. In es-
sence: if in 2019 we made a decision to be tactical 
and take advantage of a short-term cyclical shift, in 
2020 we are making a decision to be more strategic 
and longer-term with our portfolio construction. 

The Equity Market continued from page 1

  continued on page 4



3

Think of liquidity as the movement of money 
through the financial system which facilitates secu-
rities being bought and sold quickly and without 
much price disparity. When liquidity “dries up,” sellers 
still have a price in mind from recent trading, but 
buyers all of a sudden put a much lower value on 
the security. The bid/offer spreads widen and if you 
really, really need to sell: ouch!

From the onset we viewed the volatility in the fixed 
income markets to be a result of a lack of liquidity 
and not a credit or financial system problem. We 
understand our clients’ concerns, but we don’t want 
to just sell securities at any price to raise cash for 
comfort. While we are adjusting our asset alloca-
tion to increase equity exposure, we are identify-
ing fixed income securities as a source of cash. The 
economy going forward will be different for certain 
sectors. Airlines, for example, are taking a big and 
immediate hit, though they stand to recover with the 
overall economy. Business travel, and leisure travel 
to a degree, should rebound relatively quickly. The 
cruise industry, for comparison, will probably recover 
much more slowly as it is primarily leisure travel. We 
consider these differences, along with pricing, credit 
quality changes – and liquidity – as we determine 
which fixed income securities are potential sale can-
didates.

The same is true for clients’ municipal bond portfo-
lios. I think it is best to say right up front that we con-
tinue to view the sector as a safe haven fixed income 
allocation. Volatility jumped to historic levels very 
quickly, but we can trace that back to forced selling 
by ETFs and mutual funds. The municipal bond mar-
ket has indeed changed over the past decade, much 
of it due to tax law changes which made the tax-free 
nature of municipal bonds less advantageous for 
institutional investors and more advantageous for 
retail investors. The growth in assets in ETFs and 
mutual funds is just one byproduct of those changes. 
Redemptions require the ETFs and mutual funds to 
sell; and redemptions were extraordinarily high as 
March came to a close. Redemptions have already 
abated, and a much more balanced bid/offer tone 
has returned.

Similar to taxable bonds, tax-free bonds can have a 
disparity between sectors like unlimited tax, general 
obligation, and water and sewer revenue bonds, 
versus bonds backed by transportation systems or 
hotel taxes. Our long-standing practice of purchas-
ing large, high quality issuers has allowed us to steer 
clear of the smaller, less secure names. And we follow 
the same thoughtful process of evaluating sale can-
didates based on ratings, current pricing, and liquid-
ity as we slowly reallocate to equities. 

To finish up, this would not be a true Quarterly Com-
mentary if we didn’t provide some sector returns. 
For the Bloomberg Barclays Intermediate Govern-
ment/Credit Index, our benchmark for total return 
accounts, the first quarter retuned 2.40%. What was 
thought to be a relatively quiet start to the year 
turned into a Treasury rally of historic proportions. 
With the index holding two-thirds of its value in Gov-
ernment securities – much of it is Treasuries – it was 
bound to be tough to keep pace in client accounts. 
As we continue our slight over-weight to credit to 
capture a higher level of current income, total return 
may continue to trail for the near term. The Bloom-
berg Barclays Quality Intermediate Index, our bench-
mark for tax-free portfolios, returned -.35% for the 
first quarter. We maintain our client tax-free accounts 
at a generally higher quality than the index which is 
an important characteristic in the current state of af-
fairs in the U.S. economy. One point to keep in mind, 
though, is that high quality bonds continue to pay 
coupons and mature at par even though they always 
experience price fluctuations during the life of the 
security.

Big picture: the returns – positive or negative – are 
quite small when compared to riskier assets. Quality, 
income, asset allocation – and liquidity – have always 
been and will always be our main objectives as we 
actively manage our clients’ fixed income portfolios.

      End
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the evidence currently available) over the next few 
weeks, then the reopening of the economy likely 
can’t take place until Q3—July, say. If this is the case, 
the markets will certainly decline from here and will 
almost certainly re-test the lows we saw in mid-
March. We don’t have much else that we’re looking 
to sell in the portfolios, but we would use that op-
portunity to fully utilize our cash. 

Onward and (hopefully) Upward
In terms of economic stats, we believe that they will 
need to be taken with a large grain of salt for the 
next few months, as they will likely be dismal and out 
of the realm of real historical value. Further, it is very 
hard to get a gauge on corporate profitability going 
forward, as almost all companies are refraining from 
giving forward guidance (companies are not required 
to give forward guidance; it’s just something that has 
become commonplace and so mostly expected of 
corporations by investors). As we all know, there is no 
perfect historical precedent for this crisis, but we do 
not believe there has been a time where an economy 
has crashed to a halt within a month, especially when 
caused by an exogenous factor that has nothing to 
do with the normal business/interest rate cycle. This 
is why, again, business reopening is crucial, as is the 
pace of additional government fiscal stimulus. A 
recession will be difficult to avoid at this point, but a 
deep recession is certainly avoidable if business as 
usual can reopen in the near future—read: spring, 
not summer; Q2, not Q3. If this timeline changes 
drastically, our views about what a recovery will look 
like likely will, too. However, rest assured we believe 
our current positioning is long-term in nature and 
therefore well-suited for any type of downturn and 
ensuing recovery—whether V-shaped and quick, or 
U-shaped and more drawn out.

In summary, we believe we need to keep our noses 
to the grindstone, as well as our chins up and eyes 
on the horizon. We continue to think about our cli-
ents first and foremost, and it is your trust that keeps 
us working hard every day. We hope your families 
are staying safe and healthy during this tough time.

      End

In addition to defensive posturing, we believe that 
Pepsi has the ability to participate in market recovery 
upside thanks to its revamped beverage portfolio 
and dominance in snacking. As such, Pepsi has better 
growth prospects than the industry average. Col-
lectively, the price decline paired with the quality of 
Pepsi’s business led to our purchase.

The third lens looks at those stocks that have the 
most direct exposure to stay-at-home orders and 
closures of large portions of the economy, severely 
impacting the stock price, but that possess very 
good operating models and are severely underval-
ued. Industries that fall into this category include 
restaurants, retail, and travel and leisure related 
names. This category is very much still a minefield, 
as you can imagine, so we are being extra cautious 
and haven’t yet made any calls here. However, Delta 
Air Lines is an example of a typical company in this 
group that we would look at for a potential purchase. 
Air travel demand has fallen drastically as a result of 
the response to the virus, and demand continues to 
be impacted. But people will continue to fly, and at 
some point, demand will return. It may not return 
all at once in the very near future, but over the long 
term, demand will return. There will likely be a price 
that discounts these negatives and could present an 
attractive potential risk-reward and entry point. 

How We’re Viewing the Economy
Lastly, you want to know how we are thinking about 
the current environment and how our views evolve 
based on various scenarios and contingencies. We 
can tell you that the pace of the reopening of the 
economy is the key metric we are watching—prob-
ably the number one thing keeping us up at night, 
from an economic and market perspective. We 
closely watch the marginal hospital admittance rates 
because that is the best real-time assessment of the 
speed of the COVID-19 spread. It is slowing, which is 
a good sign of course for several reasons. There is no 
chance that the economy will begin to reopen un-
less this metric is down for a while and stays down. 
If it becomes clear that COVID-19 is still spreading 
uncontrolled (which we do not see as likely given all 
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