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Key Points
 During times of intense stress in the financial markets it is important to remember that

















market gyrations convey both signal and noise.
“Signal” refers to the price discovery that markets provide regarding fundamental changes
in the outlook for the economy, industry sectors, and individual companies.
“Noise” refers to the influence of non-fundamental factors within the fabric of the market
itself…things like margin calls, computer trading algorithms, dealer hedging, liquidity
mismatches, and regulatory restrictions.
Some of these non-fundamental factors may be exacerbated today by social distancing,
which limits the capacity of many markets just as trading volume has skyrocketed (markets
are not designed to operate on scattered laptops in living rooms and kitchen tables).
Obviously, the underlying fundamentals supporting asset prices have deteriorated
materially due to the coronavirus pandemic.
Asset prices needed to adjust lower, and there may be more downside to go…we simply
do not know.
Yet we caution investors against overreacting to short-term market spasms because there
may be a lot of noise embedded in these price movements.
This is particularly relevant in the credit markets today, where the price discovery process
has been malfunctioning for many of these markets (“credit markets” refers to debt of any
kind: corporate bonds, municipal bonds, government bonds, bank loans, mortgages, and
various securitized pools of these instruments, including Exchange Traded Funds, or
ETFs).
Turmoil in the credit markets is contributing to the wild swings in the stock market, and it
has been particularly damaging for the shares of companies that issues credit to others,
borrow money from others, or both.
Companies that fit this description include banks, mortgage lenders, mortgage servicers,
real estate operators, private equity managers, and a host of mature companies in mature
industries that employ leverage (i.e. debt on the balance sheet) to improve the return-oncapital of an otherwise low-growth business.
Another common characteristic among companies that rely on credit markets is a generous
dividend policy, which helps to explain the under-performance of high-dividend stocks at
this point in the downturn.
If the current market meltdown unfolds like panics that have come before it, credit markets
will eventually heal, allowing some of the noise embedded in asset prices to evaporate.
When the worst of the current storm passes, we expect healing in the credit markets can be
particularly helpful for investment-grade corporate bonds and high-dividend equities.
We cannot over-emphasize the importance of looking forward beyond the next few weeks.
We believe many asset prices in the equity and fixed income markets have substantial
recovery potential over the next one-to-three years.
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Reality Check
We want to acknowledge at the outset that we expect the near-term hit to the global economy to
be shocking. When the president of the St. Louis Federal Reserve speaks openly about 30%
unemployment in the U.S. economy, as James Bullard did on March 22 nd,1 it is a clear signal that
all bets are off for the next few months.
Please know that whatever dire forecast you may have encountered about the potential impact of
coronavirus, we have either seen it too, or read several others just like it. Our eyes are wide open
to the full range of possibilities for the future, including some scary ones.
But we can also imagine better news. We take comfort knowing the global scientific community
has mobilized toward our common enemy. Brilliant scientists have the benefit of more than 20years of cumulative learning about the inner-workings of human genetics following the full
mapping of the genome in the late 1990s. Mankind’s understanding of the genetics of disease has
never been better…not even close.
Medical researchers also have better tools at their disposal than any time in history, and traditional
impediments to rapid medical progress are being removed through temporary adjustments to
regulatory procedures and global cooperation to work around intellectual property protections.
We suspect the story of mankind’s defeat of COVID-19 could be awe-inspiring.
In addition to science, we believe the massive fiscal and monetary stimulus that will be thrown at
this challenge can help as well. The dollars being discussed are mind-blowing, but so is the
magnitude of the challenge. We find it comforting that the world’s policy makers seem to be
calibrating their response with the size of the problem they are attacking (we say this under the
assumption that congress will eventually act, after embarrassing itself first).
Finally, we take comfort knowing that financial markets discount the future. This means global
stock and bond markets are likely to begin their recovery well before the economy turns upward,
and well before our everyday lives begin to feel normal again.

State of the Credit Markets
We know the credit markets have not been functioning properly because we have experienced it
first-hand. Calls for bids on investment-grade bonds sometimes receive a drastically discounted
quote, or none at all. Although credit quality has clearly deteriorated for many issuers, the lack of
any market at all for certain securities suggests that internal market dynamics may be impacting
certain bond prices as much as the underlying fundamentals. We can point to several potential
causes for the recent dis-function:
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 Liquidity Mismatch – Over the past decade the value of assets invested in fixed
income ETFs has grown from a negligible figure to more than $1 trillion. 2 This can
create a liquidity mismatch during times of market stress because ETFs can be traded
with a single keystroke, but the underlying bonds trade through a much less efficient
network of human dealers (who are suddenly working from home).
 Regulation – Post-financial crisis regulatory restrictions on banks have severely
curtailed their previous role as market makers in the fixed income markets. As of now,
no other private sector entity has stepped in to fill the void completely.
 Calendar Effects – Risk-weighted capital requirements in the banking sector
incentivize banks to minimize certain fixed income assets on their balance sheet at
quarter-end, when a snapshot of their assets and liabilities must be captured for
regulators (quarter-end is next Tuesday).
 Dealer Hedging – Bond dealers who make a market in fixed income securities need
to hedge the risks embedded in their inventory. During times of heightened volatility
the hedging needs of bond dealers can exaggerate certain price movements in a selfreinforcing feedback loop.
 Downgrade Anxiety – Approximately 50% of the entire universe of investment-grade
corporate bonds is rated BBB, the last stop before a sub-investment grade, or “junk
bond” rating. In light of the unprecedented sudden stop to the global economy from
coronavirus, investors are justifiably concerned that many BBB bonds could be
downgraded. Since many investors are restricted from owning sub-investment grade
bonds (certain index funds, for example) downgrades from BBB might trigger a wave
of forced selling in the affected bond.
 Massive Uncertainty – The elephant in the room is massive uncertainty. For example,
investment-grade airline bonds are likely worth one price if there is fiscal support for
the industry, and something lower if there is not. Similar examples of potentially
binary outcomes are scattered throughout the universe of corporate credit.
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No Shelter from the Storm
The table below reflects a historically unprecedented gap between the year-to-date return of U.S.
government bonds compared to investment-grade credits in the corporate and municipal bond
markets. The failure of these traditionally stable assets to hold their value at this point in the
downturn has been a major source of frustration for investors.
Credit Market Disruption
Widely Divergent Returns Across Sectors
Dec. 31, 2019 to March 20, 20203
Barclays U.S. Treasury Index
Barclays Municipal Bond Index
Barclays U.S Inv. Grade Corporate Index

+6.3%
-7.5%
-10.6%

When bond prices decline their yields rise, and vice versa. As a consequence of the widely
divergent performance of the bond benchmarks shown above, the spread between the yields on
credit securities versus government bonds has exploded higher.
The yield spread for any credit security represents compensation for the risk of default, which
presumably is not needed for U.S. government bonds. When spreads widen it is the market’s way
of saying the risk of default is higher, and vice versa when spreads tighten.
Recent yield spreads for investment-grade bonds seem to imply a future default rate for these
securities that would be worse than anything experienced in history, including the financial crisis
and the Great Depression.
For example, the average yield for BBB-rated corporate bonds was 5.54% as of March 20, 2020,
compared to 0.70% for 7-year Treasuries.4 If we assume that twice as many BBB-rated bonds will
ultimately be downgraded to sub-investment-grade during the current downturn versus the number
during the financial crisis in 2008-09, and then apply the same default and recovery rates to these
bonds as occurred among all junk bonds 12-years ago (i.e. including the junkiest of junk from back
then, versus a basket of bonds that, as of today, are still investment-grade), the loss of principal would
amount to approximately 3.90 percentage points, leaving a net yield-to-maturity for BBB bonds as a
category of roughly 1.64% (5.54 minus 3.90).5 This is more than double the yield on U.S. Treasuries
of comparable maturity.
Conducting a similar exercise for investment-grade municipal bonds delivers a similar conclusion.
Indeed, the muni bond market was recently pricing in a far worse default rate than occurred during the
Great Depression.6
3
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These estimates are derived from the math of bond prices, whereby discounts to the stated yield-to-maturity can be
tested for hypothetical scenarios for defaults and recovery rates.
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Managed Equity Dividend Strategy
The recent disruption in the credit markets has been devastating for many dividend-paying stocks.
This is partly because the universe high dividend payers is dominated by companies that either
issue credit to others, utilize credit for themselves, or both. This group includes banks, mortgage
lenders, mortgage servicers, real estate investment trusts (REITs) and private equity managers,
among others. The non-financial companies in the high-dividend universe represent a who’s-who
of vulnerable industries when approximately one-third of the world’s population has been ordered
to stay at home – energy, transportation, industrials and autos, for example. This difficult reality
is reflected in the year-to-date performance of all the major equity dividend benchmarks
worldwide:
Dividends Disappoint
Major Equity Dividend Benchmarks
Dec. 31, 2019 to March 23, 20207
Morningstar Dividend Leaders Index
Dow Jones Select Dividend Index
Morningstar Dividend Yield Focus Index
FTSE High Dividend Total Return Index

-41.3%
-40.7%
-36.7%
-34.3%

We realize how devastating these declines feel right now, but we encourage all investors to
recognize the potential for recovery. When a similar cardiac arrest hit the credit markets during
the financial crisis in 2008-09, the dividend indices listed above declined approximately 40%
to 65% from top to bottom. Yet each of these indices recovered to previous highs within
approximately two years.8
Throughout the recovery period from the financial crisis the underlying stocks in these indices
continued to pay a generous stream of quarterly dividends, which contributed steadily to the
recovery. Looking longer-term, the subsequent 10-year annualized return for these indices from
the low in 2009 ranged from roughly 11% to 17%9…this during a 10-year stretch when the Federal
Reserve held interest rates near zero the entire time. We believe the recovery period from the
current downturn has a chance to be equally efficient once the world is able to get back to work.

7

Source: Bloomberg; Morningstar; Dow Jones, FTSE
Source: Bloomberg: FTSE High Dividend Yield Total Return Index (-52% peak to trough 2007-2009, -34% year to
date), Morningstar Dividend Leaders Index (-65% peak to trough 2007-2009, -41% year to date), Morningstar Dividend
Yield Focus Index (-42% peak to trough 2007-2009, -37% year to date), Dow Jones Select Dividend Index (-65% 20072009, -41% year to date)
9
Source: Bloomberg from February 2009 through February 2019: FTSE High Dividend Yield Total Return Index +17%
annualized, Morningstar Dividend Leaders Index +17% annualized, Morningstar Dividend Yield Focus Index +11%
annualized. From the Previous top, at the end of September 2007, FTSE High Dividend Yield Total Return Index +7%
annualized, Morningstar Dividend Leaders Index +7% annualized, Morningstar Dividend Yield Focus Index +5%
annualized.
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Our challenge in managing the Dividend strategy through the evolution of the coronavirus
pandemic has been finding a proper balance between risk-reduction for the near-term, and
recovery potential for the longer-term. As one might imagine, many of the best-performing stocks
during the recovery from past market meltdowns have been the worst performers from the
downturn itself. If we rid the Dividend strategy of all of its vulnerable holdings after they have
already dropped (thereby discounting the dire outlook in the first place), it might take longer for
the portfolio to fully recover when the worst of the storm passes.
With the benefit of perfect hindsight, more risk reduction might have been helpful, although we
note that even utilities and telecomm providers are down substantially, so there has been no place
to hide within the dividend universe. Please also note that we did a lot to reduce risk in this
strategy at much earlier points in the downturn, including the sale of a hotel company, two
mortgage REITs, two integrated oil companies, a midstream energy company, a manager of retail
and recreational real estate, and a small business finance company.
We redeployed proceeds from these sales into companies that have strong cash flows and limited
reliance on the credit markets, including Home Depot (HD: ~$178), AbbVie (ABBV: ~$71), and
3M (MMM: ~$127). We also added to existing positions on the Buy List with similar balance
sheet resilience for the near-term environment.
In the category of “silver linings,” recent market volatility has nicely expanded the universe of
companies that can help us achieve a 4%-5% yield objective for the strategy. We intend to take
advantage of this situation to rotate funds into companies we believe are highly attractive but
previously “unattainable.”

Managed Equity Growth
We have long discussed the importance of “balance” in this strategy’s risk exposures. Shortly
before the COVID-19 crisis began we took several actions to retain that balance. We believe this
has helped the strategy to outperform the broader market during the bull market earlier this year,
and has added to that outperformance on the downside. Actions we took earlier in the year
included selling HD Supply (HDS: ~$27), a distributor of industrial parts, and Aarons’ (AAN:
~$20), a rent-to-own company with large retailer partnerships. We bought Teledoc Health
(TDOC: ~$167) and Kroger (KR: ~$30). Gaining telehealth and food market exposure has
helped the strategy through the current crisis, as both stocks are now well above our entry points.
Of course, not every move was well-timed, including an increase in the allocation to Delta
Airlines (DAL: ~$27) before global air travel essentially ground to a halt.
We can also use cash as risk capital in this strategy, which can help to keep the strategy’s factor
exposures in balance. Having cash within the strategy also enables us to take advantage of
opportunities as they arise without needing sell other stocks at low prices.
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Fixed Income
The behavior of the bond market since year-end has been extraordinary. Interest rates have
plummeted for U.S. government bonds due to a combination of flight-to-safety dynamics among
investors, and a return to zero-interest rate policy from the Federal Reserve. At the same time,
yields have moved dramatically higher for all forms of credit beyond the U.S. Treasury, resulting
in sharp price declines for corporate and municipal bonds. Negative returns for fixed income ETFs
have been even more striking at times because the price of many ETFs temporarily dropped to a
discount relative to the underlying net asset value (NAV) of the actual bonds within these funds.
Discounts to NAV for several of the ETFs we use in our strategies reached 4% to 6% during the
week of March 16-20.10
We believe there is substantial recovery potential in the corporate and municipal bond
markets, because we expect the vast majority of investment-grade bonds to mature on time and
at par (i.e. 100-cents on the dollar). Even for industries directly affected by the sudden stop of the
global economy there is reason to be optimistic because bondholders receive priority in the capital
structure, credit support is typically healthy to begin with for investment-grade credits, and policy
makers worldwide are crafting fiscal support packages to help troubled industries through the
crisis.

A brief review of bond math helps to demonstrate why we expect bonds to fulfill their expected
role as a store of value within a diversified portfolio. Assuming a given bond does not default,
its expected return to maturity is measurable within a narrow margin at the time of purchase.
Bond Pricing Illustration
2-Year Maturity, "AA" Quality Bond, Noncallable, 2% Annual Coupon, Purchased at 100 (Assuming No Default)
10-Year Maturity, "AA" Quality Bond, Noncallable, 3% Annual Coupon, Purchased at 100 (Assuming No Default)

Bond Price
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108
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Source: Capital Advisors
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Our strategies focus on investment grade securities whose long term default rates are quite low.
However, as we are experiencing now, the price of a bond can take a varied path between the
purchase date and maturity. The magnitude of these interim price swings is a function of the
bond’s time to maturity, and the magnitude of interest rate changes and/or changes in credit
spreads. The graphic above illustrates the impact of a hypothetical one percentage point change
in interest rates on the price of a 2-year bond versus a 10-year bond. It is important to note that in
both cases, the interim price move has no effect on the outcome at maturity.
One note of good news for fixed income investors is that the ability to generate future returns from
bonds improves with each tick higher in the general level of interest rates. With 5-year A-rated
corporate credit rates having moved higher by roughly 1.3% since month-end (to ~2.9%) and 5year AA-rated municipal bond rates up approximately 2.2% (to ~3.1%), we should be able to find
much better opportunities across the yield curve to invest in higher quality segments of the fixed
income market.

Tactical Dynamic Allocation
It took just 16 trading days for the U.S. stock market to drop nearly 27% from its high, the fastest
transition to a bear market in history.11 The unprecedented pace of this decline was simply too
swift for the quantitative trading discipline of this strategy to keep up. Nonetheless, the strategy
began to respond to the changing market environment within five trading days of the peak by
removing the Natural Resource sector on February 26th. Within eight trading days of the top
approximately 20% of the strategy’s risk market exposure had been removed, and it only took 12
trading days to shift roughly 45% of the portfolio to the sidelines. The following table shows the
loss avoided through March 23rd for each of the five risk market sectors in the strategy:
Strategy Actions
February 19 to March 23, 2020
Sector
Natural Resources
Real Estate
Int’l. Equity
Domestic Equity
Emerging Markets

ETF
Symbol
GNR
RWR
IEFA
SCHB
IEMG

Sale
Date
2-26
3-2
3-6
3-13
3-20

Sale
Price
~$40.70
~$94.80
~$58.20
~$60.50
~$38.30

3-23-20
Price
$28.12
$77.42
$46.74
$52.35
$36.22

% Loss
Avoided
37.2%
37.4%
25.6%
13.5%
5.4%

Source: Bloomberg; Data measured from sale date to the closing price on 3-23-20

As described in a research note on March 13th, we have temporarily adjusted the moving average
indicator we use to direct changes in this strategy to make the trigger more sensitive. This was
done to allow each risk market sector to be more responsive to a potential positive turn if/when
the news on coronavirus begins to improve.
11

Source: Bloomberg; The S&P 500 Index peaked on Feb. 19, 2020 at 3,386.15, and closed on March 12, 2020 at
2,480.64.
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Tactical Dynamic
As of March 24, 2020

Tactical Global Growth
There was little to differentiate the 10 sectors within this strategy during the first quarter. As of
March 24th, the declines for 7 of the 10 sectors were bunched within range between -30.2% (LargeCap Value) and -38.1% (Small-Cap). The top-performing sector through March 24 th was HighYield Credit, with a drop of “only” -19.2%. The asset mix during the most recent quarterly holding
period is presented below:
Sector Allocations
First Quarter 2020
Asset Class

Current Weighting

Large-Cap Growth

Overweight (16%)

Real Estate

Overweight (16%)

Mid-Cap

Overweight (16%)

Large-Cap Value

Neutral Weight (10%)

Small-Cap

Neutral Weight (10%)

International

Neutral Weight (10%)

International Small-Cap

Neutral Weight (10%)

Emerging Markets

Underweight (4%)

Natural Resources

Underweight (4%)

High-Yield Credit

Underweight (4%)
9
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International Focus
The International Focus strategy delivers broad exposure to the global equity markets outside the
United States. The strategy seeks to capture a return premium relative to common international
equity benchmarks through disciplined exposure to three market factors that have demonstrated a
long-term history of producing attractive risk-reward characteristics – value, momentum and low
market capitalization, or “small-cap.”
Returns for major international equity markets have been similar to the U.S. market thus far in
2020. Among the sub-sectors within the strategy, the Momentum factor was the top relative
performer again in the first quarter, continuing a trend that has been in place for most of the past
three years. Small-Cap was the weakest performer during the quarter.
3-24-20
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DISCLOSURES
This presentation is not an offer or a solicitation to buy or sell securities. The information contained in this presentation has been compiled from third
party sources and is believed to be reliable; however, its accuracy is not guaranteed and should not be relied upon in any way, whatsoever. This
presentation may not be construed as investment advice and does not give investment recommendations. Any opinion included in this report constitutes
the judgment of Capital Advisors, Inc. as of the date of this report, and are subject to change without notice.
This commentary does not purport to be a statement of all material facts relating to the securities mentioned. The information contained herein, while
not guaranteed as to accuracy or completeness, has been obtained from sources believed to be reliable. Opinions expressed herein are subject to change
without notice. The investment return and principal value of an investment will fluctuate so that an investor’s portfolio may be worth more or less than
its original cost at any given time. Due to differences in portfolio timing and position weightings, the returns for any individual portfolio managed by
Capital Advisors may be lower or higher than any performance quoted.
The S&P 500 Index is a stock market index based on the market capitalizations of 500 leading companies publicly traded in the U.S. stock market, as
determined by Standard & Poor's. The index is calculated on a total return basis with dividends reinvested and is not assessed a management fee.
The Barclays US Treasury Index measures US dollar-denominated, fixed-rate, nominal debt issued by the US Treasury.
The Barclays Municipal Bond Index is designed to track the U.S. long term tax-exempt bond market, including state and local general obligation
bonds, revenue bonds, pre-refunded bonds, and insured bonds.
The Barclays US Corporate Bond Index measures the investment grade, fixed-rate, taxable corporate bond market. It includes USD-denominated
securities publicly issued by US and non-US industrial, utility and financial issuers.
The Morningstar Dividend Leaders Index captures the performance of 100 highest yielding stocks that have a consistent record of dividend payment
and have the ability to sustain their dividend payments.
The Morningstar Dividend Yield Focus Index screens for dividend-paying stocks that exhibit financial health and quality from some proprietary
Morningstar metrics. These metrics include the "Morningstar Economic Moat" and the "Morningstar Distance to Default."
The Dow Jones U.S. Select Dividend Index aims to represent the U.S.'s leading stocks by dividend yield.
The FTSE High Dividend Yield Index is derived from the U.S. component of the FTSE Global Equity Index Series and includes stocks with the
highest dividend yields (excluding REITs).
Estimated portfolio yield represents the 12-month run-rate of interest and/or dividend payments in a strategy divided by the market value of the securities
and cash reserves invested in the strategy. Estimated interest/dividend payments and market values are calculated by a portfolio accounting system from
Orion using a single client portfolio that Capital Advisors believes to be representative of clients’ portfolios invested in the same strategy. The actual
portfolio yield for any single client portfolio may be lower or higher than the yield quoted. The underlying holdings of any presented portfolio are not
federally or FDIC-insured and are not deposits or obligations of, or guaranteed by, any financial institution.
Security Recommendations: The investments presented are examples of the securities held, bought and/or sold in the Capital Advisors strategies during
the last 12 months. These investments may not be representative of the current or future investments of those strategies. You should not assume that
investments in the securities identified in this presentation were or will be profitable. We will furnish, upon your request, a list of all securities purchased,
sold or held in the strategies during the 12 months preceding the date of this presentation. It should not be assumed that recommendations made in the
future will be profitable or will equal the performance of securities identified in this presentation. Capital Advisors, Inc., or one or more of its officers
or employees, may have a position in the securities presented, and may purchase or sell such securities from time to time.
Items of Note Regarding Exchange Traded Funds: An Exchange Traded Fund (ETF) is an investment company that typically has an investment objective
of striving to achieve a similar return as a particular market index. The ETF will invest in either all, or a representative sample of the securities included
in the index it is seeking to imitate. Like closed-end funds, ETFs can be traded on a secondary market and thus have a market price that may be higher
or lower that its net asset value (NAV). If these shares trade at a price above their NAV they are said to be trading at a premium. Conversely, if they are
trading at a price below their NAV, they are said to be trading at a discount.
The information provided is supplemental to a fully compliant presentation. A complete list of Capital Advisor’s portfolio models and compliant
presentations are available by contacting Capital Advisors at the number listed below. The actual return and value of an account fluctuate and, at any
time, the account may be worth more or less than the amount invested.
Additional information, including management fees and expenses, is provided on Capital Advisors’ Form ADV Part 2. As with any investment
strategy, there is potential for profit as well as the possibility of loss. Capital does not guarantee any minimum level of investment performance or
the success of any portfolio or investment strategy. All investments involve risk (the amount of which may vary significantly) and investment
recommendations will not always be profitable. The investment return and principal value of an investment will fluctuate so that an investor’s portfolio
may be worth more or less than its original cost at any given time. Past performance is not a guarantee of future results. Capital Advisors, Inc. does
not provide tax or legal advice and recommends you consult with your tax and/or legal adviser for such guidance. Presentation is prepared by: Capital
Advisors, Inc. Contact Capital Advisors for a list and description of all firm composites and/or copy of our most recent Form ADV Part 2: 1-866-2305879
www.capitaladv.com
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