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Special update : 30 April 2020 

 

Decision making under extreme uncertainty 

 

Much has changed since I last wrote on 13 March recommending that this was a time to 

be buying and not selling. After significant rallies off the 23 March lows, that seems good 

advice - in the short term, at least. But it is still very early days. 

While we now have much more clarity on the first stage of the COVID-19 medical crisis, 

there is massive uncertainty about what comes next. We are in uncharted territory with 

any number of plausible scenarios, each with very different investment outcomes. 

While making decisions in the face of extreme uncertainty is never easy, the farrelly’s 

long-term forecasting framework can be applied across a variety of scenarios to provide 

some real clarity when making critical investment decisions. 

In this Special Update, we consider likely returns under two scenarios:  firstly, our base 

case, which we describe as a Short, Sharp Shock;1 and, secondly, more extreme 

Doomsday scenario which has the crisis slowly morphing into a depression not unlike that 

of the 30s.  

Clearly, there are a number of scenarios that lie between these two. What we find by 

looking at these two scenarios is that, under both, growth assets are likely to handily 

outperform cash and fixed interest. It is still a time to be fully invested. 

 

Scenario 1:  A Short, Sharp Shock 

This is our base case scenario, with about a 50% to 60% probability. In this scenario, 

governments around the world effectively roll back the shut-downs, quickly stamp on 

any new outbreaks and get 50% of the world back to work by this August, with virtually 

the whole economy back by the fourth quarter of 2020. This return could possibly be 

facilitated by the development of a quick, accurate test that can identify whether an 

individual is not infected and can therefore go to work. 

In this scenario, government support initiatives prove to be effective. The banks, 

supported by their regulators, play nicely with both personal and business borrowers and 

capital markets remain open to large businesses that require further capital. Landlords 

and tenants strike equitable agreements to share the pain. The vast majority of small and 

large businesses survive the shutdown as a result. 

Earnings fall in 2020, largely recover in 2021 as the economy quickly reopens, and 

thereafter grow as per normal. 

 

1. A term borrowed from the formidable Brother Dominus who, in 1970, used it to describe the penalty for talk-

ing in class. It’s probably illegal today, but very effective back then. And yes, that was his actual name! 
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Scenario 2:  Doomsday, the Second Great Depression 

Under this scenario, economies around the world come back from lockdown too quickly 

and a second wave of infections takes off. We go back into lockdown for six months. 

Governments start to reduce support to business. The banks stop playing nicely and 

furious regulators demand vastly increased capital. The banks stop the supply of new 

credit and start to call in loans that have breached covenants. A wave of bankruptcies 

and soaring unemployment start a terrible downward spiral. Earnings fall by 90% and the 

economy doesn't reach bottom until mid–2022. From there, a long slow recovery takes 

place with earnings not reaching 2019 levels again until after 2030.  Very ugly.  

It is worth noting that many credentialled analysts are calling for something closer to this 

scenario than our preferred Short, Sharp Shock. We rate the Doomsday scenario at 

about a 15% probability, with all the other scenarios making up the remaining 25% to 

35%, after factoring in the 50% to 60% probability ascribed to the Short, Sharp Shock. 

Figure 1 describes these scenarios in terms of impact on economic growth, Earnings Per 

Share and Dividends, in both the shorter and longer term. For the purposes of reality 

testing, we see how these scenarios compare with the US economy and markets during 

the GFC and the Great Depression. The scenarios are, at the very least, plausible. 

Both of these scenarios envisage lower growth in Earnings Per Share over the next 

decade than envisaged in early 2020 before the COVID-19 crisis struck. The possible short

-term falls and longer-term falls in Earnings Per Share for both scenarios are illustrated in 

Figure 2 overpage.  Falls in dividends are expected to broadly match the falls in earnings. 
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Figure 2 : Australian All Ordinaries EPSg under different scenarios 

 

 

Impact on 10-year returns 

With our scenarios in place, we can calculate their impact on total returns over the next 

decade compared to our pre-COVID-19 forecasts. The results are summarised in Figure 3.  

Impact of dividend cuts 

As earnings fall, so too will dividends. Our normal forecasting process assumes that 

dividends rise steadily over the 10-year forecast period and any recession will be marked 

by relatively small and temporary hits to dividends. Note that, even during the GFC, US 

Figure 3: Impact on COVID-19 scenarios on 10-year return forecasts

Scenarios

Factors that influence returns Aust World Aust World

Impact of div cuts on 10 yr average divs (%pa) -0.5% -0.2% -2.1% -0.9%

Drivers of lower Earnings Per Share growth

Loss of reinvestment in year 1-3 (%pa) -0.1% -0.2% -0.4% -0.7%

Dilution impact (%pa)
1 -0.3% -0.3% -2.0% -2.0%

Impact of extra failures (%pa)
2 -0.4% -0.4% -1.4% -1.4%

Impact on EPSg (%pa) -0.8% -0.9% -3.8% -4.1%

Total impact on 10 year returns -1.3% -1.1% -6.0% -5.0%

1. Firms diluting 20% 20% 40% 40%

    Amount of dilution 15% 15% 50% 50%

2. Assumed 10-year failure rate 7.2% 7.2% 17.5% 17.5%

     Normal 10-year failure rate 3.6% & 10% max since 1971. Great depression : 21% 

Source: farrelly's analysis, Moody's

Short Sharp Shock Doomsday
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dividends fell by just 20%. Less severe downturns see smaller dividend cuts. In the Short, 

Sharp Shock scenario, we forecast more severe dividend cuts than during the GFC.  

This lost income does lower returns - but not by much. The expected impact on 10-year 

returns is just -0.5% per annum for Australian equities and –0.2% per annum for 

international equities. The larger impact on Australian equity returns are essentially 

because Australian dividend payout ratios are higher. If dividends are cut by the same 

percentage, the impact on Australian returns will be greater.  

 

Impact on long-term Earnings Per Share growth 

In farrelly’s view, the COVID-19 crisis will permanently lower EPS. Corporate costs will rise 

as companies rethink supply chains, more companies will fail than usual, and many will 

be forced to conduct dilutionary capital raisings. However, as detailed in Figure 3, 

reasonable estimates of these factors reduce long-term EPS growth by around 0.9% per 

annum. This is equivalent to profits in 2030 being 9% lower than they would have been 

without COVID-19 and implies that an appropriate share market response to COVID-19 

would have be a 10% fall. The rest has been an over-reaction..  

 

Returns under the Short, Sharp Shock scenario are attractive 

Applying the amended income and earnings growth forecasts enables us to adjust our 

return forecasts outlined in early March. In Figure 4, we show our revised forecasts and 

show that, under the base case, the expected returns are between 7% and 11% per 

annum - extremely attractive when compared to risk free alternatives.  

 

Figure 4:  Forecast returns under the different scenarios 

Scenarios
Australian  

Equities
1

International 

Equities
2 A-REITs

3 Term Deposits

Income 6.1% 2.5% 6.0% 1.5%

Currency impact 0.5%

Earnings growth 1.5% 1.8% 1.9%

Valuation change 1.6% 2.1% 3.0%

Forecast 9.3% 7.0% 11.0% 1.5%

PE now 14.8 15.9

PE 2030 17.4 19.6 4.5%

Income 4.5% 1.8% 3.9% 0.7%

Currency impact 0.5%

Earnings growth -1.5% -1.4% -0.6%

Valuation change 1.6% 2.1% 3.0%

Forecast 4.6% 3.1% 6.4% 0.7%

Index level 5554.5 293.7 1114.3

Indices: 1. Aust All Ords; 2. FTSE All World Dev Mkts (Local Currency); 3.ASX A-REIT 

Source: farrellys analysis

Doomsday scenario

Short, sharp shock
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Even the Doomsday scenario is not catastrophic for long-term returns 

This is the key insight from using scenarios to assess valuations. Taking 5% to 6% per annum 

off long-term returns is a major setback - but nowhere near enough to render growth 

assets unattractive compared with Term Deposits (TDs) and cash.  

Note that in our Doomsday scenario, TD returns also fall. In this scenario, we assume TD 

rates and cash rates will go to zero - and may even go negative. The only way to get 

even a 0.7% per annum return would be to lock in a five-year TD now. Given that few 

investors are contemplating such a move today suggests that even a 0.7% per annum 

forecast may prove to be optimistic. 

 

We are not yet done with the volatility 

While the news on the medical front is mostly good, it is still early days and there will be 

many more announcements to come, some good news and some bad. The economic 

numbers will be awful. Volatility will follow.  

In the event that our Doomsday scenario comes to pass, there will be further heavy falls 

in all markets. A fall of 50% or more from these levels is by no means out of the question. 

In the Doomsday scenario, even though long-term investors will most likely still be better 

off in growth assets, the journey will be extremely uncomfortable.  

The value of good advice, good valuation tools, and appropriate communication may 

never be more important than they will be over the coming year. 

https://farrellysinvestmentstrategy.com.au/dealing-with-uncertainty/
https://farrellysinvestmentstrategy.com.au/subscribe-now/

