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“Chipping around—kick my brains ’round the floor
These are the days, it never rains but it pours”
—David Bowie and Queen, Under Pressure
We have been consistent with our advice this year that investors
will need to remain patient in this post-pandemic period as multiple
factors roil global markets and slow global economic growth. We see a
likelihood of recession in Europe and increasing odds that there could
be a recession in the United States as central banks raise rates to
battle inflation. Adding fuel to the fire, U.S. Dollar-denominated debt
is squeezing emerging economies, China is facing down a serious debt
bubble in housing, oil prices are on the rise again with OPEC’s recent
supply cut, and Putin’s war in Ukraine rages on.
The interest rate increases in the system—and a less coordinated and
slowing global economy—are already creating demand destruction
and reversing inflation in several industries. The less comfortable
reality, though, is that some areas of inflation (e.g., wages and rent)
will take more time to react to the medicine in the system and that
policy will remain tighter for longer than many had hoped across
many parts of the globe. Tighter policies for longer could mean slower
growth for longer, which means that earnings estimates for 2023
will likely continue to come down in the months to come and that
stocks could continue to feel some pressure. While a great deal of
bad news is already discounted in equity valuations across the world,
we would not be surprised to see markets give a little more back in
this bear market.
In the face of these realities, it is easy to make mistakes as an
investor. Our goal with this issue of Long Run is to offer investors a
game plan for managing risks effectively in this bear market. Perhaps
the greatest advantage one can have as an investor is a long-term
perspective—and that might be the key to managing through current
turbulence successfully.
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FIRST, A LITTLE PERSPECTIVE
As the 10-year S&P 500 price chart from MacroTrends shows, the
U.S. market has made tremendous progress over the last decade
from the lows of the global financial crisis. This chart also helps us
to visualize just how strong the fiscal and monetary policy-fueled
rally was from the bottom of the pandemic in 2020 to the height of
speculative fervor in late 2021—an extraordinary 100% price move
in the S&P 500 in less than two years.

MacroTrends S&P 500 Price Chart: 10 Years

Former Treasury Secretary Larry Summers called it early, but the
combination of low interest rates and trillions in fiscal stimulus sent
directly into consumers’ hands in 2020 would lead to significant
inflation in the economy—and to asset price inflation in equities,
real estate, and other risk assets. (Similar policies around the world
led McKinsey to point out in June of 2020 that, in just two months,
global governments had committed $10 trillion for economic stimulus
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for the COVID-19 crisis—triple the stimulus that had been committed
for the entire 2008–09 recession.)
We were net sellers of equities across our fully invested, balanced
portfolios in the three years coming into 2022, and we worked hard
to rebalance accounts to keep clients at or near their long-term asset
allocation targets over that volatile period. This disciplined approach
allowed clients to grow their cash and short-term reserves over many
years, in advance of the current bear market. As we look ahead—
after a three-year period that included a pandemic, an onslaught of
astonishing liquidity, and a rapid-fire set of significant interest rate
hikes from a Federal Reserve behind the curve, it would not surprise
us to see U.S. index prices return to where they were in 2019 before
the cycle started. This, of course, is no reason to lose balance or to
sell long-term equity holdings today.

KNOW WHAT YOU OWN AND WHY
We own equities in portfolios because they offer the potential
growth to outpace inflation over time—helping clients preserve
their purchasing power through their lives. Because we recognize
that equities can be volatile in shorter-term periods, we direct our
investments toward companies benefitting from long-term secular
trends at their back—and toward company leaders who prioritize
risk management and careful stewardship of their balance sheets.
We see this as being on the high ground when it comes to equity
investing. We buy quality assets in areas of persistent growth that can
weather through regular market corrections—and even the darkest
recessions—to deliver meaningful, compounding returns over time.
Automation, robotics, genomics, new health solutions, AI, efficient
transportation, expanding power technologies, water infrastructure,
and 21st century manufacturing are just a sampling of the many
long-term secular trends that will continue to drive growth after this
current economic slump has passed.
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We own cash and bonds to act as effective ballast against equity
volatility, to provide liquidity even in periods of financial stress, and to
provide income—in that order of importance. This means we own only
short-term, high-quality fixed-income instruments to complement our
cash and equity holdings. This has made an enormous difference this
year as rates rose aggressively. Through September 30, the Bloomberg
U.S. Aggregate Bond Index is down 14.83%. A discounted cash flow
analysis of the bond performance in our Global Sustainable Balanced
Composite shows our bonds down 5.78%.1

WHAT ARE SOME OF THE IMPORTANT
STRUCTURAL FACTORS WE ARE
MONITORING RIGHT NOW?
Periods of slowing economic growth and the potential for recession
are to be expected as a part of every business cycle. During these
periods of duress, it is important to analyze critical structural factors
that can create breakage, or failure, in poorly positioned businesses or
economies. Here are three structural factors that bear close attention
today: inflation, U.S. Dollar strength, and deleveraging.
Inflation. We are destined to have continuing pressure on global
economies in this cycle until we start to see broader readings that
show reduced inflation. In their recently released minutes, the Federal
Reserve showed no signs of changing course, and the governors
reconfirmed their belief that the downside risks of their policy actions,
as planned, are less concerning than the potential downside risks of
continuing inflation. The higher cost of capital is already squeezing
consumers and businesses, and it looks as though there may not be
relief for some time. This is what has led to elevated fears of recession
among economists. We are also wary of the breakage that this can
cause for over-levered companies. Goldman Sachs recently estimated
that some 13% of U.S.-listed companies could be considered “zombie”
companies, which they define as “firms that haven’t produced enough
profit to serve their debts.”

information is supplemental to the Global Investment Performance Standards (GIPS®) performance presentation for the RMCM Global Sustainable Balanced Composite.
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The U.S. Dollar. The U.S. Dollar has spiked to its highest level in 20
years versus other major currencies as rising rates and the safe haven
status of the United States continue to attract capital from around
the world. This may sound like good news, but when the U.S. Dollar
trades at such extreme valuations, it has historically created significant
economic dislocations. For U.S. companies, a stronger dollar reduces
overseas earnings, as they are translated from weaker currencies
into dollars. At the same time, U.S. companies lose competitiveness
as products become pricier in local currency terms overseas. A strong
dollar also contributes to trade deficits, chokes emerging economies
saddled with U.S. Dollar-denominated debt and, when extreme,
reduces foreign flows into U.S. assets as foreign investors look to
lock in gains and find more attractively priced local assets. This last
point is supported by the chart from BlackRock on the previous page,
which shows how foreign stocks significantly outperformed U.S. stocks
over many years after previous significant dollar spikes in the early
1980s and again in the early 2000s.
Deleveraging. After periods of easy, low-cost borrowing, the deleveraging process usually begins with forced sales of assets at unattractive
prices as collateral values drop and loans are called in. We have seen
this negative feedback loop play out in many markets this year as
indebted investors are forced to sell shares at lower and lower prices.
In larger deleveraging events, significant counterparty risks can begin
to present themselves and loans begin to fail. We expect that we will
begin to see more Archegos-type events, where big borrowers do
not have the cash or collateral to meet debt obligations. Archegos
cost Credit Suisse $4 billion—and we suspect other lenders will face
significant charges due to counterparty failures in coming months.
Finally, deleveraging events can test the stability of unproven financial
instruments, and this can lead to financial contagion, as these instruments unwind. This happened with collateralized debt obligations in
the financial crisis, and we just watched the U.K. central bank bail out
British pensions, who were relying on risky liability-driven investments
to meet required payouts. Those who lurched into banks and other
lending institutions at the beginning of the year—betting that higher
rates would lead to more profits—might want to think again.

TIME IN THE MARKET… RATHER THAN
TIMING THE MARKET
Bear markets challenge the human psyche. We are programmed
with an action bias and a fight or flight survival instinct. Too often,
that leads to bad investor decision-making. Markets are discounting
mechanisms, and during times of duress, they can overshoot the
mark on the downside just as they can overshoot on the upside during
bull markets. In bear markets, there can be extraordinary upward
performance adjustments as investors begin to suspect discounts in

the markets are overdone. A recent Wells Fargo study shows that the
10 best trading days in the last 30 years occurred during recessions
and that six of them took place during a bear market. Match that with
a study from Putnam Investments that finds that—for the 15 years
from December 31, 2006 to December 31, 2021—investors who
stayed fully invested in the S&P 500 earned a 10.66% annual return.
The study went on to point out that investors who missed the ten
best days earned an annual return of only 5.05%.
Even when facts and information are driving decisions more than
human nature, timing is difficult. An investor would not be faulted
for pointing out that the vast majority of business leaders and
researchers—including Reynders, McVeigh—believe that earnings
are likely to slow across the global economy and conclude that stocks
cannot go up in that environment. A fascinating study from Ritholtz
Wealth Management notes that, from 1930 to 2021, corporate
earnings in S&P 500 companies were positive in 61 individual years
during that period and negative in the remaining 31 individual years.
The study found that annualized return for investors who were fully
invested only in years when corporate earnings were positive in S&P 500
companies was 10.2%. The annualized return for investors who were
fully invested only in years when corporate earnings were negative was
9.8%—a much smaller difference than most observers would expect.
All of this is to say that keeping one’s balance and discipline is particularly important in times of stress.
We will use the upcoming earnings season to learn more about
how inflation, higher rates, and the strong dollar—among other
factors—are impacting operations in our portfolio companies, and we
will work to understand more about how managements are adapting
to challenges and, in some cases, opportunities on the ground. This
is the real information that gives us important data points that help
us to assess how weak earnings may or may not be. We will also
gain deeper insight into how different industries and geographies are
managing the current economic landscape.
We do not expect buyers to come back into the equity market until we
see more clarifying economic and earnings information (and probably
not until we get past the U.S. midterm elections). Expectations are
very low, but some companies and geographies may be more resilient
than many think. Some industries may be finding more demand than
others. We have confidence in the operating strength of our portfolio
companies—and we will continue to analyze them through the lens of
what we are seeing on the ground to reconfirm or adjust our investment thinking. We are also looking at new investment opportunities
in areas where we believe the market has discounted high-quality,
long-term investments too steeply.
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