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A shift in focus may be upon us in U.S. equities.

Investors had a lengthy list of worries in the first three quarters of 2022, starting with the
omnipresent war in Ukraine and its impact on energy markets. Then three other main worries took the
stage. Overseas, China’s zero COVID policy has pushed its economy to the brink of prolonged economic
slowdown threatening global growth. Meanwhile in the U.S,, investors are faced with the dual threats of
multi-decade high inflation and a Federal Reserve that is increasing short-term interest rates at a record
clip.

As we have written about previously, the initial outcome of the dual threats of high inflation and
Fed tightening was the implosion of smaller asset bubbles like Crypto, SPACs, Cannabis, and [POs.
Additionally, high-growth/high-valuation stocks saw their prices fall 50% to 90%. Now the damage has
spread into higher quality equities and other asset classes. This year is shaping up to be one of the worst
years for markets in history, with only 2008 standing out as potentially worse - though bonds gained

3% in 2008.

The present bear market in U.S. equities is now the ninth worst since 1950. As shown in the
following table, compared to the average of all 14 bear markets since 1950, today’s decline of 25.6%,
9 month duration, and 29% valuation contraction (trailing P/E multiple) are near the averages for prior
bear markets. While market bottoms are difficult to call, the recent low places today’s bear market at a

fairly mature level.
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BEAR ANALYSIS - SINCE 1950

SPX SPX % SPX 1YR ™ ™™  %-MULT
DATE END HIGH LOW DOWN DURATION AFTER DATE END REDUX
10/11/07 3/6/09 1576 666 -57.7% 17 70% 22.0 10.2 -53%
3/24/00 10/10/02 1553 769 -50.5% 31 35% 30.0 16.5 -45%
1/11/73 10/3/74 121 62 -48.8% 21 39% 19.5 8.0 -59%
12/2/68 5/26/70 109 69 -36.7% 17 44% 19.0 13.5 -29%
8/25/87 10/20/87 338 217 -35.8% 2 30% 22.0 14.0 -36%
2/19/20 3/23/20 3394 2192 -35.4% 1 78% 21.0 15.0 -29%
12/12/61 6/24/62 73 52 -28.8% 18 37% 23.0 16.0 -30%
11/28/80 8/9/82 141 102 -27.7% 21 57% 9.5 8.0 -15%
1/a4/22 6/17/22 4820 3586 -25.6% 9 2?? 23.0 16.3 -29%
2/9/66 10/10/66 94 72 -23.9% 8 34% 18.0 13.5 -25%
7/20/98 10/8/98 1191 923 -22.5% 3 44% 30.0 24.5 -18%
5/2/11 10/4/11 1370 1075 -21.5% 5 44% 17.0 13.5 -21%
7/16/90 10/11/90 370 294 -20.5% 3 30% 17.5 14.0 -20%
9/21/18 12/24/18 2941 2350 -20.1% 3 38% 23.0 18.5 -20%
AVERAGES (N=14): -32.5% 114 44.6% 21.0 14.4 -32%
AVGS EX: BUBBLE/WAR/PANDEMIC: -23.8% 8.8 40.6% 20.1 15.5 -23%

Foreign equities have not fared much better in the face of U.S. interest rate increases.
Additionally, the U.S. Dollar has experienced nearly unprecedented strength this year, placing further
pressure on foreign equities. As a result, foreign equities (MSCI ACWI ex US) have fallen over 26% in
2022. It is interesting that these brutal equity market returns in 2022 have actually been overshadowed
by the real estate asset class (NAREIT Global Index) which fell nearly 30% so far in 2022 due to rising

interest rates and a slowing economy.

However, the largest shock for investors has been the double-digit decline in the fixed income
asset class. Before 2022, the worst year for bonds in the past 50 years was a 3% decline in 1994.
Through the first three quarters of 2022, the largest bond market index, the Bloomberg Aggregate Bond
Index, is down 14% (fourteen!). This means the average “diversified” investor in a 60% Stocks and 40%
Bonds portfolio, who is used to gaining 4-6% per year, has lost 20% in 2022 as both stocks and bonds

have declined in unison.

Your Osborne Partners portfolio includes three more asset classes that have fared better. All

three of these asset classes have posted positive returns in 2022: natural resources (an inflation hedge),
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alternative investments (largely our portfolio hedges), and cash (of which our exposure throughout

2022 has been well above average).

With all the worries, panic, and negative returns in 2022, let us review the worries investors have
focused on, while introducing our thesis that investors will soon shift to focusing on one area more than

others.

First, China’s zero tolerance COVID policy has led to major volatility in their markets and
variability in their economy. First, the Chinese economy is closing in on the worst levels of GDP growth
in over two decades - excluding the brief pandemic-induced economic dive. Real GDP growth is nearing

0%.
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A slowdown in China is important because not only is China’s consumer an extremely important
part of the global economic engine, but China is the most important trade partner for many countries,

and the largest consumer of industrial metals as shown in the following chart.
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There are indications that China is beginning to loosen their COVID restrictions, just as the
government is stimulating the economy. Investors are beginning to react in a more benign way to each
negative announcement with Chinese equities seemingly falling less on bad news arguably since March.

We believe the investor focus will slowly shift away from China over time.

The second major worry for investors has been interest rates, both in the size of the increases
and the duration. From the very short end of maturities, the Fed Funds rates was tethered at essentially
0% for nine of the past thirteen years. However, in the face of high inflation, the Federal Reserve has

increased short-term interest rates at a furious pace, with the target rate now sitting at 3.25%.
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US Federal Funds Target Rate Monthly
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Higher interest rates are headwinds for everything from buying a home, to buying an automobile,
to sourcing a personal loan, to credit card interest rates, to importantly equity valuations. If an investor
is faced with the choice of investing in a higher-risk asset class like equities with a P/E of 25x or
lower-risk bonds with a yield near 0%, the choice is easy. But this choice is more difficult when the
lower-risk investment pays 5% annually. If this is the case, equity valuations have to fall to make the

asset class intriguing on a relative basis.

Investors continue to attempt to pinpoint when the Fed will stop raising rates, and at what
interest rate they will stop. If equities are priced at a P/E of 16x, is that enough to compensate for a Fed
Funds rate at 3.25%? Most likely yes. But what if the Fed increases the Fed Funds rate to 5% over time?
Then a P/E of 16x may not be enough for investors to assume more risk. The following chart shows the
twenty-year history of the two-year U.S. Treasury Note, which presently yields over 4%. The yield
morphed from literal irrelevancy to becoming a reasonable low risk alternative to equities and other

risk asset classes.
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US Benchmark Bond - 2 Year
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This next table shows the market-implied probabilities of different Fed Funds levels at the future

Fed meetings - probabilities are as of the end of the third quarter. Although these probabilities change

over time, the table generally points to 4.50% to 4.75% as the terminal high rate which could be

achieved in the next 3-4 meetings.

MEETING PROBABILITIES

MEETING DATE 300-325 325-350 350-375

117212022
12/14/2022
21112023
312212023
51312023
6/14/2023
712612023
9/20/2023
11/1/2023
12/13/2023

0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.1%
0.3%

0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.2%
0.9%
1.8%

30.7%
0.0%
0.0%
0.0%
1.1%
0.2%
0.7%
1.7%
438%
7.3%

375-400

69.3%
2.1%
0.3%
0.3%

10.6%
2.6%
5.0%
8.6%

15.8%

19.3%

400-425

0.0%
33.3%

6.6%

6.3%
39.0%
14.8%
19.9%
248%
30.9%
31.3%

425-450

0.0%
64.6%
37.8%
36.4%
47 1%
40.2%
40.2%
38.4%
32.5%
28.3%

450-475 475-500

0.0%
55.3%
54.5%

2.1%
40.4%
32.7%
25.2%
14.4%
11.2%

0.0%
0.0%
24%
0.0%
1.8%
1.4%
1.1%
06%
0.5%
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It is our belief that as we approach the terminal rate, investors will begin to anticipate a change in
Fed policy towards easing. We see emerging signs of investors starting to anticipate easing now as we
are at least two-thirds of the way to reaching the Fed’s current estimated terminal rate. As time passes,
interest rates will likely be less of a focus for investors as markets will have fully priced in the tightening

cycle in various asset classes.

Finally, the largest worry of 2022 has been inflation, which spiked to levels last seen four decades
ago. As various inflation measures from CPI to PPI to PCE spiked in 2022, investors quickly pivoted from
the previous consensus of inflation being transitory to believing that it would actually last many years.
The result would be a loss of purchasing power for consumers and a reduction in margins and earnings

for companies.

These fears culminated in the spring as the five-year breakeven inflation rate reached 3.6%, basi-
cally saying inflation would continue to be well above average for the next five years. However, as infla-
tion peaked in early summer, the breakeven inflation rate peaked as well. Now, the five-year breakeven

inflation rate is nearly 2% - right at the long-term Fed target. This is the same level as four full years ago.

FRED 2/ = 5-Year Breakeven Inflation Rate

Percent

Source: Federal Reserve of St Louis

The same phenomenon can be seen in the ten-year breakeven inflation rate, now

unchanged from four years ago.
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FRED s = 10-Year Breakeven Inflation Rate
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Over the next few months, as the lagging components in inflation indicators catch up to reality,
inflation should fall further, pointing to a cycle of normalization. A main lagging indicator is Owner’s
Equivalent Rent, which tends to lag by 3-4 months. As inflation starts the normalization process,

investors will shift their focus away from what has been the dominant worry of 2022.

As worries about inflation, interest rates, and China dissipate, where will investors focus their
attention? We expect the answer will be valuations and specifically the P/E multiple. While the P/E has
now compressed from 23x to just over 16x, a drop of nearly 30%, earnings estimates for 2023 have only
fallen about 6% to $240 per share. Unless the economy weakens substantially from here, leading to
further earnings estimate cuts, a P/E in the range of 15-16x is reasonable on an absolute, relative, and

interest-rate adjusted basis.

We believe investors should focus more on the growth trend of earnings in the quarters ahead to
gauge the risk-to-reward ratio for equities. The following table compares different S&P 500 P/E
multiples in the left column versus various earnings per share levels across the top. The table shows
negative earnings revisions ranging from -10% to -20% from consensus earlier in the year. These
revisions equate to 2023 earnings of about $230 to $204 per share versus consensus of $240 today. The

shaded and green bold areas are where we presently peg downside risk. Interestingly, the S&P 500

Page 8 of 9




O

OSBORNE PARTNERS

Capital Management, LLC
Where Will Investors Focus Next?
actually entered the shaded/bolded area on the last day of the third quarter at 3,585 - or 15-15.5x P/E
assuming earnings estimate reductions of 10-12%. At this point, from a risk-to-reward standpoint, the

table would indicate the S&P 500 has less than 10% downside risk unless earnings fell at least 15%

below the 2023 estimate in early 2022 and fell on a year-over-year basis.

THE S&P 500 PRICE AT VARIOUS P/Es AND REDUCED EARNINGS

23 REVISION= -10% -12% -15% -18% -20%
23/22Y/Y= 3.8% 1.5% -2.0% -5.4% -7.7%

23 NEW= 229.4 224.3 216.7 209.0 203.9

15.0 3441 3365 3250 3135 3059

15.5 3556 3477 3358 3240 3161

16.0 3671 3589 3467 3344 3263

16.5 3785 3701 3575 3449 3365

17.0 3900 3813 3683 3553 3467

Source: Osborne Partners

The majority of our job as an Investment Team revolves around probabilities. Our job is to gauge
the risk-to-reward ratio of each investment across all our asset classes. Although pinpointing actual
market bottoms and tops is impossible, by using our RR (risk-to-reward) approach, we can discern the
upside and more importantly, the likely downside of each investment. In domestic equities, as the S&P
500 enters the “grid” after a major bear market move, we are increasingly more comfortable reducing

our cash level and investing into domestic equities and other asset classes with high RR’s.

The opinions expressed herein are strictly those of Osborne Partners Capital Management, LLC (“OPCM”) as of the date of the material and is subject to
change. None of the data presented herein constitutes a recommendation or solicitation to invest in any particular investment strategy and should not be
relied upon in making an investment decision. There is no guarantee that the investment strategies presented herein will work under all market conditions
and investors should evaluate their ability to invest for the long-term. Each investor should select asset classes for investment based on his/her own goals,
time horizon and risk tolerance. The information contained in this report is for informational purposes only and should not be deemed investment advice.
Although information has been obtained from and is based upon sources OPCM believes to be reliable, we do not guarantee its accuracy and the information

may be incomplete or condensed. Past performance is not indicative of future results. Inherent in any investment is the possibility of loss.
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