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Not A Normal Sequence of Events

In the first quarter of 2023, the S&P 500 Index had a total return of 7.50%. For the
same period, the MSCI EAFE Index (USD) Net had a total return of 8.47% while the
MSCI World Index (USD) Net had a total return of 7.73%. Summing up year-to-date
market leadership, 2023 has been one of reversion to the mean. The stocks, which fell
the most in 2022, have been outperforming in 2023. The best performing stocks in 2022
have had relatively muted gains in 2023. Reversals have been just as strong on the sec-
tor level. Another defining characteristic of the market’s rally this year has been the out-
performance of growth stocks relative to their value counterparts. It has been a volatile
start to 2023 for investors coming from a challenging 2022, when both the S&P 500 In-
dex and long-term bonds declined by double digits.! The economic signals and a host of
geopolitical risks confronting investors suggest that 2023 could be similarly challenging
for both stocks and bonds.?

Volatility and liquidity tend to be inversely correlated. Unfortunately, volatility
spikes can drain liquidity from the system, and once the ball starts rolling, it can be
hard to stop until markets become more confident.? The collapse of several U.S. banks
and Credit Suisse is a symptom of a more acute stress in the world economies. Until
now, they have held on in the present late cycle despite some typical hallmarks of reces-
sion, such as the inverted yield curve, the magnitude of monetary tightening, and a
slow motion decline in corporate earnings.* The macroeconomic implications from the
turmoil of the banking crisis are still unclear. In the higher rate world, institutions,
whose business models were predicated on the post-Global Financial Crisis (GFC) easy
money world lasting forever, have run into trouble.

After 2020, world inflation rose dramatically from pandemic supply chain dis-
ruptions, the outsized fiscal and monetary responses, as well as, the war in Ukraine.
Money supply then shot up in 2020 relative to nominal GDPs, creating an excess of sav-
ings, which has since largely been consumed. The process of temporarily delinking
money and prices from productive demand lifted consumer prices, raising inflation dra-
matically.’ U.S. consumer price index (CPI) peaked at 9.1%, lower than the U.K. at

11.1% and the eurozone at 10.6%.° The Bank of England (BoE) was the first central bank
to react to inflation raising base rates by 0.25% in December 2021 and continuing up to a
present base rate of 4.25%. The Fed followed in March of 2022, eventually increasing the
base rate to 4.75%. The European Central Bank (ECB) did not begin to raise rates from
zero until July of 2022 and has a current base rate of 3.5%. The Bank of Japan’s mone-
tary policy remains fairly loose with lower rates than other developed markets because

of their lower inflationary prices.” The tighter monetary policies of most world banks



Not A Normal Sequence of Events
April 2023
Page -2 -

have made some progress against inflation over the past 12 months. For example, U.S.
interest rates have risen 450 basis points, and the Federal Reserve has contracted its bal-
ance sheet by $645 billion. The Federal Reserve’s aggressive action has tightened policy
to the equivalent $6.945 trillion, almost reversing the entirety of the mid-2019 through
2021 stimulus.® In the first quarter of 2023, underlying inflation is proving sticky, mean-

ing that the central banks may need to continue to hike rates in the near term.’

The U.S. government’s distribution of relief payments in 2020 and 2021 to indi-
viduals and businesses caused bank deposits to soar with many above the FDIC insured
limit of $250,000. As interest rates rose in 2022 and 2023, depositors searched for higher
yields on their deposits than banks could provide.'? The flood of cash pouring into U.S.
money market funds, which invest primarily in short-term government bonds, has the
potential to exacerbate strains in the banking system. While banks offer less than a half
percent interest rate on saving deposits, money market funds are offering four percent-
age points on investors’ savings. Much of the cash in money market funds ends up out-
side of the banking system altogether because the funds are heavy users of a facility that
offers generous interest rates for parking cash overnight at the central bank. By using
the central bank’s overnight reverse repo facility, money markets leave banks collec-

tively with fewer deposits, which disincentives banks from lending.!!

As depositors fled banks in search of higher yields, losses began to occur at
banks. When a run on deposits occurred at Silicon Valley Bank (SVB), $42 billion on
March 9% alone, panic ensued. The cash liquidity needed to cover these withdrawals
was not there. SVB had invested heavily in long-term government bonds, whose face
value had been badly depreciated by the Fed’s interest rate increases over the past
year.!? The Treasury bonds are only marked against a capital base to market when sold
not marked to market on a continuous basis so SVB was not prepared for this mo-
ment.!3 There are roughly 200 other banks that appear to be in similar condition as
SVB'’s, whose strategy was profiting from taking duration risk, or borrowing short and
lending long. About 94% of SVB’s deposits above $250,000 were uninsured. As of mid-
2022 U.S. banks also had $10.5 trillion in uninsured deposits, and only $7.4 trillion in-
sured.'* Even though in the 1980s all the deposits at thrift and banks were insured de-
posits, between 1980 and 1994, 1617 banks and 1295 thrifts either were closed or re-
ceived government assistance. Initial losses became a crisis because of combination of
bad accounting, valuing assets at book value rather than market value, and compla-
cency produced by deposit insurance and regulators.®

While the Federal Reserve’s new Bank Term Funding Program (BTFP) is placing
about $2 trillion into the banking system to reduce the present reserve scarcity and re-
verse the tightening that has taken place in 2022,'° Credit Suisse’s problems were years
in the making with multiple scandals, losses, management shake-ups, and unsuccessful
restructurings. With significant financial assistance from the Swiss government, UBS
agreed to acquire Credit Suisse on March 19* for 3 billion Swiss francs in an all-stock
deal. In the process, the Swiss government determined that Credit Suisse has reached
the “point of non-vitality,” which triggered a full write down of the group’s
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subordinated Additional Tier 1 (AT1) bonds. Credit Suisse serves as an example that a
global systematically important financial institution can have significant losses. It is
thought that the UBS deal should help prevent contagion and will have little direct fun-
damental impact on other global banks even though they have exposure to each as
counterparties. Though contagion risk is limited, market volatility to global banks may

persist.l”

As lenders and key drivers of the credit cycle, financial institutions can be a cata-
lyst for a future crisis.'® A banking or financial crisis, may not only lead to tightening
credit conditions and negative wealth effects, but may also impair long-term growth
prospects. According to various academic studies, previous banking crises on average
lowered the long-term level of gross domestic product by 5% to 10%.'° Going forward,
bank investors who had been focused on a potential earnings tailwind from higher in-
terest rates may shift focus to banks’ deposits base, the risk of potential deposit out-
flows, and how excess deposits are being deployed.?

Larry Summers believes the Federal Reserve is challenged with a credit crunch
on one side and overheating on the other side making for a difficult balancing act. His
solution for financial stability is not a choice between easy money or more inflation. He
believes that the Federal Reserve can fight inflation and that easy money is not a solu-
tion for the excesses of the last ten years. He suggests, for example, that distressed
banks should have higher standards and proper regulations for financial stability.
While the Federal Reserve’s decision to provide liquidity to the distressed banks had to
occur, he believes that its resolution might sow a seed for a future financial crisis. He re-
ferred to Long Term Capital Management and the Russian defaults in the late 1990s,
which set the stage for the Nasdaq bubble at the turn of the millennium. The Federal
Reserve cannot save too many “in limbo” enterprises not in a position to be restruc-
tured because of their debt and shortage of covenants to empower their debt. Better use

of capital is important going forward.?!

The first quarter of 2023 was the slowest start to a year since 2013, as rising inter-
est rates put an end to the flurry of deals that followed the onset of the pandemic. Eu-
rope was the chief laggard this past quarter, with regional deal activity down 63% while
the U.S. saw a 47% drop, and the Asian region only declined by 24%. Sectors of
healthcare, technology, and industrials were bright spots for mergers and acquisition in
the first quarter of 2023. A main concern to transactions remains falling valuations.?
U.S. 2022 fourth quarter corporate profits declined the most in five years, down 1.4%
year over year.?> Despite this dismal news, corporations have healthy balance sheets
and have limited debt exposure to higher rates. Only 25% of S&P 500 Index companies
have floating rate debt. Corporates have also amassed large cash balances of roughly $8
trillion. The consumer remains resilient and is benefitting from a solid labor market and
higher interest rates on savings. The new worth of consumers is still well above pre-
pandemic levels, having risen from $110 trillion in the fourth quarter of 2019 to $135
trillion as of the third quarter of 2022. Consumers now hold $17.8 trillion of their assets

in cash and cash equivalents, meaning the interest income on those assets is set to rise.*
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The relationship among inflation, the economy, and financial markets, is highly
complex. Investors generally assume that higher inflation is negative because it often
leads to higher borrowing costs and increases the discount rate applied to earnings.
This leads to a fall in the price-to-earnings (P/E) ratios. According to Strategas, the
sweet spot for earnings growth, which usually drives stock prices, is when inflation is
between 2% to 4%. In this range, which should occur in 2023, the average quarterly
earnings growth rate for the S&P 500 Index is usually 7.0%. Equities generally act as an
excellent protection against inflation over time. The U.S. inflation rate, measured by the
Consumer Price Index (CPI), averaged around 3.2% from 1914 to 2023. The S&P 500 In-
dex returned a respectable 10.4% annual compound growth rate return from 1926 to

2022.%5

Judging what is and what is not working at any given time is extremely im-
portant to Martin Investment Management, LLC. We are very disciplined in our philos-
ophy. The types of stocks which do relatively well in rising rate environments are
stocks, which exhibit “Quality” factors. They have generally outperformed speculative
stocks in rate-hiking cycles over the past 35 years. High quality stocks of companies
with strong balance sheets and exhibiting a high return on equity and high quality earn-
ings have outperformed low quality stocks in all five federal rate-hiking cycles since
1987, with a median outperformance of 8.41 percentage points. Similarly shares of com-
panies with low leverage have significantly outpaced highly levered companies during
rate-hiking cycles, when the markets tend to be in “risk-off” mode. We favor quality
and low-leverage stocks regardless of the interest rate environment, as one of our tenets
is to avoid combining operational risks with financial risks whenever possible. We be-
lieve that quality and low leverage factors provide significant margins of safety when

combined with a valuation discipline.?®

Wishing you a warm Spring season!
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