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CAPITAL MANAGEMENT

January 31, 2023
“Are we there yet?”

— Every kid on a car ride for more than an hour

Dear Client,

Despite the current rally in risk assets that includes US equities, we believe caution remains
warranted. Below we look at the recent market bounce in the context of past bear markets. We
also examine today’s prevailing economic and corporate context. But first, a review of the past
year.

2022 was unprecedented. Literally. (And, not as the kids hyperbolically use that word. We mean
literally in the way Merriam-Webster means it.) 2022 was the first time the S&P500 and the 10-
Year Treasury bond both delivered negative annual returns below -10% in the same year. In
fact, they respectively closed 2022 down -18.1% and -17.8%. For balanced investors, this meant
it was the worst year since 1931 for a 60/40 portfolio. The table below provides the historical
details.

Year S&FP 10-Yr 60/40 | Year S&F 10-Yr 80/40 |Year S&P 10-Yr 60/40 |Year S&P 10-Yr 60/40| Year S&P 10-Yr &60/40
1928 438% 08% 266% 1947 52% 08% 35% |1966 -100% 29% -48% |1985 312% 257% 290%( 2004 108% 45% B83%
1929 -83% 42% -33% (1948 57% 20% 42% 1967 238% -16% 136% |1986 18.5% 24.3% 208%| 2005 49% 29% 41%
1930 -25.1% 45% -13.3%[ 1949 18.3% 47% 128% | 1968 108% 33% 78% |1987 58% -50% 1.5% 2006 158% 20% 103%
1931 -43.8% -26% -27.3%| 1950 30.8% 04% 18.7% (1969 -82% -50% -7.0% |1988 166% 82% 133%( 2007 55% 102% 7.4%
1932 86% 88% -17% |19561 237% -03% 14.1% |[1970 36% 168% 88% |1988 317% 17.7% 26.1%( 2008 -37.0% 20.1% -142%
1933 50.0% 19% 30.7%[1952 18.2% 23% 11.8% |1971 142% 98% 124% |1990 -31% 62% 06% | 2009 265% -11.1% 11.4%
1934 -12% 80% 25% [1953 -12% 41% 09% |1972 188% 28% 124% |1991 305% 15.0% 243%| 2010 151% 85% 124%
19356 46.7% 45% 298%|1954 526% 33% 329% |[1973 -143% 37% -71% [1992 76% 94% 83% (2011 21% 160% 7.7%
1936 31.9% 50% 212% 1956 326% -13% 19.0% |1974 -250% 20% -147% |1983 10.1% 142% 117%| 2012 160% 30% 108%
1937 -35.3% 1.4% -20.7%|[ 1956 7.4% -23% 36% |1975 37.0% 36% 236% |1994 13% -8.0% -24%| 2013 324% -9.1% 158%
1938 20.3% 42% 19.3%| 1957 -105% 68% -3.6% |1976 23.8% 16.0% 20.7% |1995 37.6% 23.5% 319%| 2014 137% 10.7% 125%
1939 -11% 44% 1.1% |19568 437% -21% 254% (1977 -7.0% 13% -3.7% |1996 230% 14% 143%(2016 14% 13% 13%
1940 -10.7% 54% -42% | 19569 121% -26% 62% |1978 65% -08% 36% |1997 334% 99% 240%( 2016 120% 07% 75%
1941 -12.8% -2.0% -8.5% [1960 03% 11.6% 4.9% |1979 185% 07% 11.4% |1998 286% 14.9% 231%| 2017 21.8% 28% 142%
1942 19.2% 23% 12.4% 1961 266% 21% 16.8% |1980 31.7% -30% 17.8% |1999 210% -83% 93% [ 2018 -44% 00% -26%
1943 251% 25% 16.0%|1962 B88% 67% -30% |1981 47% B2% 05% |2000 91% 167% 12% | 2019 315% 96% 227%
1944 19.0% 26% 12.4%[1963 226% 1.7% 14.2% |1982 20.4% 328% 254% |2001 -11.9% 56% -4.9%|2020 184% 11.3% 156%
1945 358% 38% 23.0%|[1964 16.4% 3.7% 11.3% |1983 223% 32% 147% |2002 -221% 15.1% -7.2%| 2021 287% -44% 155%
1946 -B4% 31% -38% |1965 124% 07% 7.7% (1984 B1% 13.7% 92% [2003 287% 04% 1?.4%-—18.1% -17.8% -18.0%

€ CREATIVE PLANNING @CharlieBilello

Figure 1 - 60/40 Annual Returns; https://bilello.blog/2023/2022-the-year-in-charts
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Gold was the leading asset class during the fourth quarter up 10.6%. Equities performed well
with US equities up 7.1% and global equities up 9.9%. Commaodities were literally flat 0.0%.
Bonds returns were very modest. A broad index of bonds (Barclays Aggregate; AGG) was up
2.2%. Long-dated US Treasury bonds were just slightly negative (less than 1/100t" of a percent).

For the full year, commodities were the clear winner up 20.3%. Gold was essentially flat at
0.1%. Equities and bonds both had a miserable year. US equities were down -18.5% and global
equities were just a basis point ahead down -18.4%. A broad index of bonds (AGG) fell -12.5%
and the “safe-haven” long-dated US Treasury bond performed the worst — down -29.9%. To be
fair to the long-bond, we should also note that more speculative equities did fare much worse.
The Nasdag-100 index fell -33% and the speculative ARK Innovation fund (ARKK) was down a
staggering -67.8%.

The Grey Owl All-Season? strategy finished the year down -11.1%. While a disappointing
negative number, this is 4.9% better than a 60/40 benchmark and meaningfully better than any
major equity index.?

Bear Markets in Context

The chart on the next page juxtaposes the current bear market that began at the end of 2021
with the 2000-3 and 2007-9 bear markets. The key takeaway is that all bear markets have
significant rallies in the midst of the bear market. Just because there is a high-teens percentage
rally, does not mean the bear market is over.

1 Despite the generic and frequent use of the term, we renamed our strategy Grey Owl All-Season after
Bridgewater Associates requested we do so claiming it conflicted with a strategy they call All-Weather.

2 The Grey Owl All-Season strategy performance is taken from an individual representative account. The 60/40
benchmark is 60% ACWI and 40% AGG for the iShares Core U.S. Aggregate Bond ETF.
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How Do Past Crashes Compare To Our Current Crash?
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Figure 2 - Current & Past Bear Markets; Hedgeye.com

Economic Growth

For the last several letters, we shared a chart of the US ISM Manufacturing Purchasing Manager
Index (PMI) to provide a single datapoint that summarizes the state of the US economy. The
PMlI is a “diffusion index” which aggregates survey data from decision makers throughout the
manufacturing economy. The questions are around the managers’ expectations (e.g. “do you
plan to acquire more or less inventory next month compared to this month) and are thus a
leading indicator of economic activity.

For approximately a year now, we have noted the deceleration in the PMI and indicated our
belief that this was likely to continue and reach contractionary territory (i.e. below 50). As of
November 2022, the PMI dropped below 50 indicating a shrinking manufacturing economy. It
went lower still in December. We believe probabilities favor further deceleration for at least the
next few months.
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US ISM Manufacturing PMI
48.40 for Dec 2022
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Figure 3 — US ISM Manufacturing PMI monthly3

Corporate Profits

For the last several quarters, we argued that expectations for corporate earnings needed to
move lower before a market bottom was likely.

At the end of June, consensus expectations for S&P 500 full year 2022 operating EPS was
$224.54. We pointed out that this implied 12.6% annual growth from the pre-Covid 2019 high
EPS of $157.12. That expectation was almost DOUBLE the 5.7% annual earnings growth from
1999 to 2019.* We were (and are) skeptical of that rate of growth now that the trillions of
dollars of Covid-related government direct subsidies to businesses and transfer payments to
individuals have ended.

Downward revisions finally began late in the third quarter. When we published our last letter in
early November, consensus expectations for S&P 500 operating earnings for the full-year 2022
were down to $206.74. Today, expectations are down to $198.73 for 2022. Yet, 2023 estimates
of $223.63 imply a rapid and significant rebound. This indicates a 9.2% EPS growth rate from
2019 to 2023. Not impossible but much higher than the historical track record would suggest is
probable.

3 https://ycharts.com/indicators/us_pmi
4 Annual growth calculated on a compound basis.
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From our vantage point, additional lower revisions remain likely. Until they occur, we expect
continued pressure on equities and other risky financial assets.

Market Internals

Two important points stand out from Lowry Research Corporation’s Market Trend
Analysis over the past several weeks.

1. The mid-October low in the S&P 500 (and many other global equity indices)
occurred without the typical violent, high-volume selling that signals investor
capitulation. It is not impossible for a prolonged bear market to end without
such a selloff, BUT every bear market of the past three decades did end with an
extreme sell-off. The absence makes the current market rally suspicious.

2. While there are signs of improving market internals (good breadth participation
and momentum), similar market internal improvements were developing during
the August 2022 rally that tested the bears but eventually failed quite
dramatically.

The takeaway? October may prove to be the bottom of the current bear market. But,
there is currently insufficient evidence to warrant an aggressive investment posture.
This is particularly true when coupled with the continuing negative rate-of-change
dynamics in both key economic and corporate profit data. That all being said, if the
current rally continues and market internals continue to improve, we will need to align
with the prevailing trend.

Positioned for Continued Economic Deceleration and Market Volatility

Since the end of 2021, we have positioned the Grey Owl All-Season portfolio for a risk-off
environment. That action continues. Our “safe haven” positions, particularly our cash
allocation, remain the largest they have ever been. Our biggest long positions are the US Dollar
index (a typical safe-haven asset) and a basket of gold and precious metals securities (another
safe-haven asset that works best when real rates are compressing).

We are acutely aware that markets will shift toward growth and risk-taking long before that
becomes obvious in the reported economic data. As we discussed above, market internals may
be on the verge of an inflection point and we will react quickly if they do fully shift in a positive
direction.

Unlike a car ride, we don’t have precise GPS that can tell us the minutes remaining to our
destination. While we do not know exactly when it will be, we do know what different factors
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will look like when we arrive at the end of the bear market and we are vigilantly on the lookout
for those factors to develop.

%k %k %k %k %k

As always, if you have any thoughts regarding the above ideas or your specific portfolio that
you would like to discuss, please feel free to call us at 1-888-GREY-OWL.

Sincerely,

Grey Owl Capital Management
Grey Owl Capital Management, LLC
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This newsletter contains general information that is not suitable for everyone. The information contained herein should not be
construed as personalized investment advice. Past performance is no guarantee of future results. There is no guarantee that
the views and opinions expressed in this newsletter will come to pass. Investing in the stock market involves the potential for
gains and the risk of losses and may not be suitable for all investors. Information presented herein is subject to change without
notice and should not be considered as a solicitation to buy or sell any security. Any information prepared by any unaffiliated
third party, whether linked to this newsletter or incorporated herein, is included for informational purposes only, and no
representation is made as to the accuracy, timeliness, suitability, completeness, or relevance of that information.

The stocks we elect to highlight each quarter will not always be the highest performing stocks in the portfolio, but rather will
have had some reported news or event of significance or are either new purchases or significant holdings (relative to position
size) for which we choose to discuss our investment tactics. They do not necessarily represent all of the securities purchased,
sold or recommended by the adviser, and the reader should not assume that investments in the securities identified and
discussed were or will be profitable. A complete list of recommendations by Grey Owl Capital Management, LLC may be
obtained by contacting the adviser at 1-888-473-9695.

Grey Owl Capital Management, LLC (“Grey Owl”) is a Virginia registered investment adviser with its principal place of business
in the Commonwealth of Virginia. Grey Owl and its representatives are in compliance with the current notice filing
requirements imposed upon registered investment advisers by those states in which Grey Owl maintains clients. Grey Owl may
only transact business in those states in which it is notice filed or qualifies for an exemption or exclusion from notice filing
requirements. This newsletter is limited to the dissemination of general information pertaining to its investment advisory
services. Any subsequent, direct communication by Grey Owl with a prospective client shall be conducted by a representative
that is either registered or qualifies for an exemption or exclusion from registration in the state where the prospective client
resides. For information pertaining to the registration status of Grey Owl, please contact Grey Owl or refer to the Investment
Adviser Public Disclosure web site (www.adviserinfo.sec.gov).

For additional information about Grey Owl, including fees and services, send for our disclosure statement as set forth on Form
ADV using the contact information herein. Please read the disclosure statement carefully before you invest or send money.



