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Lessons Learned During Previous Bull and Bear Markets

The U.S. equity and fixed income markets suffered significant losses during the 2nd quarter, as persistent high
inflation and a continuation of more mundane but important supply side challenges further soured investor
sentiment. The inflation has been driven by overly-stimulative fiscal and monetary policy in reaction to the
pandemic, as well as high labor, energy, and other commodity cost inputs driven by supply and demand
imbalances. Reasons for the imbalances have been well documented and include underinvestment due to
government policies, limiting new supply relative to demand for oil and gas, along with Russia’s invasion of
Ukraine exacerbating the supply problem for energy and other key commodities, such as wheat. Progress on
supply chain issues were hampered by the recently-ended COVID-related lockdowns in Shanghai and Beijing
(where cases have started rising again). The labor market has been tight due to low worker participation rates.

These challenges have prompted the Federal Reserve (the “Fed”) to begin increasing interest rates more
aggressively to bring inflation down. Earlier this month the Fed increased its Federal Funds Rate (the price
banks charge each other for overnight money) target by 75 basis points (3/4 of 1%), bringing total rate hikes to
1.5% so far this year. Additional short term rate hikes are expected in July, later this year, and into next year,
with the aim of quelling inflation by decreasing demand; the Fed’s challenge is successfully taming inflation
without causing a recession. The Fed is powerless to increase the supply of key energy products (and higher
rates will offset some of the incentive to invest in more capacity provided by higher commodity prices). The
market has reacted harshly to this expected slowdown and potential recession, with the major indexes all
having reached bear market territory of down 20% or more from the recent highs from early January 2022.

The tables below shows past bull and bear market cycles since the end of World War Il, though there are
limitations given outlier data exists (e.g., the annualized returns in the COVID periods).

Chart 1:
Bear Market & Recession Cycle Timing
Years from Market High Years from Market Low Bear Market Length as

Bear Market Years to Beg. of Recession to End of Recession % of Recession Length
1548-1945 0.46 0.39 108%
1956-1957 1.08 0.52 184%
1568-1570 109 0.52 163%
1973-1974 0.89 0.49 130%
1580-1%82 0.67 0.30 128%

2000- 2002 1.02 -0.85 381%
2007-2009 0.23 0.31 95%

2020 0.03 011 54%
Averages 0.68 0.22 155%
Averages Ex-2020 0.78 0.24 170%

Source: S&P Global, National Bureau of Economic Research, Yardeni Research



Chart 2:
Post World War Il Bull & Bear Market Characteristics (Bull market periods in white; Bear market periods shaded)

Durstion 3Chanse [Total Annualized Period Years to New

Bes. Oste End Drate Yesrs! Return) Return Record Catalysts
Recesszion June 15, 1948 June 13, 1548 10 -20.6% -20.7% Fall in fixed investments, consumer economy cools arfter post-WhY |l boom
June 13,1343 August 3, 1356 71 267.15% 20,056 2503 Post-WW | boom continues
Recesszion August 2, 1956 October 22, 1957 12 -21 6% -18.1% Asian Fluepidemic, tishtbutineffective monetary policy
Cctober22, 1957 December 12, 1961 21 86,43 16.25% 215 Cold Warrampsup
December12, 1961 June 26, 1962 05 -28.066 -45.7% Quick "Kennedy Slideof 1562" bear market
June 26, 1962 February 5, 1966 3.6 79.8% 17.6%¢ 172 JFK sims to "getAmerics moving sgsin’
February 8, 1566 October7, 1966 a7 -22.7% -31.7% Fed tightening asVietnam, Great Society programs push up gov't spending
October 7, 1966 November 29, 1968 21 48 08¢ 20.056 121 The Go-Go years
Recesszion Movember 23, 1968 May 26, 1970 15 -36.1% -26.08 Attempt to close budgetdeficits of war, monetary tightening lead to mild recession
May 26, 1870 January 11, 1873 16 73.5% 33.3% 3% Nifty Fifty
Recession January 11, 1573 October3, 1574 17 -48. 2% -31.7% Bretton WoodsSystem collapse, US dollardevaluation; oil orisis; Watergate scandal
Cctober 3, 1974 November 28, 1380 6.2 125.6% 14.13% 7.52 Maodest recovery from oil embargg, increasing inflation
Recession November 28, 1330 August12, 1582 17 -27.1% -16.95% Fed vigorously fights inflation by raising interestrates
Ausust 12,1982 August 25, 1987 5.0 228.8% 26.65 193 Resganomics [supply-side led); lower taxes
August 25, 1987 Decemberd, 1987 03 -33.5% -77.1% Black Monday Crash; exacerbated by computer/ program-driven and investor panic
December 4 1987 March 24, 2000 123 58215 16.956 132 Black Monday comeback, 1990's tech boom
Recesszion March 24, 2000 Octobers, 2002 25 -49.1% -23.3% Tech Bubble burst
October 3, 2002 Octobers, 2007 5.0 101.5% 15.05¢ 7.15 Housing market boom
Recession COctober 9, 2007 March 8, 2008 14 -56.8% -4 7% Financial Crisis
Marchg, 2009 February 18, 2020 110 20055 15.8% 5.47 Slow, steady economic growth, record corporate profits, low interest retes and inflation
Recession February 13, 220 March 23, 2020 01 -33.9% 9905 Covid Shock
March 23, 2020 January 3 2022 18 11445 B3.45% 0.50 Covid Recovery
? lanuary 3, 2002 June 30, 2022 0.5 -200066 -36.7% Inflation concems exacerbated by the Russian invasion of Ukmine; Fed raises interestrates
Summary Statistics
Years % of Time
#ofYearz in Bull Markst 60.9 B35
#of Years in Bear Market 121 7
Pericd Annuslized
Duration Retum Period Retum |Aversge #of Yearsto Mew Record High
Averze Bull Market 5.5 159165 21.75%
Averagge Bear Market 11 -331% -39.3% All Bull Mits. 5.26
Averzge Bear with Recession 14 -28.08 -37.1% Exretrace to 1928 High 3.1
Avg. Bull Market Ex- 2020- 212 5.9 199.3% 18.6%
Awg. Bear Market Ex-2020 13 -3458 -3
Ave. Bear Market w/ Rec. Ex-2020 16 -373% - 266

Bear markets associated with recessions have led
to higher absolute losses (but similar annualized
losses) and have lasted longer at close to 1.5

years. One of the challenges of applying lessons
from past bear markets is that recessions are

not officially classified until well after they begin
and end; moreover, there have been official
recessions during periods without a bear market
(e.g., the 1953-1954 post-Korean War and the 1990
recessions). Knowing recession start dates would
also be of limited help since some market tops have
occurred almost simultaneously with the beginning
of recessions (e.g., the Great Recession in 2007

and the 2020 COVID Recession) while others have
started well in advance (e.g., the market topped
about one year in advance of the official beginning
of the 1957, 1969, and 2001 recessions).

Historically, bear markets have lasted longer than
recessions, and markets have tended to bottom
about 3-6 months before the official end of a
recession, but there are exceptions, such as the
market downturn extending beyond the end of the
recession following the “dot.com” bubble burst in
the early 2000s. Unsurprisingly, it has usually taken
more time to retrace to the previous high, following
bigger market declines.

While examining past market cycles is interesting,
it does not provide a magic formula for investors

Source: S&P Global, National Bureau of Economic Research, Yardeni Research

trying to determine the market bottom. Many in the
press are trying to compare the current situation
to prior bear markets/recessions, but there are no
perfect parallels. The high-inflation / low-growth
period of the mid- to late-1970s is most often

cited because of a similar run up in energy prices
driving broader inflation. Oil prices first shot up
during the first OPEC embargo in 1973-1974 and
continued to modestly increase throughout the
rest of the decade, until the second oil shock (from
lower Iranian oil production following its Islamic
Revolution) caused oil prices to more than double
from March 1979 to April 1980.

Beyond supply and demand, the U.S. dollar (the
currency commodities like oil are priced in) was
being devalued relative to other world currencies
during the 1970s in the aftermath of the Bretton
Woods monetary system collapse, following then-
President Nixon’s decision to stop using the gold
standard in 1971. The dollar hit a low in October
1978 but did not begin to appreciate substantially
and durably until October 1980, just after the oil
price peak in April 1980. In contrast, the U.S. dollar
has been steadily appreciating over the past year to
about 20-year highs against most major currencies,
as the higher relative interest rates from Fed
tightening help make the dollar comparatively more
attractive. The dollar rallied during the bear market
of the early 1980s as the Fed began to aggressively



raise rates to quell inflation, which contributed to
more confidence in the U.S. dollar and decreasing
oil prices from 1980 through 1985. And that could
happen again throughout this bear market. But
dollar strength in this regard might only mean the
U.S. is not disadvantaged as much.

Other countries’ weakening currencies might
serve to crimp their demand for oil and other
commodities even more; the Fed’s actions truly
have worldwide consequences. However, though
it might help on the commodity price front, an
appreciated dollar also makes U.S. exports less
competitive, which could hurt companies with
significant foreign sales exposure; it would also
reduce the amount of earnings reported by
companies translating their foreign units’ local
earnings. Potentially offsetting to that is the
comparative attractiveness of investing in U.S.
assets for foreigners expecting continued dollar
strength.

There are other differences between then and
now. The economy of the 1970s was driven more
by demand for goods compared to services, thus
arguably making the U.S. economy less vulnerable
now to commodity price shocks (though certainly
not immune). Chart 3 shows that energy costs are
a much smaller share of U.S. consumers’ overall
spending now than they were 40-50 years ago
and still represents below 5% of total personal
consumption expenditures as of late spring,
despite oil and natural gas price surges following
Russia’s invasion of Ukraine.

It is impossible to know how much the Fed will
need to raise interest rates and how long the
process will take to bring inflation back to its

Chart 3:

targeted long-term 2% annualized rate, or how
much the economy might grow or contract during
this downcycle. It is equally impossible to know
exactly how and when the market will react along
the way. It will be determined in large part by how
effectively the rate hikes work and whether the
Fed can manage a soft economic landing during
which the higher interest rates slow the economy
but do not cause a recession. It will also depend
on how quickly supply-related challenges can be
overcome. Concerning the latter, it will take time
(and, some would argue, less hostile regulation

of the oil and gas industry in the U.S.) for energy
markets to bring meaningful additional capacity to
market. In the meantime, higher interest rates will
slow U.S. demand for houses and related home
furnishings, cars, and other big ticket goods, and
for capital investments by businesses; indeed,
most commodity prices, including energy prices,
have come down from recent highs during the
just-completed quarter in anticipation of interest
rate-induced slackening demand.

Additionally, wage inflation tends to be stickier
than commodity-induced inflation, and so is worth
watching for the longer-term inflationary trend.
The labor market has remained tight, and workers
have been able to negotiate pay increases (albeit
more recently not exceeding inflation), with many
businesses struggling to find enough qualified
workers. It will be interesting to see if the labor
force participation rate ticks up as COVID stimulus
savings are used up in the coming months and
how that impacts future wage trends.

But the market will have made up its mind long
before economists make their backwards-looking
proclamations.

Personal Consumption Expenditures (Fnergy goods and services / Personal consumption expenditures)

0.10

0.09

008

0.07

0.06

Bil. of $/Bil. of %

0.05

0.04

0.03

1960 1965 1970 1975 1980 1985

1995 2000 2005 2010 2015 2020

Source: Federal Reserve, Bureau of Economic Analysis



As shown in Chart 4, the market's Chart 4:

valuation, as measured by the S&P 500 Index Price to Next 12 Months Estimated Earnings
“price-to-expected next 12
months earnings ratio” is close to 30.00

the 30-year average, suggesting
that the market may not have

fully capitulated; additionally, 2000 ,/\[v\
some are fearful that earnings 2N\ RV ol VY, | \
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bracing for negative earnings
estimate revisions. Plus, this bear
market is younger than most 5,00
prior bear markets, suggesting
it might be best to wait and be
extra selective. Both the Fed
and the markets will be carefully
watching key economic data to
guide future decisions.
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Source: Factset

The number and pace of interest rate hikes will be driven by inflation, employment, and other key economic
data points, and the market will take cues from Fed officials’ commentaries. The market will also be digesting
upcoming earnings reports to ascertain how demand and margins are holding up, as it looks for reasons to
believe the worst is behind, and climb the proverbial wall of worry into the next bull market. We suspect the
markets could be more volatile than usual in the coming months, as economic data indicates which way the
economy is heading.

Though the history is mixed, and gleaning specific market timing insights from past bear market cycles is

a fraught exercise, we believe KCM'’s investment approach works. We believe trying to time the market is a
dubious exercise, and that it is important to be patient while waiting for stocks to become attractively-priced
based on realistic expectations of companies’ financial prospects (in both bull and bear markets). We believe
stocks are one of the most attractive and liquid stores of long-term value that offer a chance for capturing
income through dividends and growth over the long term; and that companies with strong management
teams, and products and services that are in demand can pass along inflated cost inputs over time to
maintain attractive full cycle margins.

As interest rates reset during this cycle, we could get a chance to finally lock in attractive rates on the fixed
income side, which in recent years has offered insufficient yield to incentivize moving out farther on the yield
curve (i.e., locking in for the long term) or down in quality when compared to the dividends (and potential
growth) that could be earned through investment in safe, financially secure equities.

At KCM, we are busy testing assumptions and redoubling our efforts on behalf of clients to confirm that the
companies we own are financially-secure and capitalizing on opportunities efficiently. Times like these often
present great opportunities for businesses and investors alike, and we aim to help our clients prudently
capitalize on them. Many clients have been with us through multiple bear markets and understand that

we have the experience necessary to weather them. They know that our focus on high quality companies
with strong balance sheets in diversified businesses has worked best during the downturns, and that
outperforming in the downturns is a key contributor to superior long-term performance. While not immune
from market weakness, those are the kinds of companies that survive during times of economic weakness
while preparing for growth when it returns. We appreciate our clients’ loyalty, and endeavor to retain their
trust throughout all phases of the market cycle. B

Experience Our Service for Yourself

Contact one of our Relationship Managers and learn
how KCM can help you achieve your financial objectives.
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