Disclaimer :- This was originally published on 23 July 2021.

Developing A Process To Shut Out The Noise

The most frequent question we get from partners is what do you think will happen to the market.
Bitter truth: it is the wrong question to ask because no one knows.

Why is this so? Because markets move due to multiple variables, not all of which are visible or
predictable.

Enclosed is a slide with some interesting comments by market gurus close to the market bottom last
year. (Chart Courtesy: DSP)

What they said in 2020

23 Apr 2020

Many equity bulls think it
is inevitable that massive
central bank liquidity will
boost equity prices. This
strikes me as ludicrous.
The collapse in profits is

31 Mar 2020

The low we hit in the
middle of March.... |
bet that will get taken
out... Take out the low
of March and then we
will get a more
enduring low.

4 Mar 2020

The stock market is heading
not only for another 50%
correction (1600 on the S&P
500) but also a long L-
shaped bottom rather than
a quick V-shaped rebound
which occurred after 2009.

26 Mar 2020

| continue to expect the
S&P 500 to lose about
2/3 of its value over the
coming years.

John Hussman

highly likely to fatally Jeff Gundlach David Stockman
undermine the argument
that equities can look 24 Mar 2020 01 Apr 2020

through the valley. With the Covid-19 pandemic still spiralling out of control,

the best economic outcome that anyone can hope for is
a recession deeper than that following the 2008 financial
crisis. The risk of a new Great Depression, worse than
the original, is rising day by the day.

We're going to have the
worst bear market in
my lifetime!

Albert Edwards

George Soros

Nouriel Roubini

DSP Source: Internal

All of the above are legends. However, none of them would have imagined the scale of
intervention/stimulus by Govt’s and Central Banks. They extrapolated variables they understood but
it was the unforeseen variables that moved markets.

We are at a similar juncture at present. Central Banks are repressing interest rates. One does not
know if the inflation spurt is temporary or a blip based on stretched supply chains which will
normalize. Is more Govt stimulus coming? Will Central Banks start practicing yield curve control?
Will they also buy Equities like the Bank of Japan?

The fact that we cannot extrapolate history is well explained in the chart below which shows
historical yields on Junk Bonds vs inflation. Financial repression by Central Banks has resulted in Junk
Bonds in the US now yielding less than inflation. If interest rates stay low for longer, it means lower
Cost of Capital (higher PE multiples) and more allocation to Equities in portfolios (higher flows as
savers are pushed to take more risk).
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JUNK BONDS NOW YIELD LESS THAN INFLATION

What does that mean for Investors? We all need to develop a process to shut out the noise that
clouds clear thinking and frequently remind ourselves of the game we are playing and be better
prepared to deal with surprises. Think of batsmen practicing an imaginary forward defense or golfers
doing imaginary swings. They are training their minds to act in a particular way.

Some questions may help your introspection:

How do you eliminate noise: What do you read? Who do you listen to? Is the person giving
advice playing the same game as you with the same time horizons?

How do you ensure one does not react in panic to a market fall: what % of your portfolio is
in Equities? How have you historically reacted to a 15-20% market drop?

What time horizons do you operate with? Why? Will stretching time horizons result in better
outcomes?

What is your plan to manage tail risks?

Does a 15-20% market drop really matter if you believe you can be materially higher in 5
years? If the 15-20% drop would matter, why is that portion of your Wealth in Equities?
How will you take advantage of a steep market correction, if it were to occur?

Do you need a Wealth Manager —who you can trust — to protect you from first order
behaviour (fast thinking)?

How does Solidarity incorporate the above principles in our decision-making process?

1.

Futures and Options trading is banned at our firm so we can focus exclusively on long-term
outcomes.

We don’t keep a TV in our office so we are not affected by external stimulation. We “pul
information rather than get “lulled” to it.

We don’t make any attempt to forecast near term earnings or direction of key macro
variables

We allocate capital based on where we think the best outcomes are on a rolling 5-year basis.
We appreciate the value of “slow thinking”.

III
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6. We don’t buy fragility even if valuations are very attractive. This prevents deep drawdowns
when the environment turns against you.
7. We are prepared to hold Cash to take advantage of declines.

The future is indeterminate. But chance favours the prepared mind. Are you prepared ?
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