Marketing Communication

U.S. Equities: Mind the gap

“If you can keep your head when all about you are losing theirs…” –If by Rudyard Kipling
I won’t mince words: It was a bad quarter for the market and the economy. With that backdrop,
it’s no surprise the American Association of Individual Investors announced in April that
bearish sentiment among its members reached the highest level since 2009. What follows is
an attempt to put this environment—bear markets, recessions and high inflation—into
historical context and evaluate whether it warrants portfolio repositioning. It also includes
some comments about our performance and current investments. Though our portfolio
returns lagged some of our value peers last quarter, we are excited by how well our
businesses performed and believe that bodes well for future stock performance.

Bear Market
On Monday, June 13, the S&P 500 Index fell
3.9% to 3750, bringing the decline from its
January 3 record high to 21.8%. The media
focused on the market being down more than
20%, meaning this decline was now a “bear
market.” Financial professionals in the media
advised investors to act “appropriately.” What
that meant went unexplained, but the implication
was that, with the market down so much, you
need to be more careful.
Can history help us decide how we should invest
in a bear market? Over the 77 years for which we
have daily price data for the S&P 500, there have
been 12 bear markets. Let’s look at the previous
11. The median bear market low occurred 117
days following the day the market was down
20%. The shortest time to the ultimate bottom
was one day after falling 20%, which occurred in
October 1957. The longest was more than two
years, September 1946 to June 1949. If this bear
market behaves like its predecessors, it is a coinflip whether it bottoms by October.
What were equity returns immediately following
bear markets? For the 11 previous bear markets,
the median additional decline after the market
was down 20% was another 10% loss. Despite
those declines, two years from the time the
market first hit down 20%, the median gain was
33%.

That statistic is especially interesting because
the two-year price increase from a random
purchase date has been just over half as much,
17%. Perhaps the advisors who are now urging
extra caution are being driven by their emotions
rather than data.
Recession
On April 28, the U.S. Commerce Department’s
Bureau of Economic Analysis reported that firstquarter GDP grew at 6.5%. On the surface, that
looks like a nice increase from the sub-5%
growth over both the past 5 and 10 years. But
the GDP number that merits the most attention is
real GDP, where the growth is adjusted for
inflation. With first-quarter inflation running at
8.1%, the highest in more than 30 years, real
GDP declined 1.4%. Economists attributed the
first-quarter decline to high inflation, a high trade
deficit and a decrease in inventory investment,
saying that all three should improve throughout
the year. But with the second quarter now in the
rear-view mirror, it doesn’t look like the headwind
has lessened. A recession is typically defined as
two consecutive quarters of declining real GDP,
so if the June quarter also declined, we are
already in a recession. It’s probably 50/50. So,
what should that mean for your investment
strategy?
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We looked at the 12 recessions that have
occurred since 1945 (the period we have access
to daily S&P 500 prices) to see the price change
in the S&P 500 during the two years after it was
known that a recession had begun. The median
two-year price increase in the S&P 500 was
25%, and only one of the 12 periods showed a
negative return. Remember that the median twoyear price increase from random purchase dates
during those 77 years was only 17%, so the
recession returns were actually higher. If the late
July announcement of the second-quarter real
GDP turns out to be negative, don’t be bothered:
There is no evidence that below-average
investment returns are likely to follow.
Inflation
Inflation, as measured by the annual CPI, spiked
above 8% in October 1973 and remained
elevated until its peak of 14.6% in March 1980. It
fell back below 8% in February 1982 and
remained mostly under control until this past
year. After troughing below zero in 2009, inflation
increased to 5.4% in July 2021, and we were
asked to believe that it was caused by the Covid19 pandemic and would prove to be transitory.
The steady climb of inflation to 8.6% in May of
2022 is stretching the meaning of the term
“transitory.”
High inflation almost always leads to higher
interest rates, which erode the value of longduration assets because they make future cash
flows less valuable. Bonds, with their fixed
interest payments and maturity values, are the
hardest hit. Businesses can offset inflation by
raising prices, but historically that has only been
a partial offset. We expect our portfolios to
perform better than average during higher
inflation because we own banks that profit from a
larger spread between their lending and deposit
rates. Further, our portfolios have P/E ratios
significantly lower than the S&P 500, meaning
our “duration” is less than the market’s,
diminishing the value reduction caused by higher
rates.
If inflation is a negative for equities, does that
mean we should sell stocks when inflation is
high? We went back to our 77-year data on S&P
500 prices and examined what the two-year
returns were following inflation rising above 8%.
Before this quarter, there were only five periods
since 1945 when inflation exceeded 8%. An
investor purchasing the S&P 500 following the
announcement that the trailing annual CPI
increase was above 8% and holding for two
years showed a median price increase of 17%,
the same as for a random two-year period over
the past 77 years.

Though it is tempting to believe that one should
sell stocks following the onset of a bear market, a
recession or a period of high inflation, the data
suggest otherwise. Stock prices anticipate future
events before they occur. After the news is out, it
is typically too late to profit. That’s what makes
timing the stock market so hard, and that is why
we suggest not trying. Instead, we encourage
dollar-cost averaging for investing new capital
and rebalancing the portfolio after large market
moves.
Disappointing Quarter
The Russell 1000 Value Index fell 11% in the
quarter, much less than the 17% decline for the
S&P 500. We expected to compare more
favorably to the Russell Value in a down market.
What happened? Though we had a couple of
company-specific disappointments, including
Netflix, we were most surprised by how poorly
bank stocks performed. I said “bank stocks”
instead of “banks” because I want to differentiate
between business performance, which was good,
and stock price performance, which wasn’t.
We believe that investors are simply looking at
how much bank stocks declined in the past two
recessions and anticipating a repeat
performance. But we believe several facts make
that unlikely. First, banks are much better
capitalized today. As an example, Bank of
America projects a higher tangible equity ratio at
the bottom of the Fed’s severely adverse
scenario than it had at the top that preceded the
Great Recession. Second, banks have
historically lowered lending standards before a
recession to maintain revenue growth, but every
bank we own today is committed to maintaining
lending standards and measuring growth on a
per-share basis, which gives credit for capital
used to reduce shares outstanding. Third, banks
today benefit from economies of scale much
more so than in the past: Costs for regulatory
compliance, fraud protection and digital banking,
for example, do not grow linearly with size. That
means that being big is a competitive advantage,
which results in market share gains as measured
by primary checking account relationships.
Finally, valuations are extremely depressed: The
S&P 500 sells for about 15 times expected 2023
profits, compared to the banks we own that
range from 4 to 8 times expected earnings. Our
short-term focus is always on business
performance, which has been good, rather than
stock performance, because in the long run, they
converge.

Current Portfolio
To people who expect value investors to own
only stodgy, low-growth businesses, there would
be no surprise in seeing electric utilities in value
portfolios. Those stocks fit the high-dividend, lowgrowth profile that is expected to be of little
interest to anyone except value investors and,
therefore, they are expected to trade at cheap
prices. Why don’t we own any electric utilities in
our portfolios? The average electric utility sells
for 16.7 times consensus 2023 earnings adjusted
for cash. Only 15 of the 49 stocks we own in the
Harris Associates U.S. Value Equity Fund sell at
higher P/Es. Twelve of our holdings have singledigit P/Es, and our portfolio’s median is 12 times
cash earnings. We wouldn’t deem any of them
inferior businesses to electric utilities.
Stocks we own that raise eyebrows for being “too
growthy” for a value investor, such as Alphabet,
Booking, Meta and Netflix, all sell at lower P/Es
than the average electric utility. Value investing
shouldn’t mean limiting one’s portfolio to belowaverage businesses. A value investor should be
willing to buy any business, but only at a
significant discount to its intrinsic value. When
businesses like Alphabet, Booking, Meta and
Netflix are priced as if they weren’t as good as
electric utilities, the question should be, “How
can a value investor not own them?”
In Closing
We encourage investors to take advantage of
increased volatility and price declines. If you
began the year with your assets appropriately
divided across cash, bonds and equities, the
large declines in bonds and equities have
increased the percentage of your portfolio
represented by cash. Investing some of that cash
now would move you back to your target
weightings. As value investors, most of the Harris
Associates’ managers are wired to buy
opportunistically, especially after declines. So,
last quarter most of us added to our personal
investments in funds managed by Harris
Associates. In the Berkshire Hathaway Annual
Report several years ago, Warren Buffett
encouraged investors in bear markets to read the
Rudyard Kipling poem If: “If you can keep your
head when all about you are losing theirs…yours
is the Earth and everything that’s in it.” You won’t
regret re-reading it.
Written in June 2022
All data as of 30.06.2022, unless otherwise indicated.
Past performance is no guarantee of future results.
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The Consumer Price Index (CPI) is a measure of the average change over time in the prices paid by urban consumers for a market basket of consumer goods and services.
Indexes are available for the U.S. and various geographic areas. Average price data for select utility, automotive fuel, and food items are also available. https://www.bls.gov/cpi/
The S&P 500 Total Return Index is a float-adjusted, capitalization-weighted index of 500 U.S. large-capitalization stocks representing all major industries. It is a widely
recognized index of broad, U.S. equity market performance. Returns reflect the reinvestment of dividends. This index is unmanaged and investors cannot invest directly in this
index.
The Russell 1000® Value Index measures the performance of the large-cap value segment of the U.S. equity universe. It includes those Russell 1000® companies with lower
price-to-book ratios and lower expected growth values. This index is unmanaged and investors cannot invest directly in this index.
EPS refers to Earnings Per Share and is calculated by dividing total earnings by the number of shares outstanding.
The specific securities identified and described in this report do not represent all the securities purchased, sold, or recommended to advisory clients. There is no assurance that
any securities discussed herein will remain in an account’s portfolio at the time one receives this report or that securities sold have not been repurchased. It should not be
assumed that any of the securities, transactions, or holdings discussed herein were or will prove to be profitable. Holdings are representative of the Harris Associates U.S. Value
Equity Fund as of 06/30/22.
Top 10 holdings of the Harris U.S. Value Equity Fund as at 30.06.2022:

Additional Notes
This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required
by local regulation, only at their written request. This material must not be used with Retail Investors.
To obtain a summary of investor rights in the official language of your jurisdiction, please consult the legal documentation section of the website (im.natixis.com/intl/intl-funddocuments)
In the E.U.: Provided by Natixis Investment Managers International or one of its branch offices listed below. Natixis Investment Managers International is a portfolio management
company authorized by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme)
registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris. Italy: Natixis Investment
Managers International Succursale Italiana, Registered office: Via San Clemente 1, 20122 Milan, Italy. Netherlands: Natixis Investment Managers International, Nederlands
(Registration number 000050438298). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers International, Nordics Filial
(Registration number 516412-8372- Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Or,
Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a Luxembourg management company that is
authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis
Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Germany: Natixis Investment Managers S.A., Zweigniederlassung
Deutschland (Registration number: HRB 88541). Registered office: Senckenberganlage 21, 60325 Frankfurt am Main. Belgium: Natixis Investment Managers S.A., Belgian
Branch, Gare Maritime, Rue Picard 7, Bte 100, 1000 Bruxelles, Belgium. Spain: Natixis Investment Managers, Sucursal en España, Serrano n°90, 6th Floor, 28006 Madrid,
Spain. In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its
representative office in Zurich, Schweizergasse 6, 8001 Zürich. In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the
UK Financial Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. When permitted, the
distribution of this material is intended to be made to persons as described as follows: in the United Kingdom: this material is intended to be communicated to and/or directed at
investment professionals and professional investors only; in Ireland: this material is intended to be communicated to and/or directed at professional investors only; in Guernsey:
this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Guernsey Financial Services Commission; in
Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of Man: this material is intended to be communicated to and/or
directed at only financial services providers which hold a license from the Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act
2008. In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA. Related financial
products or services are only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as
Professional Clients or Market Counterparties as defined by the DFSA. No other Person should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield
Place, DIFC, PO Box 506752, Dubai, United Arab Emirates. In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities
Investment Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist.,
Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788. In Singapore: Provided by Natixis Investment Managers Singapore Limited
(company registration no. 199801044D) to distributors and qualified investors for information purpose only. In Hong Kong: Provided by Natixis Investment Managers Hong Kong
Limited to professional investors for information purpose only. In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No.
246830) and is intended for the general information of financial advisers and wholesale clients only . In New Zealand: This document is intended for the general information of
New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA)
and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment Managers Australia Pty
Limited is not a registered financial service provider in New Zealand. In Colombia: Provided by Natixis Investment Managers International Oficina de Representación (Colombia) to
professional clients for informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are rendered exclusively
outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified investors. In Latin America: Provided
by Natixis Investment Managers International.In Chile: Esta oferta privada se inicia el día de la fecha de la presente comunicación. La presente oferta se acoge a la Norma de
Carácter General N° 336 de la Superintendencia de Valores y Seguros de Chile. La presente oferta versa sobre valores no inscritos en el Registro de Valores o en el Registro de
Valores Extranjeros que lleva la Superintendencia de Valores y Seguros, por lo que los valores sobre los cuales ésta versa, no están sujetos a su fiscalización. Que por tratarse
de valores no inscritos, no existe la obligación por parte del emisor de entregar en Chile información pública respecto de estos valores. Estos valores no podrán ser objeto de
oferta pública mientras no sean inscritos en el Registro de Valores correspondiente.
In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, or an investment manager in terms of the Mexican
Securities Market Law (Ley del Mercado de Valores) and is not registered with the Comisión Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any
products, services or investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares of certain ETFs may be listed in
the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public offering of securities in Mexico, and therefore the accuracy of this information has not
been confirmed by the CNBV. Natixis Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV or any other
Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of its investment management subsidiaries,
which are also not authorized by or registered with the CNBV or any other Mexican authority. In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly
registered investment advisor, authorised and supervised by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units
of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627. In Brazil: Provided to a specific identified investment professional for information
purposes only by Natixis Investment Managers International. This communication cannot be distributed other than to the identified addressee. Further, this communication should
not be construed as a public offer of any securities or any related financial instruments. Natixis Investment Managers International is a portfolio management company authorized
by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris
Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris.
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The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment management
and distribution entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in
which they are licensed or authorised. Their services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment
service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the relevant national law.
In the United States: Provided by Natixis Distribution, LLC, 888 Boylston St., Boston, MA 02199 for U.S. financial advisors who do business with investors who are not U.S.
Persons (as that term is used in Regulation S under the Securities Act of 1933) or persons otherwise present in the U.S. It may not be redistributed to U.S. Persons or persons
present in the U.S. Natixis Investment Managers includes all of the investment management and distribution entities affiliated with Natixis Distribution, LLC and Natixis Investment
Managers S.A.
This document may contain references to copyrights, indexes and trademarks that may not be registered in all jurisdictions. Third party registrations are the property of their
respective owners and are not affiliated with Natixis Investment Managers or any of its related or affiliated companies (collectively “Natixis”). Such third party owners do not
sponsor, endorse or participate in the provision of any Natixis services, funds or other financial products.
The index information contained herein is derived from third parties and is provided on an “as is” basis. The user of this information assumes the entire risk of use of this
information. Each of the third party entities involved in compiling, computing or creating index information, disclaims all warranties (including, without limitation, any warranties of
originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to such information.
The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or an
offer to buy or to sell any security, or an offer of any regulated financial activity. Investors should consider the investment objectives, risks and expenses of any investment
carefully before investing. The analyses, opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the
date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that developments will transpire as may be
forecasted in this material. The analyses and opinions expressed by external third parties are independent and does not necessarily reflect those of Natixis Investment Managers.
Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the accuracy,
adequacy, or completeness of such information. May not be redistributed, published, or reproduced, in whole or in part.
Amounts shown are expressed in USD unless otherwise indicated.
Natixis Investment Managers may decide to terminate its marketing arrangements for this fund in accordance with the relevant legislation.
HARRIS ASSOCIATES L.P. - An affiliate of Natixis Investment Managers. Investment adviser registered with the U.S. Securities and Exchange Commission (IARD No. 106960),
which is licensed to provide investment management services in the United States. 111 S. Wacker Drive #4600 Chicago, IL 60606, USA.
www.harrisassoc.com
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