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ur Recession Playbook is our strategy

for managing your portfolio through the

coming few years in the face of a potential
global recession. Given that almost all past bear
markets have coincided with global recessions,
we make little distinction between a strategy for
investing through recessions or protracted market
downturns. We see them as one in the same. While
our work is ongoing, our playbook includes two
key elements:

1. Reallocation of market exposures (or beta) in
favour of those whose valuations have moved ahead
or behind what is implied by fundamentals. Our aim
is to measure over- or under-reactions across asset
classes (and sub-asset classes) so that we can discern
what is mispriced relative to a probabilistic range of
outcomes. These assessments are made based on
our in-house research, conversations with our asset
managers, and inputs from trusted experts. This
requires constant monitoring of market valuations
and nimble tactical asset allocation to capitalise on
these opportunities.

2. Reallocation of sources of excess return
(or alpha) towards those strategies which are
expected to perform well through the various
stages of the business cycle, especially through a
recession. Ideally, these sources of alpha would be
uncorrelated, or even negatively correlated with
market returns. Given that most active managers
experience a higher correlation between alpha
and beta in a stressed market environment, we are
focused on maintaining balanced portfolios with
strategies which are more likely to outperform in
a market correction. These strategies are typically
found within absolute return and alternative
alternatives.
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Our Recession Playbook analysis starts with a
framework for how economic cycles work. We then look
at how different asset classes (and sub-asset classes)
have historically performed in recessions, before turning
to a more detailed understanding of different types of
recessions. Armed with a view of the three most likely
recession scenarios, we then look across asset classes
(and sub-asset classes) to understand how each might
perform. Finally, we summarize a list of potential actions
that clients should consider as the central levers of the
recession playbook.

Most investors who anticipate a recession are focused
on timing market risk (risk on vs. risk off) or timing

the mix of market exposures. In contrast, we are
looking to identify where we are in the cycle focusing
on the consensus of investors. We believe that the
outlook for investment returns will generally be more
attractive when investors are depressed and fearful -
resulting in falling asset prices, and unattractive when
they are greedy and euphoric — resulting in rising
asset prices. Today, we are somewhere in-between
these two extremes, with no signs of either fear or
euphoria, suggesting that we should not be incurring an
opportunity cost by being overly cautious. Accordingly,
our portfolios are today positioned neither defensively
nor aggressively, though we are preparing ourselves as
the natural outcome of market corrections is that there
are typically more attractive investment opportunities.

During the onset of a recession, investors need to
remain vigilant in monitoring the market landscape

for opportunities to pick up high-quality assets at
discounted prices. These are difficult environments, but
they also coincide with the best opportunities. In the
midst of a recession, the worst performing assets are
highly leveraged, cyclical and speculative. Bankruptcies
and defaults (or the fear of bankruptcies and defaults)
are the catalysts for a deep opportunity set for
distressed investing.
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Reallocation of market exposures (beta)
Howard Marks summarised the opportunity for
distressed investing in his recently published book,
Mastering the Market Cycle.

Highly leveraged companies have huge debt loads
on their balance sheets. Interest payments remain
constant while the recession brings a decrease in
revenue, increasing the risk of bankruptcy. Cyclical
stocks are tied to employment and consumer
confidence, which are battered in a recession.
Speculative stocks are richly valued based on
optimism among the shareholder base. This
optimism is tested during recessions, and these
assets are typically the worst performers in

a recession.

On the other hand, counter-cyclical stocks do

well during recessions. This group is composed

of companies with dividends and massive

balance sheets or steady business models that are
relatively recession-proof. Some examples of these
types of companies include utilities, consumer
staples and defense stocks. In anticipation of
weakening economic conditions, investors tend to
add exposure to these groups in their portfolios.

Once the economy is moving from recession to
recovery, investors should adjust their strategies.
This environment is marked by low interest

rates and rising growth. The best performers are
those highly leveraged, cyclical and speculative
companies that survived the recession. As
economic conditions normalize, they are the first
to bounce back. Counter-cyclical stocks tend

not to do well in this environment; instead, they
encounter selling pressure as investors move into
more growth-oriented assers.
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This is the theory. The practice is very different. All of
what Howard refers to requires insights about where
we are in the cycle that differ from the consensus, and
requires us to understand how an impending recession
will differ from those in the past. For example, as we
start 2019 the most expensive sectors are already

the counter-cyclical sectors of consumer staples and
utilities with forward PE ratios that are +0.5 and +1.4
standard deviations above their respective 30-year
averages, even though experts believe that we are two
years away from recession. Large pools of distressed
capital have been raised and ready to pounce for years.
But with little to do, impatient investors have bid up
any opportunity with the slightest whiff of distress to
levels which offer unattractive returns.

Therefore, any recession playbook requires an
extremely tactical approach, whereby valuations are
constantly monitored for mispricing and opportunities
to go over/underweight. Our recession playbook
explicitly focuses on asset classes (and sub-asset
classes) which have historically performed well in and
around recessions.

A crucial observation regarding asset classes that are
expected to outperform through a recession or market
correction is that such investments typically have an
opportunity cost over the long run as they tend to
underperform their counterparts in normal or rising
market environments. Therefore, outperforming in
arecession can only occur as a result of successfully
timing entry into such assets in anticipation of a
recession-based market correction.

The upcoming recession will not be like any other
recession in the recent past. The recession caused
by the Global Financial Crisis was driven by excesses
in the financial system, most of which do not exist
today. The recession caused by the technology bubble
and subsequent bust in 2000-01 was driven by
over-exuberance in just one sector which ultimately
brought down the rest of the global economy. The
next recession could take on many forms with many
different drivers. The most likely causes for the next
recession will be around geopolitics, trade wars,
monetary policy mistakes and fiscal policy mistakes.
Any specific playbook moves must take full account
of the factors that are most likely to drive us into
recession.
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Reallocation of sources of excess

return (alpha)

The ultimate recession-proof strategy is one which
generates returns that are completely uncorrelated
with the business cycle or with financial market
returns. There are two categories of uncorrelated
return streams:

1. Alternative alternatives — these are asset classes
that derive their risk premiums from non-financial
market risks such as insurance, life settlements,
litigation finance, royalties, etc. For the past five
years, we have been building diversified portfolios of
such uncorrelated investment strategies which have
limited or no market timing requirement. While these
strategies are not without significant risks, they are
risks which are orthogonal or uncorrelated to market
risks — what some might call the “holy grail” of
investing. An increased allocation to such strategies is
the central pillar of our recession playbook.

2. Absolute return strategies — these are active
strategies which are expected to either excel, or at
least not be negatively impacted, in an economic
recession or market correction. Historically, we
have seen outperformance in market downturns in
strategies such as macro, trend-following, and equity
market neutral hedge funds strategies. We also see
specific “long-volatility” portfolio overlay strategies
such as Capula or Niederhoffer performing well in
periods of markets downturns, but these come with
a performance drag if markets continue to grind
higher. Certain active strategies tend to be more
challenged in periods of market downturns including
hedged equities and hedged credit strategies, both
of which exhibit higher stress beta when markets
fall sharply.

by
QH PARTNERS CAPITAL LLP

1. How Economic Cycles Work

We would have no recessions or cycles if it were not
for excesses in one form or other. Economic cycles

are fluctuations between periods of expansion and
recession which are caused by excesses. Excesses come
in many forms but most commonly when supply of
goods and services is out of kilter with demand for those
goods and services. If demand always stayed perfectly
in line with supply, economies would grow steadily in
line with the growth of the working population and
productivity improvements.

When demand exceeds supply, we see inflation and
rising interest rates start to curb consumer spending
and business investment, causing defaults and a decline
in growth. When supply exceeds demand, we have the
opposite - low prices, low interest rates, high investment
and consumption driving growth above normative
levels. Excesses can also come in the form of borrowing
and lending or in the form of investor exuberance

for certain assets creating asset bubbles (e.g., 1999
technology bubble) that burst and cause a decline in
economic activity.

The four generalised stages of an economic cycle are:

1) expansion, 2) peak, 3) contraction and 4) trough. We
do not believe that we can predict exactly when cycles
turn and recessions occur, but knowing where we are in
the cycle gives us a view on the range of likely outcomes
and should enable us to know when to be defensive or
aggressive in our investment strategy. Figure 1 makes
the point.

Figure 1: It is important to know where we
are in the cycle

If you know we are in the late part
of the cycle, the range if outcomes
for GDP growth is likely between
+1% and -3% p.a.

Output (GDP)

If you know we are in early part
of the cycle, the range if outcomes
for GDP growth is likely between
+2% and +5%

!

Time

Source: Partners Capital. For illustration purposes only
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We reached the bottom of the current economic cycle
in 2009 (Figure 2), during the depth of the global
financial crisis, which led to accommodative monetary
and fiscal policies across most economies. Low interest
rates induced credit growth, which helped to drive

the recovery and expansion of the current cycle that
has gone on for the past 10 years and counting. If the
US recovery persists beyond July 2019 it will be the
longest uninterrupted US expansion since 1785. Global
economic growth remains strong, but there is now
limited slack (difference between actual and potential
growth) in the economy given the high capacity
utilisation and low unemployment rate. This is a sign
that we are at the late expansion phase of the cycle.

It is easier to identify where we are in the cycle but
much more difficult to gauge how long the current
cycle will last. The closing of the output gap is the
economists’ primary indicator of the peak of the
economic cycle, but the time between peak (proxied
by closure of output gap) and a subsequent recession is
not terribly predictable, having varied from one to six
years in recent cycles. (Figure 3 overleaf. So “knowing
where you are in the cycle” may not be as helpful as
Howard Marks suggests.

Given the above, predicting when the cycle will turn
is a futile exercise. Instead, we believe we are better
off starting with what we can be more confident of
— which is that we are in the late expansion phase

— and position our portfolios accordingly, whether
aggressively or defensively. We quote Howard Marks
again from his book Mastering the Market Cycle and
what he has learned from past recessions:

“There are two things I would never say when referring
to the market: “get out” and “it’s time.” 'm not that
smart, and I'm never that sure. The media like to

hear people say “get in” or “get out,” but most of the
time the correct action is somewhere in between.
Investing is not black or white, in or out, risky or safe.
The key word is “calibrate.” The amount you have
invested, your allocation of capital among the various
possibilities, and the riskiness of the things you own all
should be calibrated along a continuum that runs from
aggressive to defensive.”

“..when the upcycle has gone on for a long time, when
valuations are high, when optimism is rampant, when
everybody thinks everything’s going to get better
forever, when the economy has been moving ahead
Jor 10 years and it looks like it’s never going to stop,
then usually, the enthusiasm has carried the prices to

Figure 2: Long term US economic cycle — we are at the late expansion/peak stage of the current cycle
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Source: US Federal Reserve, National Bureau of Economic Research
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Figure 3: Past recessions have arrived between one and six years after the output gap closes

Recession Expansion Total Output Gap
Cycle
Duration
Zero
3(:1;2:1511 to Next
Dates Cause Years | Dates Years | Years Recession
(No. of
Years) (No. of
Years)
Q170—-Q470 Inflation 1.0 Q171-Q373 275 375 2.00 0.75
Q473 -Q175 Inflation + Oil crisis 15 Q275-Q479 475 6.25 3.25 1.50
Q180 -Q482 Inflation 30 Q183-0Q290 750 10.50 125 6.25
Q390 - Q193 :g:itt')"" + Savings & Loans Crisis 28 Q293-Q400 775 1050 475 3.00
Q101-Q203 Inflation + Dotcom Burst 25 Q303-Q307 425 6.75 2.00 225
Q4 07 -Q209 Inflation + Sub-Prime Crisis (Debt) 18 Q309 - 975 11.50 8.75 -
Pre Q4 07
Average 23 5.50 775 275 275
Median 25 475 725 2.00 225

Source: Bloomberg, Partners Capital, National Bureau of Economic Research

such a high level that the odds are against you. Just
knowing that is a huge advantage in investing. You
should know that when we’re low in the upcycle, that’s
a time to be aggressive, put a lot of money to work,
and buy more aggressive things, and when the cycle
has gone on for a long time and we're elevated, that’s
the time to take some money off the table and behave
more cautiously.”

“Oaktree’s mantra recently has been, and continues
to be, “move forward, but with caution.” The outlook
is not so bad, and asset prices are not so high, that
one should be in cash or near-cash. The penalty in
terms of likely opportunity cost is just too great to
justify being out of the markets.”

However, it should be noted that we do not blindly follow
the above-mentioned view to be defensive in the late
cycle. What is perhaps more important to consider is an
understanding of the degree to which current valuations
accurately reflect the likely outcome in the future. There
might be instances where we may be positioned more
aggressively in this late expansion stage because the
market has priced in an overly pessimistic outcome. In
order to understand these dynamics, valuation will play
an important role in our decision-making.
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2. Performance in Past Recessions
Below we look at the empirical facts around how
various assets have performed through recessions
breaking those assets into three categories: asset
classes, equities sectors and excess returns/alpha
sources.

Performance of asset classes in recessions
Investment grade (IG) bond spreads have historically
been a better predictor of a recession than equity
markets. IG spreads typically rise to 280 bps or more
in a recession, and average 160 bps when not in a
recession. Therefore, if IG spreads rise to 220 bps,
halfway between these two levels, we can crudely
infer that the market is pricing a 50% probability

of recession. In this way, we can determine the
market’s perception of risk and evaluate it against
the fundamentals. This approach produces similar
results to the Federal Reserve’s smoothed model of
economic recessions.

In both the lead up to a recession and during a
recession, government bonds, inflation linked bonds,
investment grade bonds and gold have provided

the best protection. It must be noted that ahead of
every past crisis, 10-year US Treasury yields were
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significantly higher than the 2.7% yield offered in
January 2019. For example, the 10-year yield was 4.5%
ahead of the Global Financial Crisis, 6.4% ahead of the
dot-com bubble and 8.3% ahead of the 1990s oil shock.

Figure 4 shows the performance of different asset
classes during previous recessions and bear markets.
Unsurprisingly, global developed market equities
experienced the worst performances, averaging -25.6%
from the events. Traditional safe-havens such as US
Treasuries, Japanese Yen and the Swiss Francs have
tended to perform strongly, averaging returns between
7-10%.

The key learning from this analysis is that, at an asset
class level, what has worked in the past may not work
in the future as starting bond levels are at historical
lows, and the government is already fiscally extended.
Additionally, rotation within asset classes may help, but
careful consideration needs to be given to the relative
pricing and valuation of each sector as we will now
discuss below.

Performance of equities sectors in recessions
Figure 5 focuses on the sector level performances

of US equities (S&P 500 index) during the last

three recessions. Consistent with widely held

views, traditionally defensive sectors (consumer
staples, healthcare) lost less than more cyclical
sectors (financial, industrials and technology). With
drawdowns of -30% and -31% during the past two
crises, it does not appear that the utilities sector has
actually delivered any defensiveness.

Analysis of sector performance over the last 3
recessions shows that once the market starts to price in
a 25% probability of a recession, defensive sectors such
as utilities and consumer staples tend to significantly
outperform the market. For example, in the Global
Financial Crisis, during the period between the
increased recession fears (August 2007, as determined
by the sharp rise in IG bond spreads that month) and
the actual onset of the recession (December 2007)
utilities and consumer staples rallied +10.3% and +7.2%
while financials and consumer discretionary declined
-13.3% and -11.4% respectively. It is similar for the dot-

Figure 4: Asset class performance in previous bear markets and recessions

Cumulative nominal return over stated period
. Reces- | Start End (best performing asset highlighted green)
Economic Event .
sion Date | Date _ Trade Trade Trade
Equities Weighted Weighted Weighted
Dollar Yen Swiss Franc

1970 Recession 4 Apr-70 | Jun-70 | -174% | -0.4% | 0.2% n/a 1.0% -0.5% n/a n/a
The “Nixon Shock”
— end of Bretton 4 Jan-73 | Sep-74 | -425% | 49% | 12.4% nfa | 1375% | -7.0% n/a n/a
Woods
Reagan/Volcker v Jul-81 | Jul-82 | -119% | 193%  166% | nfa | -195% | 105% | nla nia
Rate Hikes
Black Monday x Sep-87 | Nov-87 | -24.4% 4% | -0.9% n/a 8.6% -8.3% n/a n/a
1990 Oil Shock 4 Dec-89 | Sep-90 | -25.7% | 4.3% | 17.6% n/a 0.1% -10.8% n/a n/a
Russian Crisis x Aug-98 | Sep-98 | -13.9% 6% | -10.5% | 2.2% 21% -4.9% 5.5% 5.1%
9/11 Terror Attack x Sep-01 | Sep-01 | -89% | 25% | -2.0% | 0.6% 6.6% 0.0% 0.0% 2.9%
gs;g&m Tech v | Aug-00 | Mar-03 | -436% 332% 42% | 360% 212% | -98% & -70% | 146%
Global Financial
Crisis 4 Nov-07 | Feb-09 | -50.8% | 16.3% | -21.0% | 1.0% 19.1% 15.1% 30.1% 13.5%
Greek Debt Crisis x Mar-11 Sep-11 | -16.4% | N.8% | -55% | 9.4% | 15.4% 2.2% 1.7% 5.3%
straight Line 256% | 102% | 1% | nla | 192% | -14% | 73% | 83%
Average
Median -209% | 63% | -0.3% | 2.2% 7.6% -2.7% 5.5% 5.3%

Note: The time periods span the peak to trough decline in the equity market using month end prices

Source: Bloomberg, Partners Capital
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Figure 5: Traditionally defensive sectors outperformed more cyclical sectors in a downturn

Information Comm. Consumer

Healthcare Financials

Technology Services Discretionary
1990s Recession -27% -3% -36% -12% -28% -24%
Dot-Com Bubble -38% -11% -13% -33% -13% -18%
Global Financial -27% -25% - -30% -23% -37%
R-squared of
return and US 0.32 0.27 0.55 0.29 0.19 0.41

GDP growth

Industrials

Consumer - q Russell Russell Russell
Staples Energy Utilities Materials S&P 500 Vel ‘ Growth ‘ Defensive
-2% -2% 1% -21% -16% -19% -15% n/a
-1% -1% -30% 2% -20% -11% -29% -13%

-19% -33% -31% -33% -32% -36% -29% -28%

0.10 0.25 0.21 0.09 0.40 0.48 0.27 035

Source: Bloomberg, R-squared figures are based on the rolling 3-year index returns and rolling 3-year US real GDP growth

com bubble, where between the increased recession
fears (Feb 1997) and the actual onset of the recession
(Feb 2000), utilities and consumer staples had an
annualised return of +32.4% and +20.9% respectively,
while technology, communication services and
consumer discretionary had annualised declines of
-55.4%, -30.6% and -7.7% respectively. The result
was that when the actual recession hit, valuations in
some of the defensive sectors such as utilities were
so stretched that these sectors suffered declines on a
par or worse than the broader market as panic selling
caused investors to flee.

Consideration must also be given to the expected
policy response in a recession, and the impact this will
have on asset prices and equity sectors. The traditional
policy response has been a swift reduction in interest
rates by the central banks, which has been beneficial to
bonds and bond proxies such as utilities. In the Global
Financial Crisis, the US Fed cut the policy rate from

% to 0%. During the dot-com recession, the rate was
cut from 5.9% to 1.8%, and in 1990 the policy rate was
cut from 8.1% to 3.5%. In each case, the cut in policy
rate required to reboot the growth cycle was more
than 4.5%. As of February 2019, the effective Federal
Funds rate is 2.4% in the US. This likely means that if
policy makers maintain the “zero-bound” on interest
rates, they will need to pursue alternative strategies in
addition to rate cuts to sufficiently stimulate growth.

Quantitative easing is one such approach, but the Fed’s
own analysis suggests that the cumulative impact of QE
post 2007 was a reduction in yields of 100 basis points
(Bonis, Thrig, Wei, April 2017). This is despite the Fed’s
balance sheet ballooning from $900 billion in 2008 to
a peak of $4.5 trillion in 2017. If more stimulus beyond
rate cuts and QE is required, it will likely need to come
from government spending in a similar form to that

of Roosevelt’'s “New Deal” in the 1935. Such policies
focused on injecting capital into the real economy will
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likely be more beneficial for sectors such as industrials,
materials and infrastructure, and less beneficial for
bonds and bond proxies than previous policy responses
have been. Here too there are limits, with government
debt already at peace-time highs and expected to
worsen over the next five years.

Performance of alpha in recessions

We define alpha as those returns in excess of
traditional market exposure-based returns (or betas).
These generally fall into one of two buckets.

Firstly, these include alternative alternatives that derive
their risk premiums from non-financial market related
risks such as insurance, litigation finance, royalties, etc.
Secondly, these include certain absolute return strategies
that derive their risk premium from manager skill rather
than directional market bets. These have historically
included strategies such as macro, trend-following, and
equity market neutral hedge funds strategies.

An increased allocation to such strategies is the

central pillar in any sound recession playbook. Timing
allocations to these strategies depends on the relative
attractiveness vs government bonds, gold and other
traditional safety net allocations. When bond yields are
extremely low as they have been in recent years, the
opportunity cost of holding bonds is high. This is where
absolute return strategies may be preferred. We should
highlight that in extreme market or economic shocks,
government bonds and gold will outperform absolute
return strategies. But in a more typical recession, after
any shock, the returns on the alternative asset strategies
may be higher than government bonds and gold.

Theoretically, a strategy that is totally uncorrelated to
economic growth should be able to produce the same
expected return throughout the cycle. This is not to say
these strategies do not have risk, only that the risks are
uncorrelated. An example of such a strategy is litigation
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financing, whereby a manager provides the financing
and legal expertise to fund litigation and receives a
portion of the settlement or award if successful. Track
records of experienced litigation funders demonstrate
that the strategy exhibited virtually no correlation to
the 2008 recession. Furthermore, the strategy may
even be considered counter-cyclical, since a recession
leads to more insolvencies (a source of potential
demand for litigation funding) and a greater propensity
for claimants to litigate with third party funding.

Figure 5 below is our assessment of the expected return
provided by various alternative alternative strategies
throughout the cycle, and their relative downside
resilience in an economic slowdown. In the fourth
column, you can see that virtually all of these strategies
offer significant diversification in a 2008 scenario.

Absolute return hedge fund allocations have two
purposes in our portfolios: 1) to provide an attractive
total return with little correlation to market risk, and 2)
to preserve capital in a large market correction, acting
as a supplement to (or substitute for) classic safety net
assets. These objectives, however, are in conflict with
one another as higher expected returns are generally
achieved by taking greater market risk. As seen in
Figure 6, most absolute return strategies with higher
return profiles generally have higher downside capture.
Downside capture reflects the relative drawdown of
the strategy in an equity market decline — for example,

the ~10% downside capture for merger arbitrage
means a -1% decline for the strategy in a -10% equity
market decline. While structural return strategies
have generally delivered higher returns with greater
consistency than skill-based strategies, they can also
be susceptible to large “left-tail” risks, as happened to
Reinsurance strategies in 2018.

3. There is no such thing as

an “ordinary” recession
This recession playbook must contemplate not what
has done well in past recessions, but rather what
will work well in the range of likely recessions going
forward. The classic narrative on the causes of a
recession is as follows: a buildup of excess credit
leads to rising and eventually exuberant spending and
investment, resulting in an overheated economy, rising
wages and inflation. The Central Bank steps in to cool
down the economy but instead drives the economy
into recession.

If this narrative is true, then Figure 7 would only point
to monetary policy as the sole driver of recession.
While monetary policy has played a role in seven out of
the last nine US recessions, Exhibit 21 also shows that:
1) fiscal tightening, 2) financial imbalances, 3) oil shocks
and 4) industry specific imbalances have also been to
blame for many of the past recessions.

Figure 5: Selected alternative alternatives: expected returns and downside resilience

Downside Resilience . S
Expected Returns of Strategy - Dwen:snf} cation N
Strategy (through cycle) Likelihood of Benefits in .2008 Liquidity
preserving capital Scenario

Catastrophe Bonds 5% Medium High Daily
Reinsurance 10% Low High Annual
Life Settlements 10% Medium High Illiquid
Litigation Funding 15% High High Illiquid
Appraisal Rights 8% Medium Medium c. 18 months
Phase Il Drug Trials 20% Medium High Illiquid
;:;;’l‘t‘iae?““ca' 10% High High lliquid
Social Impact Bonds 5% Medium High Illiquid

Source: Partners Capital
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Figure 6: Many absolute returns strategies exhibit
correlation in down markets
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Note: Structural return strategies are noted with the green squares
Source: Partners Capital, HFRI, MSCI

A study by economists at Goldman Sachs suggests that
industrial and oil shocks have become structurally less
of arisk as we look ahead. In terms of industry specific
shocks, this has been driven by reduced volatility in the
durable goods sector as technology and supply-chain
management techniques improved to enable companies
to more accurately forecast inventory and final
demands. The oil shocks which gripped the US economy
in the 1970s are also less likely to be repeated in large
part due to a combination of declining energy intensity
as percent of US GDP and the shrinking petroleum trade
deficit in the US, helped by the rise in US shale.

Financial risk has caused the previous three
recessions and remains an important watchpoint.

As we look ahead, there are no obvious financial
imbalances in the US economy to suggest that
financial risk will be the leading candidate of the next
recession. Indeed, the private sector remains in good
financial shape and looks less vulnerable to declines
in asset prices compared to previous cycles. Figure 8
shows that the private sector is still running a healthy
surplus of 4% of GDP, i.e., income is comfortably
higher than spending needs.

by
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Figure 7: Key drivers of past US recessions are:
1) monetary, 2) fiscal, 3) financial, 4) geopolitical
(oil) and 5) industry specific policy missteps:

Recession | Monetary | Fiscal Financial/ | Oil Shock | Industry
Policy Policy Leverage Specific
Error Error Issues Shock

1918

1920

1923

1926

1929

1937

1945

1948

1953

1957

1960

1969

1973

1980

1981

1990

2001

2007

Count 9 6 4 3 4

Source: Goldman Sachs, Partners Capital

Figure 8: The US private sector is currently running
a healthy surplus in contrast to previous cycles
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Source: Federal Reserve, Goldman Sachs Global Investment Research
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Having concluded that industrial, oil and financial
risks are less likely to cause the next recession, we next
review what might end the current expansion. We see

three plausible paths to a recession in the medium-term:

1. An economic overheating as actual growth exceeds
potential growth, ultimately causing the Federal
Reserve to raise interest rates by too much, quashing
private investment and tipping the global economy
into a recession.

2. A supply shock caused by renewed trade war and
protectionist policies that cause global growth to slow
and inflation to rise, leaving everyone worse off.

3. Afiscal tightening caused by a populist driven
political change that promises to redress rising
inequality by implementing significantly higher taxes
on corporations and wealthy individuals, leading to
a sharp decline in private investment spending and a
fall in growth.

Each of these is only likely to cause a recession several
years out into the future and even then may not have
sufficient impact to cause recession. But the differing
paths imply different return outlooks for different
asset classes from this point on. Additionally, these
scenarios are not necessarily mutually exclusive and
some combination may cause the next recession, but
we review them on a discrete basis to hone in on the
investment implications of each. Figure 9 provides
some explanation of each scenario and identifies
which assets we think will perform best.

4. Expected Asset Class Performance

in a Recession
The combination of historical performance in a
recession, current valuations and the expected cause
of future recessions are the key inputs to our recession
playbook. In Figure 10 we summarise with our green,
yellow and red color coding, the relative attractiveness
of each asset class in each of the three types of
recessions above, with green being defensive, neutral
or attractive in each recession scenario.

Looking at fixed income and credit-related asset
classes, private debt and alternative alternatives offer
the best opportunities in the face of recession. The
classic hedge, government bonds, are likely to suffer
in the coming recession due to the high likelihood of
rising rates and inflation, but the flight-to-safety effect
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will dominate when the crisis hits its peak. Timing is
critical, however, as the bulk of the value accretion
often happens in a matter of days in shock-based
recessions. Our recommendation is to wait for rising
rates (e.g., US 10-year Treasury yields hitting 3.5% vs
2.7% today) before adding significantly to interest rate
duration.

Alternative alternatives like litigation finance,
insurance and life settlements are expected to perform
no differently through a recession. Accordingly, they
are core to our recession playbook and warrant 10%
allocations across client portfolios where illiquidity
budgets allow.

Turning to absolute return hedge funds, a
diversified portfolio of these strategies should
continue performing through a recession so long

as any credit or equity beta can be appropriately
neutralised. However, many absolute return strategies
will be susceptible to stress beta or higher alpha
correlation in a market downturn, and thus balanced
and defensive portfolio construction and manager
selection is critical.

As you would expect, finding a place to hide from the
effects of recession is nigh impossible in anything
related to global equities as you can see below.
Consumer staples and healthcare are two sectors
which are likely to defend the best among public
companies. Anything in the biotech and broader
life sciences fields should do relatively well through
the recession, despite the volatility around public
and private pricing of such assets. Private equity
commitments made today generally are committed
during and beyond the life of a recession enabling
disciplined PE investors to sit on their hands until
they see attractive opportunities. Holdings going
into the recession are operationally and financially
challenged, but with the right PE sponsor backing,
their management teams can usually lean into the
opportunities, while their public counterparts

are retrenching.
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Figure 9: Future recession scenarios and asset class implications
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Tightening economy starts growing above potential — Government bonds — Liquid credit
(Fed slams on growth, fuelling inflation. Fearing the — Macro Funds — Financials Equities
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— Emerging markets

Fiscal Democratic President wins the White
Tightening House in 2020 after promising huge
(Populism with expansion of social benefits funded from
socialist tax increases on corporations and high-
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Source: Partners Capital

Looking below at real estate and other inflation-
sensitive assets, only gold stands out as the obvious
play. Inflation-linked bonds may benefit in inflation-
driven recessions (protectionist trade wars), but

the duration will get hit in the event of rising rates.
Commodities demand dries up and prices fall unless
it is more of a trade war related recession and
protectionism drives higher domestic commodities
prices. Property suffers a combination of operating and
financial stresses, similar to leveraged buyouts, but
with the benefit of tangible asset underpinning. This is
generally a dry-powder distressed play.

by
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5. Key levers of the Recession Playbook
While the previous section outlines our thinking at a
granular asset class level, below we summarise the
five broad levers that investors could use to enhance
portfolio returns through a recession. The objectives
are to position the portfolio more defensively,

tap into more uncorrelated asset classes and take
advantage of market dislocations to snap up bargains
when opportunities arise. The nature and severity
of a recession coupled with the investor’s liquidity
requirements will dictate which levers are most
suitable to any given investor.
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Figure 10: Performance by Asset Class by Recession Scenario
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1. Increase portfolio duration. Government bonds
are the traditional safety asset. With yields on the
US 10-year government bonds below 3%, close to
historic lows, the potential gains accruing to bonds in
the classic flight-to-safety is likely to be lower than
in past recessions. However, the contractual nature
of the coupon payments will help protect portfolio
value in a recession. We recommend adding to
duration when yields offer greater protection (e.g.,
3.5% for US 10-year Treasuries vs 2.7% at present)
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2. Increase allocation to “alternative alternatives”
and absolute return hedge fund strategies. The
central focus of a recession playbook is seeking
‘off the beaten path’ return streams that are tied to
unique risks that are not related to financial markets.
The return drivers of these strategies are typically
structural and quantifiable, and include litigation
risk, insurance risk or human longevity risk, rather
than a pure reliance on manager skill. By definition
these return streams should have lower correlation
to global growth and provide solid returns
throughout the cycle.
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3. Shift equity exposures to those sectors and sub-
sectors with lower correlation to economic growth

Within long-only equities, our recession playbook
has the following biases.

a. Substantial overweight to hedged equities c. Overweight quality equities. Quality equities

instead of long equities. Our preference for
hedged equities stems from our belief that
outperformance is easier to come by than for
long-only managers, in part because they are
typically more actively trading around positions
and taking advantage of short-term volatility
than long-only managers who have more of

a “buy and hold” mentality. We believe that

our hedged equities allocation can deliver an
expected total return similar to long-only equities
but with a significantly reduced level of market
risk. We currently have a +5% overweight to
hedged equities within our policy portfolio.

b. Within hedged equities, focus on specialist

strategies in sectors with reduced
fundamental sensitivity to economic cycles.
We believe that growth in life sciences and
biotech markets are ultimately driven by
innovation in the development of therapeutics
and growth in health needs of the global
population, both of which should be minimally
impacted by the economic cycle. We therefore
expect that, while biotech markets may
experience sharp mark-to-market moves as
economic conditions change, they should
outperform broader equity markets over a
recessionary cycle. We also believe that the
pervasive disruption benefiting technology
companies should continue through a
recessionary cycle, providing downside
protection relative to broader markets for those
technology companies trading at reasonable
valuations and implied growth rates. Our
specialist investments in more cyclical sectors
are limited and are generally with managers with
low net exposure.

by
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are marked by strong pricing power, durable
competitive advantage, structurally higher
margins and low leverage, all of which should
cushion company fundamentals in a recession.
In the past, quality equities have tended to
defend well in a bear market. We note, however,
that quality equities have performed strongly

in recent years and are priced at relatively high
multiples, reflecting market recognition of their
attractiveness in the current environment and
potentially reducing their defensiveness in a bear
market.

. Overweight healthcare, life sciences and

technology service companies. Traditional
defensive industry sectors such as utilities,
healthcare, energy and consumer staples have
historically fared better through recessions and
bear markets. We note a number of caveats,
however, that we believe make a wholesale
rotation into these sectors unwise. Utilities is a
very narrow market that has been upended by
shifts in energy generation and transmission and
where companies can see dramatic declines

if forced to cut dividends for reinvestment

or as a result of regulatory change. Energy

has substantial swathes of exposure to the
commodity cycle in oil and natural gas driven by
global demand. Consumer staples continue to
contain strong and enduring franchises but as a
whole have experienced significant disruption in
consumer behaviour. We are more constructive
on healthcare, particularly life sciences, and we
believe there is a group of technology services
companies with recurring revenue business
models and reasonable valuations that should
also be defensive.

. Underweight EM ex-Asia. We believe emerging

markets as a whole would be negatively impacted
by a global recession, with the lower quality,
export-oriented and commodity-driven markets
outside of Asia disproportionately harmed. Our
policy portfolio for 2019 has zero exposure

to EM ex-Asia markets like Russia, Brazil and
South Africa. Our modest +2% overweight to

EM is focused exclusively on China, India and

First Quarter 2019 | 13



Intellectual Capital

Recession Playbook

other Asian economies which can be more
independently managed through the fiscal

and monetary policies of their respective
governments. But a worsening trade war will
not be kind to Asian suppliers to China. So,
depending on the nature of the recession, our
recession playbook could see a sudden reversal
of our China overweight.

-

Re-balancing around extreme market moves.
As with recent “recession scares,” we will watch
for situations where equity markets price in a
recession probability that is at odds with our
own assessment and consider modest 2-3%
moves in long equities exposure. For example,
if we feel markets are materially underestimating
the probability of recession, we will shift small
amounts of equity exposure into liquid, low risk
investments in order to provide “dry powder”
for allocation into severely dislocated assets
that would likely become available in a

market correction.

4. Add gold exposure. Gold has historically been one
of the best performing assets in times of market
turbulence. During the ten periods of the most acute
market stress since 1970, gold produced a median
return of 8%. In only one of those ten periods did
gold lose money, and that was during the aggressive
central bank rate hiking cycle of the 1980s when the
Federal Funds rate was increased to 19%. However,
the opportunity cost of holding gold in stable or
growth periods can be considerable, so timing is of
paramount importance and is far from easy.

5. Prepare for distressed opportunities via
special situation managers. In preparation
for the eventual recovery, investors should be
seeking out those managers with a proven track
record, deep restructuring capabilities, strong
alignment and the discipline to wait for the right
opportunities. These relationships will need to be
formed ahead of any downturn to allow for swift
capital deployment. It is essential to find a patient
manager since over the last five years, we have
seen significant pools of capital being raised to
acquire assets which did not fit the description
of buying high-quality assets at a discount.
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In Figure 11, we capture our Recession Playbook in a
single chart, defining how far along we are in executing
against each element of our playbook. In some client
portfolios, we are already positioned well for recession
on some dimensions like Alternative Alternatives. With
other moves, like interest rate duration / government
bond exposure, we are still waiting for valuations to
move before executing that element of our playbook.

In conclusion, we do not expect a recession in

the near-term, but we are mindful that asset class
performance will be determined by the market’s
perception of recession risks. Our tactical asset
allocation for 2019 inherently reflects our current views
of the probability of recession. However, if we were

to see an increased probability of recession over the
course of the year, we would consider implementation
of some of the Recession Playbook moves outlined
above which have not yet been put into place, subject
to our views on valuations at that point in time and the
evolution of the various recession scenarios.



Intellectual Capital

Recession Playbook

Figure 11: Potential tactical moves in the event of an increased probability of recession

Recession Play- Potential Move
SAA 2019 TAA | with Increased | Implementation
book Move 5 -
Recession Risk
1. | Weighted US1lyrs | USO0.6yrs +0.5yrs Currently underweight duration but would look to close
Portfolio UK21lyrs | UK16yrs this gap if US Treasuries rise towards 3.5%; can be
Duration EU12yrs | EUO.7 yrs achieved via nominal or ILBs (depending on portfolio’s
currency). Could be funded from absolute return or up
to -2% from risk assets if justified by valuations.
2a. | Absolute Return 13.0% 12.0% +3.0% When Government Bond yields are low (high opportunity
allocation cost) and not pricing a recession “shock”, absolute
return is more attractive. Could be funded from
government bonds or up to -2% from risk assets if
justified by valuations.
2b. | Alternative 0% 5-10% — Practically difficult to add quickly. Target 10% allocation
Alternatives across a diversified portfolio of alternative alternatives
allocation subject to illiquidity constraints and available options.
3a. | Hedged Equities | 10% vs 31% | 15% vs 28% — Already heavily skewed towards hedged equity
vs Long Only managers who benefit from high dispersion and
Equities volatility.
3b. | Hedged — 10.0% — Already have 10% out of 15% hedged equities in
Equities Sector specialist managers including biotech, tech, financials
Specialists and energy.
3c. | Quality & 0% 4.0% +2.0% We estimate that 4% of 28% LO equities is invested with
Defensive quality-biased managers. Quality looks fairly valued but
Equities % of we would consider adding an incremental 2.0% funded
Long Equities from momentum/growth if we saw an increased risk of
recession.
3e. | EM ex-Asia 1.0% — — We are already recommending zero allocation to EM
Allocation markets outside of Asia.
3f. | Rebalancing n/a n/a +2.0% We allow scope to overweight equity exposure by +2%
portfolio risk after a significant market correction relative to SAA
(ENEB) vs SAA target. This overweight would probably be funded from
safety assets or absolute return.
4 Gold 0% 0% +3.0% Recommend implementation via futures. For cash
Allocation allocations, this would be funded from safety net assets
or absolute return, or potentially up to -2% from risk
assets if justified by valuations.
5 Distressed 0% 10-20% +10-20% Currently 10-20% of every PE/PERE vintage is allocated
Opportunities to managers with distressed capabilities. In the event
(as % of PE of a recession, we would potentially double this to 20-
commitments) 40% subject to the opportunity set and underweight
traditional buyouts.

Source: Partners Capital
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Partners Capital is a leading Outsourced Investment
Office located in London, Boston, New York City, San
Francisco, Paris, Singapore and Hong Kong serving
investment professionals, endowments, foundations,
pensions and high net-worth families globally. We
provide wholly independent advice on asset allocation
and access to what we believe to be best-of-breed
asset managers across all asset classes and geographic
markets. This access is strongly enhanced by the
quality of our community of shareholders and clients,
most of whom are veteran investors themselves in
specialist sectors around the world.

The firm was founded in 2001 by investment
professionals seeking an independent and conflict free
adviser to provide portfolio construction advice and
rigorous analysis of investment opportunities. From

its initial focus as the “money managers to the money
managers” with a base of 70 clients, Partners Capital
has grown to become an adviser to endowments and
foundations as well as prominent family offices and
successful entrepreneurs across the U.S., UK., Europe
and Asia. Endowments have become a large proportion
of the institutional client base, which now includes
Oxford and Cambridge Colleges, and many of the most
highly respected museums and charitable foundations
located around the world.

Among Partners Capital services are bespoke outsourced
investment solutions for endowments, foundations and
tax-efficient and tax-deferred investment strategies for
taxable private clients. Partners Capital predominantly
advises on entire portfolios but also specialty strategies,
such as Private Equity or Private Debt strategies.

Partners Capital deploys an investment philosophy that
embraces many of the powerful diversification benefits
of the “endowment model” of investing. However we
apply a more dynamic approach to asset allocation,
which seeks to clearly delineate between performance
derived from market factors as opposed to the skill of
individual managers.

Today, with over $26 billion of assets under
management, Partners Capital’s clients comprise

an equal mix of private individuals and institutional
clients. Many of our clients are among the most
sophisticated investors in the world, with a sound
understanding of investment principles and experience
across multiple asset classes.

Partners Capital LLP is authorized and regulated by the
Financial Conduct Authority in the United Kingdom;
Partners Capital Investment Group LLP is regulated

by the Securities and Exchange Commission and is a
member of the National Futures Administration in the
United States; Partners Capital Asia Limited is licensed
by the Securities and Futures Commission in Hong
Kong; Partners Capital Investment Group (Asia) Pte Ltd
is regulated by the Monetary Authority of Singapore as
a holder of a Capital Markets Services licence for Fund
Management under the Securities and Futures Act and
as an exempt financial adviser; and Partners Capital
Europe SAS is authorized and regulated by the Autorité
des Marchés Financiers in France.

Further information can be found on our website:
Www.partners-cap.com
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DISCLAIMER
Copyright © 2019, Partners Capital

This document is being provided to customers and other parties
on the condition that it will not form a primary basis for any
investment decision by or on behalf of such customers or parties.
This document and any related documentation provided herewith
is given on a confidential basis.

This document is not intended for public use or distribution. It is
the responsibility of every person reading this document to satisfy
himself or herself as to the full observance of any laws of any
relevant jurisdiction applicable to such person, including obtaining
any governmental or other consent which may be required or
observing any other formality which needs to be observed in such
jurisdiction. This document is not an offer to sell or the solicitation
of an offer to buy any security.

The source for all figures included in this document is Partners
Capital unless stated otherwise. While all the information prepared
in this document is believed to be accurate, Partners Capital may
have relied on information obtained from third parties and makes
no warranty as to the completeness or accuracy of information
obtained from such third parties, nor can it accept responsibility
for errors of such third parties, appearing in this document. The
information contained herein has neither been reviewed nor
approved by any referenced funds or investment managers.

Opinions expressed are our current opinions as of the date
appearing on this document only. We do not undertake to update
the information discussed in this document. We and our affiliates,
partners, officers, directors, managing directors, and employees,
including persons involved in the preparation or issuance of this
material may, from time to time, have long or short positions

in, and buy and sell, the securities, or derivatives thereof, of any
companies or issuers mentioned herein.

This document contains hypothetical or simulated performance
results, including for the Equity/Bond index, which have certain
inherent limitations. Unlike an actual performance record,
simulated results do not represent actual trading. Also, since the
trades have not actually been executed, the results may have
under- or over-compensated for the impact, if any, of certain
market factors, such as lack of liquidity. Simulated trading
programs in general are also subject to the fact that they are
designed with the benefit of hindsight. No representation is being
made that any client will or is likely to achieve profits or losses
similar to those shown. These results are simulated and may be
presented gross or net of management fees.

This document may include indications of past performance of
investments or asset classes. Past performance is not a reliable
indicator and is no guarantee of future results. Investment returns
will fluctuate with market conditions and every investment has
the potential for loss as well as profit. The value of investments
may fall as well as rise and investors may not get back the
amount invested.
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Certain information presented herein constitutes “forward-looking
statements” which can be identified by the use of forward-

looking terminology such as “may,” “will,” “should,” “expect,”
“anticipate,” “project,” “continue” or “believe” or the negatives
thereof or other variations thereon or comparable terminology.
Any projections, market outlooks or estimates in this document
are forward-looking statements and are based upon certain
assumptions. Due to various risks and uncertainties, actual market
events, opportunities or results or strategies may differ materially
from those reflected in or contemplated by such forward-looking
statements and any such projections, outlooks or assumptions
should not be construed to be indicative of the actual events which
will occur.

Certain transactions, including those involving futures, options,
and high yield securities, give rise to substantial risk and are not
suitable for all investors. The investments described herein are
speculative, involve significant risk and are suitable only

for investors of substantial net worth who are willing and have the
financial capacity to purchase a high risk investment which may
not provide any immediate cash return and may result in the loss
of all or a substantial part of their investment. An investor should
be able to bear the complete loss in connection with

any investment.

Certain aspects of the investment strategies described in this
document may from time to time include commodity interests as
defined under applicable law. Pursuant to an exemption from the
U.S. Commodity Futures Trading Commission (CFTC) in connection
with accounts of qualified eligible clients, this document is not
required to be, and has not been filed with the CFTC. The CFTC
does not pass upon the merits of participating in a trading program
or upon the adequacy or accuracy of commodity trading advisor
disclosure. Consequently, the CFTC has not reviewed or approved
this trading program or this document.

Partners Capital refers to the Partners Capital group of entities
comprising: (i) Partners Capital Investment Group, LLP, registered
as an investment adviser with the Securities and Exchange
Commission (“SEC”), as a commodity trading adviser with the
Commodity Futures Trading Commission (“CFTC”) and is a
member of the National Futures Association (“NFA”) (ii) Partners
Capital LLP (FRN: 475743), authorised and regulated in the
United Kingdom by the Financial Conduct Authority (‘FCA”) and
(iii) Partners Capital Asia Limited (CER:AXB644), licensed by

the Securities and Futures Commission (“SFC”) in Hong Kong

(iv) Partners Capital Investment Group (Asia) Pte Ltd regulated

by the Monetary Authority of Singapore (MAS) as a holder of a
Capital Markets Services license for Fund Management under the
Securities and Futures Act and as an exempt financial adviser and
Partners Capital Europe S.A.S is licensed and regulated by the
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