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A sea change: Howard Marks on the end of easy money

The beginning of a new era in financial markets will force investors to rethink how they approach investing

THE financial markets are expéh‘encing a sea
change marking the end of a long period of ac-
commodative central bank monetary policy, and
there is little hope of ultra-low interest rates re-
turning anytime soon, legendary investor Ho-
ward Marks explained in a virtual conversation
with Margaret Franklin, president and chief exec-
utive officer of CFAInstitute,at the Assetand Risk
Allocation Conference in May 2023.

Marks believes this represents the beginning
of a new era in the financial markets that will

force many investors to rethink how they ap- -

proach investing, use different risk/reward as-
sumptions and adjust to more difficult condi-
tions that many practitioners are seeing for the
first time in their careers.

“'m not saying interest rates are going to go
back up. I just think they’re done coming down,”
Marks said. “One of the basic tenets of my thesis
is that in the next five to 10 years, interest rates
willnotbe constantly coming down or constantly

ultra-low. And if that’s true, I think we’re in a dif-

ferent environment, and that's a sea change.”

As co-chair and co-founder of Oaktree Capital
Management, an investment firm with more than
US$170 billion in assets under management
(AUM), Marks has earned a reputation as one of
the world’s most prominent value investors.

As he sees it, this sea change - the third he has
witnessed in his 54-year career — does not neces-
sarily spell a “financial cataclysm... but financ-

ing, avoiding default, making money will not be .

as easy, and borrowing will not be as cheap”, he
said.

The market has rotated from a period that was
bad for lenders and great for borrowers to one
now thatis better forlenders and less positive for
borrowers, according to Marks. “So, this is a great
time to be investing in credit. It's better than it
has been for a long time,” he said. “Might it get
better? Yes; interest rates could go higher, in
which case the fixed-income investor could have
a chance later to invest at even higher rates. But
this is a good time. I think the most powerful
statement I can make is that today you can geteq-
uity-like returns from fixed income or credit.”

Previous market sea changes

The first sea change Marks experienced was the
arrival of non-investment-grade bonds in the pri-
mary markets in the 1970s. “Michael Milken and
others made it possible for companies to issue
non-investment grade bonds, and for investors
to invest in them prudently if the bonds offered
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sufficient interest to compensate for their risk of
default,” he explained. The sea change here was
that - responsible bond investing previously
meant buying only presumedly safe investment-
grade bonds, but now investment managers
could buy low-grade bonds if they felt the poten-
tial return adequately compensated for the at-
tendant credit risk.

“Risk-return thinking is extremely important,”
Marks said. He explained that when he entered
high-yield bond investing in 1978, Moody’s de-
fined a B-rated bond as one that “fails to possess
the characteristics of a desirable investment®. In
that environment, Marks said, there were only
good investments and bad investments, and a fi-
duciary could not properly invest in a “bad in-
vestment”, such as a B-rated bond.

The concept of a good or bad investment is a-
nachronistic. “These days we say, ‘It is risky?
What's the prospective return? And is the pro-
spective return enough to compensate for the
risk?” Marks said.

The second sea change, he said, was driven by
macroeconomics. It began with the Opec oil em-
bargo of 1973 and 1974. As the price of a barrel of
oil more than doubled within a year, it sent the
cost of many other goods soaring as well and ig-
nited rapid inflation. The year-over-yearincrease
in the consumer price index (CPI) leaped to 11 per
centin 1974 from 3.2 per cent in 1972, before re-
aching 13.5 per cent in 1980. It took the appoint-
ment of Paul Volcker as chair of the US Federal Re-
servein1979, and hiking the federal fundsrate to

Howard Marks, co-chair and co-founder of
Oaktree Capital Management, has earned a
reputation as one of the world’s most prominent
value investors. PHOTO: BANK OF SINGAPORE

20 per cent in 1980, to extinguish inflationary
pressures, as inflation receded to 3.2 per cent by
the end of 1983.

Marks said Volcker’s success in bringing infla-
tion under control allowed the Fed to reduce the
federal funds rate to the high single digits and
keep it there throughout the 1980s, before drop-

ping it to the mid-single digits in the 1990s.

“(Volcker’s) actions ushered in a declining inter-
est rate environment that prevailed for four dec-
ades,” he said. “I consider this the second sea
change in my career.”

Contributors to the current sea change
Several events have contributed to the current
sea change, which has caused investor pessi-
mism to balance optimism in the financial mar-
kets, according to Marks. Stocks that seemed fair-
ly priced in a low interest rate environment have
inrecent months fallen to somewhat lower price-
to-earnings ratios that are more commensurate
with higher interest rates. Likewise, he said, the
massive increase in interest rates has had a de-
pressing effect on bond prices. Amid declining
stockand bond prices, the fear of missing out (Fo-
mo) has dried up and fear of loss has replaced it.

Because the tighter monetary policies last
year were designed to slow the economy, inves-
tors focused on the difficulty the Fed faces in
achieving a soft landing and thus the strong po-
tential of a recession. The anticipated effect of a
recession on earnings dampened investors’ spir-
its. Thus, the S&P 500’s decline over the first nine
months of 2022 rivalled the greatest full-year de-
clines of the last century, Marks said. (Markets
have since recovered considerably.)

Risk and return outlook

Franklin asked Marks about his expectations re-
garding risk and return and interest rates as well
as the more granular risks and opportunities the

current market presents. One of Marks’s hall- -
-marks is his deep research and analysis seeking

outsized returns, paying close attention to the
risk characteristics. “So maybe you could pro-
vide some perspective on those two levers or di-
mensions as well?” Franklin asked.

“We had the tech bubble burstin 2000 and the
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stock market continued to decline in 2001 and
2002,” Marks said. “And that was the first three-
year decline since 1939. People lost interest in
the stock market, which did nothing for the next
10 years. And since the Fed cut interest rates to
bolster the economy, investors also lost interest
in bonds. People said to themselves, ‘[ can’t get
the returns I need from stocks and bonds. What
canIdo? And the answer was ‘alternatives’.”
Investors allocated capital to hedge funds,
which had come through the 2000 to 2002 period
quite well. “But then hedge funds that used to be
US$100 million were suddenly US$2 billion or
more, and they couldn’t do such a great job any-
more,” Marks said. “Hedge funds were all the rage
for the mid-2000s. But you don’t hear much talk
about hedge funds anymore.” '
Investors next turned to private equity, pour-
ing large amounts of capital into the asset class.

For years they benefited from rising asset prices

and declining cost of capital that lower interest
rates brought. Private equity managers were able
toride those broad-based trends to good returns.
But if the sea change means those trends are ba-
sically over, private equity managers will have to
buy bargain-priced assets and add value if they
want to make strong returns — that is what is
called alpha. Those are skills that not everyone
has, but they are essential for high returns in pri-
vate equity if managers do not have declining in-
terest rates to rely on, said Marks.

The latest asset class to benefit in the low in-
terest rate environment has been private credit.
When the global financial crisis (GFC) and the re-
sultingregulation caused banks tolend less, non-
bank lenders stepped in to fill the gap. Private
lending became a major asset class, growing to
the current level of about US$1.5 trillion.

Does Marks see abubble in private credit, orin
certain parts of the asset class? Franklin asked.
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Today, investors can earn high-single-digit returns in high-yield bonds and leveraged loans that provide
liquidity, says Marks. PHOTO: AFP :

He acknowledged an onrush of new firms and
money into the class. “Is it a bubble?” he asked.
“Bubble is a term, in my opinion, forirrational be-
haviour and psychology. So, is the behaviour ir-
rational? Is psychology excessively optimistic? [
don’t know how much risk they’re taking. [ don't
know if they’re making wise or unwise credit de-
cisions, soIcan’t give you an answer on that. But
Warren Buffett says it's only when the tide goes
out that you find out who’s been swimming
naked, and the tide hasn’t yet gone out on private
credit. We'll find out one of these days.”

As for what else he is watching, Ukraine and
Russia; the dysfunction in Washington, DC; in-
come inequality; and significant social problems
are all factors that concern Marks, though he
does not know how they will impact financial
markets or how to factor them into investment
decisions. “My answer on the subject is a short
one, because I really have nothing intelligent to
say,” he said.

What will private credit managers need to do °

to succeed in a higher interest rate and inflation
environment? :

Investors in credit must constantly demand a
margin of safety such that, even if expectations
are not fulfilled, they will get paid anyway, Marks
said, and ascertaining itis a key skill. “It's not as if
equities require genius and fixed income is like
plumbing,” he said. “You need skill in order to
know when the action is too heated and the loans
thatare being made don’t allow adequate margin
of safety, in which case you have to abstain.”

If we see more restrictive credit conditions
and banks lend less, whatare the implications for
private and direct lending? Is it an increased op-
portunity? Franklin enguired.

“Yes, it very muchis. The law of supply and de-
mand has not been rescinded, and in every asset
class, the more people whowant to getintoiit, the

worseitis. The fewer people who want to getinto
it, the better it is,” Marks said.

“And so, when everybody’s eager to make
loans, the resulting loans are likely to provide in-
adequate safety and inadequate yields. Butwhen
people retreat, and fewer people are willing to
lend, then yields go up and lenders can demand
covenants and other forms of safety. So that's a
very, very positive development... Imade my ca-
reer doing things other people didn’t want to do:
high yield bonds in 78, distressed debt in '88,
emerging market equities in '98. When they’re
outof favourand people won’t buy them, by defi-
nition there's no demand, and there’s no opti-
mism in the price —what a great time to invest!”

Retail investors :

Today, investors can earn high-single-digit re-
turns in high-yield bonds and leveraged loans
that provide liquidity, Marks said. And private
credit products, which are harder for retail inves-
tors to access, can generate double-digit returns.
“So, one way to say itis, ‘What do you need stocks
for?” Marks said. “And if you gointo creditinvest-
ing to pursue the kinds of returns I'm talking
about, your probability of getting them is high.
Of course, since it’s fixed income, you don’t have
potential for big ups. But if you competently se-
lect the borrowers, you also don’t have the risk of
big downs.”

Franklin told Marks that with such a large au-
dience watching, he had an opportunity to im-
part some words of wisdom. “These are the peo-
ple who are putting integrity into the system,
want to do a great job and want to deliver for in-
vestors and their clients,” she said.

“When the markets are performing well, inves-
tors forget to be worriers,“ Marks responded. “We
had 10-plus years of positive markets, and peo-
ple started to say, ‘Well, I guess there’s no risk;
there’s nothing to worry about. It looks like the
Fed will engineer prosperity forever. The dance
will continue for an extended period. [don’t have
to worry about losing money. But I do have to
worry about being under-represented.”

Those moments are exactly the wrong time to
take a risk-on approach, Marks said. The recent
market correction has reminded investors that it
is easy to lose money. ;

“People have been reminded that Fomo isn’t
the most important fear,” he said, “and that sug-
gests were going into a healthier environment.
An environment where everything’s easy isn’t a
healthy environment, because it encourages
risky behaviour and bad habits. I always say the
riskiest thing in the world is the belief that there’s
no risk. I believe that's over, and I believe we're
heading into a more normal period, where noth-
ing’s as easy as it has been for the last several
years. But it's a healthier environment, because
people will be applying an appropriate amount
of risk aversion, as they should.”

The writer has more than 30 years of
experience as a financial writer and editor




