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 ❖ The Russia/Ukraine conflict has further strained supply chains, meaning inflation will likely take 
longer to recover to a more “normal” level while economic growth slows. 

❖ The threat of stagflation and growing geopolitical risks have made conditions more difficult for risk 
assets.  Attention has shifted from pure cyclicals to higher quality, steady growth businesses.  

❖ Certain structural trends (digitization, decarbonization) are still firmly in place, while we are 
simultaneously seeing new trends emerge (i.e. defense spending, supply chain diversification). The 
combination of and interaction between these trends will create new investment risks and 
opportunities.  

❖ Overall, our core portfolio positioning remains intact.  We remain focused on bottom-up stock 
selection, seeking out companies with sustainable return characteristics and differentiated risk-
reward profiles.   We see pricing power and relative earnings growth as particularly relevant in the 
current environment. 

❖ We are selectively adding to more defensive areas like health care and using volatility to pick up 
high quality companies with unique market positions.  
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The 20% decline in the first half of 2022 for the S&P 500 (total 
returns) was the worst since 1962 (-22%) and the second worst 
start to the year since 1935. Historically, this has not been a good 
omen for the second half of the year as a negative first half led to a 
negative second half 44% of the time (vs. just 19% when H1 was 
positive).  

As stocks became increasingly long duration post GFC and 
correlations between stocks and bonds turned positive, the first 
half of 2022 also became particularly painful for balanced 
investors. The first half of 2022 marked the worst H1 for 60/40 
portfolios since 1932 and the first time since 2001 where both 
stocks and bonds fell (long-term Treasuries were down around 
20%).  

The relative sector performance is showing that global equity 
markets were following a stagflation playbook as inflation 
beneficiaries and defensives outperformed, which turned out to 
be a very narrow market as depicted in Exhibit 1. Energy was the 
only global sector with gains (+21.8%), followed by defensive 
sectors like Utilities (-7.5%), Staples (-10.7%), and Health Care         
(-11.0%). Long duration sectors with much bigger big weights in 
the index like Consumer Discretionary (-32.3%), Information 
Technology (-30.0%), and Communication Services (-28.2%) were 
the biggest laggards. It is interesting to note that Technology has 
consistently been the worst performing sector in stagflation 
backdrops. 

Much of this derating is attributable to both conventional and 
unconventional monetary tightening, as central banks scramble  to 
control runaway inflation. It is fair to say that central banks are 
now prioritizing fighting inflation over promoting growth. Global 
asset purchases peaked above $5 trillion YoY last year but are now 
heading towards zero. The Fed has already hiked interest rates to 
1.75%, and most economists expect continuous hikes through   
mid-2023. The ECB is expected to hike from the present -0.5% to 
1.0%. Monetary tightening has driven nominal and real bond yields 
up sharply and U.S. 10-year treasuries are now hovering around 
3.0%, having started the year at 1.5%. 

The story so far this year   

Equity valuations remain highly sensitive to real yields. According 
to Citi, TIPS explain 82% of U.S. equity market valuation over the 
past five years. Simply speaking, lower real yields mean higher 
equity valuations and higher real yields mean lower equity 
valuations. A negative 1.0% TIPS yield at the end of last year was 
consistent with a 22x PE for the U.S. equity market, while the 
current positive 0.7% is consistent with a 17x PE.  Given their long 
duration nature, growth stocks are especially sensitive.  

So far this year, Monetary Policy is setting the valuation of the 
equity market and largely determining the intra-market leadership.  

Shifting from multiples to earnings   

While falling valuations on the back of higher real yields have been 
the big story so far this year,  the big moves in the government 
bond markets could very well be done, especially now that the 
economic outlook is continuing to deteriorate and inflation is 
starting to peak.  

While several bond market forecasts suggest that we may be 
coming out of this phase of the bear market, inflation is 
unfortunately not the only problem for the equity market going 
forward. Severe economic slowdown or recession risk is a growing 
problem, which is likely going to get worse in the quarters ahead 
as the economic slowdown continues. This shift from inflation and 
rates to earnings has the potential for a change in equity market 
leadership from cyclicals and value to quality and defensives.   

Exhibit 2 on the following page shows how both consensus 
economic growth and consensus inflation expectations have 
changed since May of last year for the U.S., Eurozone, and Asia 
Pacific regions. While both growth and inflation expectations were 
gradually worsening towards the end of 2021, we have seen 
marked and accelerated deterioration since the beginning of the 
year.  

While most economists still expect a softish landing, the 
probability of a global recession is reaching 50% (source: Citi).  A 

Market Observations 
Lode Devlaminck, Managing Director, Equities  

EXHIBIT 1:  GLOBAL DEVELOPED MARKET SECTOR PERFORMANCE VERSUS    
SECTOR WEIGHT IN MSCI WORLD  

Source: Citi Interactive Daily Style Performance Monitor 

X-axis: YTD sector $ return in % 
Y-Axis: Sector weight in global index in % 
Source: MSCI, Citi Global Equity Strategy, Global Market Intelligence, as of June 30, 2022  
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major economic slowdown is not yet evident in headline EPS 
forecasts as the analyst consensus still expects MSCI AC World 
earnings growth of 11% in 2022 followed by 8% in 2023. Excluding 
energy and metals and mining stocks, the consensus forecast for 
2022 global EPS growth drops to a more realistic +5%. But if 
economic activity dramatically slows and oil and metals prices fall, 
overall market earnings might very well drop into negative 
territory.  

Citi’s Global Earnings Revision Index, measuring the breadth of 
estimate revisions (see Exhibit 3), has already dropped into 
negative territory, suggesting that the average stock has been 
seeing earnings downgrades for several months. It seems very 
likely there are more downgrades to come as analysts incorporate 
a more pronounced global slowdown, or even a recession, in their 
forecasts.  

Outlook and positioning  

From a monetary policy point of view, we see little or no 
arguments to expect central banks to stop or slow down 
tightening in the short term. However, this is now much better 
understood in the market and potentially well reflected in long 
rates and inflation expectations. 

The rise in real rates has given rise to recession/stagflation fears 
and while the risks seem limited in the next 12 months, they are 
not insignificant thereafter. Earnings estimates have started to 
come down on supply chain disruptions, gradually slower durable 
demand, and margin pressures, but certainly have further to go.  A 
global recession would imply falling EPS.  

As the market has sold off (especially the growth part of the 
market), sentiment and positioning have become less bearish.  

The biggest questions are centered around the sustainability of 
inflation and the type of market leadership once inflation peaks 
and rates normalize. We expect equity volatility to remain 
elevated amid a more uncertain growth outlook, possible 
gyrations in market leadership, and earnings downgrades. This 
type of environment should favor company and stock 
characteristics like lower financial risk, higher earnings visibility and 
earnings resilience, and reasonable duration. Pure growth areas 
can remain under pressure as long as real rates move higher. 

Sensible diversification, selectivity, and maintaining a long-term 
investment horizon remain key given the uncertainty surrounding 
the economic and equity market outlook.  

EXHIBIT 2:  TREND IN GLOBAL GDP AND INFLATION FORECASTS FOR 2022  

EXHIBIT 3:  GLOBAL EARNINGS REVISIONS   

X-axis: Global GDP Forecasts  
Y-Axis: Global CPI Forecasts  
Source: Bloomberg, BNP Paribas Exane Economics Research  

Source: MSCI, Citi Global Equity Strategy, Global Market Intelligence, as of June 30, 2022 
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Performance (gross/net) as of June 30, 2022 (Preliminary) 

*Gross of Fees 
**The International Equity Composite Index has changed historically as follows: 01/01/17 MSCI EAFE Index, 01/01/20 MSCI World ex-US Index. 
Net returns are calculated using highest fee on ADV. Returns greater than one year are annualized.  Please see the last page for important performance disclosures. 

U.S. Equity % QTD % YTD % 1yr % 3yr % 5yr % 10yr % 15yr Inception 

DCM Value Creators—U.S. Large Cap*  (inception date – 01/01/2017) (16.59) (21.38) (11.75) 12.68  14.17  — — 15.18  

  Net of Fees (16.71) (21.58) (12.19) 12.12  13.61  — — 14.61  

S&P 500 Index (16.10) (19.96) (10.62) 10.59  11.30  — — 12.04  

DCM Value Creators—U.S. Mid Cap*  (inception date – 01/01/2017) (14.09) (21.12) (13.63) 4.95  9.42  — — 9.48  

  Net of Fees (14.22) (21.35) (14.11) 4.37  8.83  — — 8.88  

S&P 400 Index (15.42) (19.54) (14.64) 6.86  7.02  — — 7.50  

DCM Small Cap Equity*  (inception date – 04/01/1999) (15.39) (20.74) (19.78) 4.87  5.67  9.24  6.93  9.81  

  Net of Fees (15.58) (21.09) (20.47) 3.98  4.77  8.32  6.02  8.89  

Russell 2000 Index (17.20) (23.43) (25.20) 4.21  5.16  9.35  6.33  7.88  

DCM Merger Arbitrage*  (inception date – 06/01/2015) (0.76) (1.04) (0.59) 5.28  4.79  — — 4.57  

  Net of Fees (0.88) (1.29) (1.09) 4.76  4.27  — — 4.05  

3 Month T-Bill 0.14  0.17  0.19  0.61  1.07  — — 0.83  

DCM Merger Arbitrage Enhanced*  (inception date – 03/01/2020) (1.82) (2.66) (2.42) — — — — 11.14  

  Net of Fees (1.98) (2.98) (3.25) — — — — 10.05  

3 Month T-Bill 0.14  0.17  0.19  — — — — 0.23  

          

Non-U.S. Equity % QTD % YTD % 1yr % 3yr % 5yr % 10yr % 15yr Inception 

DCM Emerging Markets Equity*  (inception date –10/01/1999) (8.81) (12.97) (21.82) (0.76) 1.87  1.95  2.54  8.04  

  Net of Fees (9.09) (13.50) (22.78) (1.94) 0.66  0.73  1.36  6.81  

MSCI EM Index (11.45) (17.63) (25.28) 0.57  2.18  3.06  2.00  6.67  

DCM International Equity*  (inception date – 01/01/2017) (18.23) (24.89) (20.25) 0.62  2.02  — — 4.73  

  Net of Fees (18.36) (25.12) (20.74) 0.02  1.41  — — 4.10  

MSCI World ex-U.S. Index** (14.66) (18.76) (16.76) 1.75  2.61  — — 4.81  

DCM Global ex-U.S. Small Cap Structured*  (inception date –01/01/2015) (17.10) (22.85) (22.71) 3.78  3.53  — — 5.58  

  Net of Fees (17.28) (23.19) (23.38) 2.91  2.66  — — 4.69  

MSCI ACWI ex US Small Cap Index (17.55) (22.92) (22.45) 2.94  2.55  — — 4.56  
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In the second quarter of 2022 equity prices declined sharply, 
driven by continued geopolitical uncertainty and rising interest 
rates as the U.S. Federal Reserve began to raise interest rates 
in an effort to combat rising inflation.  Rising rates and high 
inflation have historically been difficult for equities as many 
companies have difficulties passing along inflationary costs, 
causing a higher probability of a slowdown in earnings growth.   

Going forward, we expect market volatility to continue as the 
fight against inflation heats up and current geopolitical uncer-
tainties lack any clear path to resolution.  However, we wel-
come periods of volatile equity prices as it often results in price 
dislocations with sufficient amplitude that allow us to take ad-
vantage of the difference between price and long-term value.  

Large Cap Portfolio  

The Value Creators - U.S. Large Cap portfolio slightly trailed its 
benchmark during the quarter. 

During the period, the portfolio benefited from an underweight 
position in semiconductors, real estate, and utilities, all of 
which were hurt by rising interest rates and concerns over 
slower growth.  Offsetting these tailwinds, the portfolio was 
negatively impacted by its holdings in financial-related infor-
mation services companies, including MSCI, S&P Global Inc., 

and Moody’s, which significantly underperformed during the 
quarter on the prospect of slowing capital markets activity.  We 
believe these high-quality, asset-light franchises, along with 
several other high-quality businesses, also suffered dispropor-
tionately from the continued negative valuation adjustment 
experienced by the overall market. 

Portfolio activity was limited to modest adjustments to posi-
tioning.  We added to our positions in Adobe, Amazon, Dollar 
Tree, Dollar General, TJX Corp, Home Depot, and Tractor Sup-
ply, each of which came under pressure due to short-term con-
cerns and now offer an increasingly attractive long-term risk-
reward profile.  We reduced positions in Lockheed Martin and 
Becton Dickinson, which have significantly outperformed the 
market year-to-date and we believe offer limited upside at this 
point. 

Mid Cap Portfolio  

The Value Creators - U.S. Mid Cap portfolio held up better than 
its benchmark during the quarter. 

The relative outperformance was driven by an underweight 
position in real estate, materials, and energy, which were all 
negatively impacted by rising interest rates and growth con-
cerns.  At the security level, Ollie’s Bargain Outlet was a notable 

Value Creators - U.S. Large and Mid Cap 
Kevin Fogarty, CFA, Portfolio Manager and Senior Equity Analyst 

 
Value Creators- 

U.S. Mid Cap  
S&P 400 

Value Creators- 
U.S. Large Cap  

S&P 500 

Debt Level     

Debt/Capital 64.1 38.3 45.8 46.0 

Debt/EBITDA 2.4 3.3 3.2 3.4 

Growth         

Dividend Growth  5 year 15.2 6.9 12.3 10.2 

EPS Growth  3 year 15.1 18.7 25.7 22.5 

EPS Est Growth 3-5 Year 16.0 17.3 17.2 12.4 

Profitability         

Return on Equity 18.8 17.5 26.6 26.0 

Return on Assets 13.0 7.9 13.5 12.1 

Valuation         

Price/Earnings using FY2 Est (ex Negatives) 15.6 11.5 18.9 15.5 

Price/Cash Flow 15.5 8.7 17.9 13.0 

Price/Book 4.3 2.1 4.6 3.5 

Dividend Yield 0.7 1.6 0.8 1.7 

Exhibit 4:  Value Creators Portfolio Characteristics (as of 6/30/2022) 

As of June 30, 2022 
Source:  DuPont Capital, FactSet 
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outperformer after rallying from depressed levels on stabilizing 
demand trends.  Negative offsets were concentrated within the 
portfolio’s Industrials holdings, as well as those with underlying 
drivers linked to U.S. housing and overall economic activity.  
The positions include Fidelity National Financial (title search 
and insurance), Lennox (residential HVAC), truckers SAIA Inc & 
Old Dominion (consumer and industrial freight), and Trinet 
(outsourced small-business benefits manager).   We believe 
these high-quality franchises are being negatively impacted by 
slowing near-term fundamentals, which is likely to continue as 
the overall economy slows. 

Again, portfolio adjustments were modest during the quarter.  

We added to positions in retailers Ross Stores, Dollar Tree, and 
Tractor Supply.  We believe these names have come under 
pressure due to short-term concerns and offer an increasingly 
attractive long-term risk-reward.  This cohort of retailers has an 
enviable long-term record of modest sales pressures during 
times of economic stress, and we expect to see a similar 
pattern with any further economic weakness.  We also added 
to O’Reilly Auto Parts and reduced our positions in CarMax, 
Thor Industries, Sleep Number, and Ollie’s Bargain Outlet.  This 
shifted our consumer holdings into less discretionary and more 
stable-demand areas with similar risk reward profiles.  

The reality of tighter liquidity conditions and the looming prospect 
of economic fragility in many regions have set the stage for a wide-
ranging, valuation-based tug of war over perceived structural 
winners in traditionally cyclical end markets. 

It is axiomatically perilous to ignore near-term pressures on, and 
risks to, revenues and earnings; no investor should be so inflexible 
as to disregard these factors entirely.  However, it is important to 
consider, on the balance of probabilities, how severely a given 
company's underlying earning power or relative competitive 
position could be derailed by the economy's fluctuations.   

Depending on industry structure, some segments of the economy 
have demonstrated improved economic resilience through time,  
In such cases, sequential peak and trough profit margins have 
maintained an upward trend, often accompanied by lower 
amplitude through time.  As always, sector context is an important 
determinant of potentially diverging fortunes at the individual 
company level, and an important part of our research process.  
Further, inherent or sustainable corporate advantages, including 
market share-based scale, deep financial firepower, or innovative 
vigor, can prove to be a more valuable differentiator during 
downturns than less challenging, “rising tide” upswings. 

A good case in point is the semiconductor industry.  The 
proliferation of microchips is an apparently unabated global 
phenomenon, as evidenced by supply chain shortages among 
"newer" customer verticals in autos and industry.  Smarter 
smartphones rely on data-processing enhancements at the 
nanometer level and 5G connectivity will fuel demand for factory 

floor and remote applications.  Advances in Artificial Intelligence 
are fueled by semiconductors and, at the geopolitical level, rising 
Tech nationalism has seen China announce aggressive plans to 
bolster self-sufficiency.  These tailwinds are not, however, 
completely gravity-defying.  Even accounting for the recent supply 
disruptions, downside scenarios, demand deferral, and inventory 
cycles need to be considered. 

The data shows that over the last decade, total semiconductor 
sales have shown marked outgrowth relative to the overall 
economy (Exhibit 5).  Still, there are discernable periods of 
acceleration and even retrenchment, often tied to the direction of 
aggregate GDP.  It is worth noting that the 2019 drawdown in semi 

International Equity 
Andrew Smith, CFA, Associate Portfolio Manager and Senior Equity Analyst 

Source:  BofA, SIA, IMF 

EXHIBIT 5:  SEMICONDUCTOR SALES AND NOMINAL GDP (INDEXED) 
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sales was skewed by a sharp normalization in the more 
commoditized memory chip segment, which is more prone to 
overcapacity. 

While Europe and Japan account for only approximately 10% each 
of both semiconductor production and consumption, they are 
home to some key industry sub-supplier and partners to the 
dominant fabrication plants in Taiwan, Korea, and elsewhere. 

Our semiconductor-exposed holdings are skewed toward firms 
with strong niche dominance that are key enablers of the Moore's 
Law "arms race" of miniaturization and architectural complexity in 
chip manufacturing.  Among semiconductor equipment suppliers, 
lithography specialist ASML is a familiar story to many (late last 
year the company ranked second to only Nestle in terms of market 
capitalization in Europe) but their technological advantages in 
leading-edge EUV (Extreme Ultra-Violet) processes currently 
provide a de facto monopolistic position for relevant state of the 
art foundry capex.  We expect this advantage to persist, 
underpinning demand for several years and allowing earnings to 
compound in tandem.  On a multi-year horizon there is a strong 
probability that the valuation premium proves to be sustainable. 

High precision Japanese cutting tool leader Disco dominates in 
other essential components for the manufacturing process.  The 
company maintains a strong market share of over 60% for dicing, 
grinding, and polishing tools. Although their business is more 
sensitive to production volumes and mix effect, a high degree of 
recurring revenues from consumables (the razor and razor blade 
model) is supportive.  As long-term holders, we are also 
comfortable with Disco management's capital deployment and 
dividend policies across the cycle; in light of these characteristics 

valuation multiples appear undemanding. 

Exhibit 6 illustrates how equipment providers have steadily gained 
wallet share (measured as % of total production capex) over the 
past two to three cycles.  There are reasons to believe that the 
future intensity will be sustained at closer to the 15% level than 
the long-term historic average of 12%. 

We also hold a position in chip-maker Infineon given their relative 
focus on higher voltage power semiconductors.  Demand will be 
tied to underlying trends in cars (content per vehicle and EV 
adoption) and manufacturing (capex plans for Industrial Internet of 
Things).  Infineon has identifiable capabilities to ramp production 
profitability and, as a former spin off from Siemens, strong 
customer relationships across European channels and beyond. 

Exposure to the theme need not come via pure plays.  In Health 
Care, Japanese optical and lens specialist Hoya has done an 
impressive job deploying their knowledge and intellectual property 
around photonics as a provider of high-end mask blanks for wafer 
etching.  Though not their core market, their proven ability to 
leverage technology into adjacent markets has helped to diversify 
their revenue profile. 

In every instance, these fundamental factors and relevant 
economic cross currents need to be triangulated with valuation 
multiples (our Valuation-Quality-Momentum trifecta) to ensure 
that individual risk-reward estimates maintain a favorable skew. 

Markets are contending with the unstoppable thematic forces of 
the last several years (digitization, demographics, stimulus) hitting 
a potentially immovable and recessionary object.  At times of 
maximum cyclical uncertainty, the ability to identify and ultimately 
add to all-weather quality names will remain as important as ever. 

Global central banks are now engaged in a simultaneous 
tightening of monetary conditions after badly misjudging 
inflationary dynamics as the world emerged from the Covid-19 
pandemic.  Nearly every central bank we follow in both emerging 
and developed markets has either increased or kept policy rates 
stable over the past three months, Japan and Russia being the 
exceptions.  The tightening of financial market liquidity has caused 
equity market discount rates to soar, both risk free rates and 
equity risk premiums.  Emerging market equities have fallen 
sharply in response.  However, they have fallen less than 
developed market equities despite their place at the higher end of 

Emerging Markets Equity 
Erik Zipf, CFA, Head of Emerging Markets Equity 

Source: BofA ets, Gartner 

EXHIBIT 6:  WAFER FAB EQUIPMENT INTENSITY (% OF TOTAL SEMI SALES) 



Chestnut Run Plaza ❖  Building C735 ❖  974 Centre Road ❖  Wilmington, DE 19805 ❖  (302) 477-6000 www.DuPontCapital.com Page 8 

EQUITY STRATEGY REVIEW  
JULY 2022  

the equity risk spectrum due to a significantly lower starting 
valuation. 

The outlook for emerging markets from this starting point is 
unclear.  On the positive side of the equation are attractive 
valuations, strong commodity prices, and a Chinese economy that 
will likely experience a short-term rebound coming out of Covid-19 
lockdowns.  On the negative side of the equation are rising equity 
risk premiums and faltering earnings growth expectations.   

The MSCI Emerging Market Index is currently valued at 11x 
earnings, which looks attractive in a historical context.  The 
dividend yield at the index level is approaching 3%, which is near 
the upper end of the range over the past 20 years.  While dividend 
yields could always move higher and dividend cuts are certainly 
possible, a 3% dividend yield provides a generally attractive 
starting point for future returns.  

There are reasons to be somewhat optimistic about economic 
growth in emerging markets.  China, which represents 
approximately a third of the MSCI Emerging Market Index, appears 
to be rebounding from its latest Covid-19 wave and associated 
lockdowns.  Additionally, rising commodity prices have bolstered 
many emerging economies and fixed investment is beginning to 
accelerate in response to physical commodity shortages.  

However, earnings growth expectations have come under 
pressure.  Given the lack of earnings growth has been one of the 
primary drivers of emerging market equity’s underperformance 
since the global financial crisis, this is certainly a concern.  Strong 
earnings growth in energy, materials, and financials has been 
offset by earnings weakness across the remaining sectors.  Our 
base case scenario is for earnings to moderate in the near-term 
but not collapse.  The equity risk premium, the most important 
variable in the equity market valuation, is much harder to predict 

near-term.  High financial market volatility is likely to be tolerated 
longer than usual by global central banks given their intent on 
squashing inflation, which means we could be in for a bumpy ride. 

We believe the best investment strategy for the current 
environment is to focus on companies with strong business 
characteristics such as high profitability, low debt levels, and 
strong cash flow generation.  Companies with these strong 
business characteristics, coupled with attractive valuations, should 
be in a good position to outperform in this current volatile 
environment and grow their earnings longer term.    

 
DuPont Capital  

Emerging Markets 
MSCI Emerging  
Markets Index 

# of Securities 75 1,382 

Active Share 73.0 -- 

Price/Earnings 10.4 11.2 

P/E using FY1 Est 9.2 10.7 

P/E using FY2 Est 8.2 10.3 

Price to Cash Flow 11.2 19.5 

Dividend Yield 3.2 3.1 

Est 3-5 Yr EPS Growth 11.6 13.3 

Price/Book 1.3 1.7 

ROE 12.3 13.2 

ROA 7.6 8.5 

LT Debt to Capital 21.2 21.8 

Market Capitalization 76,294 67,192 

Exhibit 7:  Summary of Portfolio Characteristics 

As of June 30, 2022 
Source:  DuPont Capital 

I have a 12-year-old son that has a very curious mind.  He loves 
dissecting things, taking them apart to discover their inner 
workings.  The problem arises when there are parts left over 
after he “put it back together”.  Despite his occasional failing 
over the years, he has gotten so proficient in his understanding 
of electronics that all electronic problems go to him now, not 
dad.  And if he can’t fix it, well, its time has come, and its 
destined for the landfill.  Taking a page out of my son’s book, 
we will attempt to dissect past bear markets in the hopes of 
finding clues into the workings of this one. 

Because we have a quantitative focus, we are more concerned 
about the inner factor workings of prior bear markets.  But 
before we can comb through our historical factor library, we 
need to define what a bear market is.  To do this we used the 
standard definition, being a greater-than 20% decline from a 
prior high, all on a monthly basis, with one exception.   
Following the monthly high in August 2018, the Russell 2000 
declined 23% but did not recover that prior monthly high 
before the Covid crash of March 2020 (this is also true using 
daily pricing). As such, the 2018 bear market for the Russell 
2000 technically lasted until the bottom in March 2020.  
However, most other market indices did recover their high, 
thus triggering a new bear market during March 2020.  So, for 

U.S. Small Cap, Structured Equities 
Caleb Piper, CFA, Portfolio Manager and Senior Investment  Analyst 
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2018, we considered it a separate bear market to the March 
2020 bear market to be consistent with other broad market 
indices.  We restricted our lookback window to 20 years.   

Results are shown in Exhibit 8, with the current bear market 
shown at the bottom.  At a high level, we are eight months into 
the current bear market and down 26% on a month end basis.   

Prior bear markets seem to fall into two categories, short and 
sharp (3-5 months in duration and down -26% to -34%) or long 
and painful (i.e. 2008 Global Financial Crisis or GFC).  To date, 
our current experience seems to be a mix.  At eight months, we 
are past the “short and sharp” comparisons from a duration 
standpoint, but eight months into the GFC, the Russell 2000 
was only down -16% vs our current situation of down -26%.  In 
addition, our current drawdown, at -26%, is on the lower end of 
the historical range.  While inconclusive, the comparisons don’t 
lend themselves to the conclusion that we are done just yet. 

Turning our attention to factor investing, we calculated the 
average monthly return spread for each factor during each bear 
market, with the condensed results shown in Exhibit 9.  Factor 
spread returns for the Growth, Sentiment, and Quality factor 
families largely fall within performance ranges we have seen in 
prior bear markets.  But Value is way outside past ranges.  The 
best past monthly spread return Value produced was in the 
GFC bear market, which at 0.4%, pales in comparison to Value’s 
performance in the current bear market of 3.1%.  What is even 
more surprising is that it has been the cyclical value factors 
(made up of sales-to-price and assets-to-price factors) that are 
leading the way this time.  Historically, these factors are the 
worst performing value factors, averaging a -2.6% monthly 
spread return during past bear markets, easily the worst 
performing factors, underperforming the next worst factor by 
over 100bps.  This time, they are up 2.5% on a monthly basis. 

Exhibit 10 shows the change in monthly factor performance 
between the average of the past four bear markets and the 
current bear market.  Each factor is color coded according to 
the factor family it belongs to.  What is obviously striking is that 
the top eight largest differences in monthly spread returns are 
all Value factors.  We believe this is strong evidence that we 
have witnessed a sea change in the investing landscape.  The 
previous decade (2010s) was Growth’s decade.  Deflationary 
forces were strong, forcing rates lower and growth to be a 
prized commodity.  Growth was the dominating factor, while 
Value showed only limited pockets of strength.  However, it 
would seem that the investing winds have changed directions.  
Value is dominating while Growth factors are seemly weak.  

Last decade was the decade to own Growth and rent Value.  
We believe the evidence that this decade is the decade to own 
Value and rent Growth continues to grow stronger. 

Exhibit 9: Average Monthly Spread Returns  

Source: DuPont Capital, Barra 

Exhibit 8:  Russell 2000 Bear Market Statistics Over Last 20 Years  

Source:  DuPont Capital, Russell 

Exhibit 10: Difference Between the Average Monthly Spread Returns of Past 
Bear Markets vs the Current Bear Market  

Source: DuPont Capital, Barra 
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Merger Arbitrage 
Harris Arch, CFA, Portfolio Manager and Senior Equity Analyst 
Dan Moore, CFA  Portfolio Manager, Merger Arbitrage 

The substantial equity market selloff in the past quarter has led to 
significant weakening in merger arbitrage spreads as investors 
have become more cautious.  We have witnessed these periods of 
selling and deleveraging on several occasions over the past seven 
years of managing the portfolio.  In many arbitrage situations, the 
standalone value of the target has declined, so the downside po-
tential in the event of a deal break has increased.  Even if the 
breakeven probability of a deal remains unchanged, the spread 
will widen to reflect the greater downside risk.   

In this current environment, there is substantial fear that deals 
could either reprice or break, similar to the start of the coronavirus 
pandemic in March 2020.  We think this level of risk aversion is 
overstated and provides opportunities to add or initiate in certain 
positions.  Why do we believe deals will close?  Unlike March 2020, 
the possibility of invoking a Material Adverse Event is lacking.  
Events such as the coronavirus pandemic, war (Russia-Ukraine), 
and recessions are often carved out of a MAE clause, meaning the 
buyer cannot abandon the deal simply because those events have 
occurred.  It is also important to recognize that in the wake of the 
coronavirus pandemic, the courts still did not find that the pan-
demic was a MAE during lawsuits.  In certain situations, the parties 
agreed to settle with a nominal price cut rather than continue liti-
gation.  

In many private equity deals, the arbitrage spreads have widened 
over fears that the buyers will not be able to obtain debt financing.  
We believe those concerns are inaccurate.  In most merger agree-
ments, the debt financing is contractually committed by the invest-
ment banks or more recently, private credit funds.  In past situa-
tions where the credit markets froze, the banks still provided fi-
nancing, and at a later point when the markets improved, the 
banks then syndicated the debt.  Year to date, while high yield 
issuance has been light and challenging, the leveraged loan market 
has been fairly open.  Additionally, private credit funds have sub-
stantial dry powder and have agreed to fund certain announced 
deals such Thoma Bravo’s acquisition of Anaplan and SailPoint.  As 
financing terms have become more favorable to lenders, we have 
seen private credit funds opportunistically step up to invest in sev-
eral recent situations such as CDK, Nielsen, and Carvana  

While private credit funds have substantial dry powder, private 
equity firms do as well, given record fundraising levels over the 
past two years.  If a deal encounters difficulty, we have seen in-

stances where the sponsor is willing to increase the equity compo-
nent and reduce the debt in order to close the deal.  Furthermore, 
if a private equity buyer abandons an agreed upon deal, we be-
lieve that will sully their reputation and harm their ability to com-
pete in future deals.  

Sellers will rightly view that buyer as less credible.  Private equity 
firms want to deploy their capital in attractive situations and walk-
ing away from current deals will disadvantage their future deal 
sourcing abilities.     

Earlier this year, there were certain pending merger arbitrage 
deals that were trading too tight in our opinion.  Given the recent 
selloff, we have found opportunities to initiate or modestly add to 
existing positions in situations where we believe there is a path to 
successful deal closure.    

 

Global Ex-U.S. Small Cap Structured Equity 
Juncai Yang, CFA  Portfolio Manager and Senior Investment Analyst 

The Global Ex-U.S. small cap strategy outperformed its benchmark 
the second quarter, which brings that year-to-date alpha back into 
positive territory. 

Based on YTD Barra attribution analysis, alpha impacts from coun-
try and industry exposures were positive while impacts from risk 
factors and non-Barra factors were negative. Looking at risk factors 
alone, positive exposure to earning yield and negative exposure to 
residual risk added alpha, while positive exposure to beta and 
growth subtracted alpha. 

Based on simple one-dimensional year-to-date attribution analysis, 
from a sector perspective, the industrials and real estate sectors 
added the most alpha, while negative impacts came from consum-
er discretionary and materials. From a country perspective, Swe-
den, Norway, and Canada added the most alpha, while Japan, Tai-
wan, and India were negative. 

Our portfolio prefers positive exposure to earning yield, growth, 
size, and dividend yield, and negative exposure to residual risk and 
leverage.  We are  cautious on other factors such as momentum 
and beta as well. Global market volatility increased dramatically on 
inflation and recession concerns, so our disciplined risk manage-
ment approach on country, industry, and risk factor exposures is 
unchanged.  
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About our firm: 

DuPont Capital Management is an SEC registered investment advisor based in Wilmington, Delaware. Since the firm’s establishment in 1993, we’ve 
had a long history of developing global investment opportunities in both traditional and alternative strategies across equity, fixed income and 
alternative investments. Our investment team structure gives us the ability to be flexible and adapt to changing market conditions. DuPont Capital’s 
focus is delivering consistent investment management results for our clients.  Our history of institutional asset management is rooted back to 1942 
when our former parent company, DuPont, established a pension plan for its employees. Corteva Inc. succeeded DuPont as sponsor of the DuPont 
Pension Plan in 2019.  DuPont Capital is a wholly owned subsidiary of Corteva and continues to manage the legacy DuPont Pension Plan. 

DuPont Capital’s President and CEO, Valerie Sill believes in education and diversity of experience as represented in our investment teams which are 
comprised of PhDs, engineers, medical doctors, and scientists.  We believe their global expertise creates a portfolio implementation edge that 
benefits our clients. 

For additional information, please contact: 

Mr. William Smith 
Managing Director 
Business Development and Client Service 
(302) 477-6204 
Bill Smith@dupontcapital.com 

Important Disclosures: 

The information contained in this memorandum is intended for the sole use of understanding and evaluating the impact of market events and is not designed or 
intended to be used for any other purpose.   The document may contain forward-looking statements, which are based on current opinions, expectations and 
projections. DCM undertakes no obligation to update or revise any opinions or statements herein. Actual results could differ materially from those anticipated in 
forward-looking statements.   Information contained herein has been obtained from sources believed to be reliable, but DCM does not guarantee the accuracy, 
adequacy or completeness of such information.  An investment in securities includes risk of loss. There is no guarantee that any investment in the securities 
mentioned will be profitable.  Past performance is not indicative of future results. 

This document is not intended as an offer or solicitation for the purchase or sale of any security or financial instrument or as a recommendation to invest in any of the 
securities or financial instruments discussed herein. Registration of an investment adviser with the SEC does not imply any level of skill or training.  No part of this 
presentation may be reproduced in any form. 

Composite Performance - Disclosures 

1. DCM is an investment adviser registered under the Investment Advisers Act of 1940.  DCM is a wholly owned subsidiary of Corteva, Inc. 2.  Performance results 
reflect the reinvestment of dividends, income and other earnings 3.  Gross-of-Fees returns are presented before management and custodial fees but after all trading 
expenses.  Net-of-Fees returns are calculated by deducting the highest applicable fee rate in effect for the respective time period from the gross return.  Actual fees 
may vary depending on, among other things, the applicable fee schedule and portfolios size.  DCM’s fees are available upon request and also may be found in Part II of 
our Form ADV.  4.  Securities and other instruments in which the composite invests may be denominated or quoted in currencies other than the U.S. dollar (Base 
Currency). Changes in foreign currency exchange rates can affect the value of an investor's account.  This risk, generally known as “currency risk,” means that a strong 
U.S. dollar (Base Currency) will reduce returns for investors while a weak U.S. dollar (Base Currency) will increase those returns. 5.  Past performance is not indicative 
of future performance.  It should not be assumed that results in the future will be profitable or equal to past performance.  These performance disclosures apply to all 
of the DCM investment performance data presented herein.    

Composite Descriptions: 

DCM Small Cap Equity (inception date – 04/01/1999) includes all accounts that are primarily invested in U.S. small cap equity securities utilizing a value-based strategy.  
This strategy, which is industry neutral, utilizes a multi-factor model that includes proprietary estimates of normalized earnings, normalized cash flow, sustainable 
growth, and quality.  The composite benchmark is the Russell 2000® Index.  

DCM Value Creators - US Mid Cap (inception date – 01/01/2017) includes all accounts that are primarily invested in U.S. mid cap equity securities utilizing a discount to 
intrinsic value-based strategy.  Investments are focused in companies having a favorable competitive environment, excellent management teams, superior 
fundamental outlooks, and return incentives well-aligned with shareholders.  Through in-depth fundamental research supplemented by quantitative screening, the 
portfolio targets investments possessing these characteristics which we believe have the greatest potential to generate superior per share value creation throughout 
economic cycles. The composite benchmark is the S&P 400 Index.   

DCM Value Creators - US Large Cap (inception date – 01/01/2017)  includes all accounts that are primarily invested in U.S. Large cap equity securities utilizing a 
discount to intrinsic value-based strategy.  Investments are focused in companies having a favorable competitive environment, excellent management teams, superior 
fundamental outlooks, and return incentives well-aligned with shareholders.  Through in-depth fundamental research supplemented by quantitative screening, the 
portfolio targets investments possessing these characteristics which we believe have the greatest potential to generate superior per share value creation throughout 
economic cycles.  The composite benchmark is the S&P 500 Index. 
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Composite Descriptions (continued): 

DCM Merger Arbitrage (inception date – 06/01/2015) includes all accounts that invests in pending merger and acquisition deals, seeking to capture the spread 
between the target’s current price and the deal price upon close. The strategy invests in both cash and stock deals.  The strategy also invests in Special Acquisition 
Companies (“SPACs”).  The strategy portfolio weightings are dependent on the risk and return characteristics of the pending deal and SPAC opportunities. The strategy 
makes use of leverage by borrowing securities for shorting from the Prime Broker.  The gross leverage of accounts in the composite may be up to, but not exceed, 
200% of capital.  The composite benchmark is the 3 Month T-Bill.  

DCM Merger Arbitrage Enhanced (inception date – 03/01/2020)  includes all accounts that invests in pending merger and acquisition deals, seeking to capture the 
spread between the target’s current price and the deal price upon close. The strategy invests in both cash and stock deals.   The strategy also invests in Special 
Acquisition Companies (“SPACs”).  The strategy portfolio weightings are dependent on the risk and return characteristics of the pending deal and SPAC opportunities. 
The strategy makes use of leverage by borrowing capital and borrowing securities for shorting from the Prime Broker.  The net leverage of accounts in the composite 
may be up to, but not exceed, 300% of capital.  The composite benchmark is the 3 Month T-Bill.  

DCM Global Ex-US Small Cap Structured Equity (Inception Date – 01/01/2015)  includes all accounts invested in global small cap (Ex-US) securities that utilize a 
quantitative value-based strategy that ranks stocks based on several measures of value, sentiment and improving risk. Portfolio optimization influences stock 
weighting. This strategy is industry and country neutral.  The composite benchmark is the MSCI ACWI Ex-US Small Cap Index.  

DCM International Equity (inception date –01/01/2017) includes all accounts that are primarily invested in non-US equity securities. Portfolio holdings include equity 
securities from developed and on occasion emerging markets. This strategy uses a bottom up fundamental approach investing in stocks that trade at a discount to 
their intrinsic value, supplemented by measures of business quality and improving fundamentals.   The composite benchmark is the MSCI World Ex-US Index.  Effective 
01/01/2020, the benchmark changed for this composite to the MSCI World Ex-US Index from the MSCI EAFE Index.  

DCM Emerging Markets Equity (inception date –10/01/1999) includes all separately managed and sub-advised accounts that are primarily invested in equity securities 
incorporated in emerging market countries.  The strategy invests primarily in ordinary shares; however, it can also invest in American Depository Receipts (ADR), 
Global Depository Receipts (GDR) and US dollar-denominated equity securities.  This is a value-based strategy which seeks to broadly diversify holdings across 
emerging market countries, striving to overweight companies that trade at a discount to their intrinsic value, supplemented by measures of business quality and 
improving fundamentals. .  The composite benchmark is the MSCI Emerging Markets Index  

Benchmark Descriptions: 

The Russell 2000® Index is based on 2,000 small-cap companies in the Russell 3000® Index.  The index returns are calculated on a total return basis with dividends 
reinvested.  The returns for this index do not include any transaction costs, management fees or other costs.  

The S&P 400 Index is a market-capitalization-weighted index of 400 U.S. publicly traded companies with mid-range capitalizations.  The returns for this index are 
calculated on a total return basis with dividends reinvested, however do not include any transaction costs, management fees or other costs. 

The S&P 500 Index is a market-capitalization-weighted index of the 500 largest U.S. publicly traded companies.  The returns for this index are calculated on a total 
return basis with dividends reinvested, however do not include any transaction costs, management fees or other costs. 

3-Month T-bills are issued by the U.S. Government and mature every three months.  

MSCI ACWI Ex-US Small Cap Index, which captures small cap representation across 22 of 23 developed markets countries (excluding the US) and 25 emerging markets 
countries. With 4,384 constituents, the index covers approximately 14% of the global equity opportunity set outside the US. This index is net total return which 
reinvests dividends after the deduction of withholding taxes.  The returns for this index do not include any transaction costs, management fees or other costs.   

The MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to measure equity market performance of emerging markets.  
This index is net total return which reinvests dividends after the deduction of withholding taxes.  MSCI uses the maximum withholding tax rate applicable to 
institutional investors.  The returns for this index do not include any transaction costs, management fees or other costs.  

The MSCI World Ex-US Index is a free float-adjusted market capitalization index that is designed to measure the equity market performance of developed markets, 
excluding the US.  This index is net total return which reinvests dividends after the deduction of withholding taxes.  The returns for this index do not include any 
transaction costs, management fees or other costs.  


