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SUMMARY:

U.S. equities were lower for the third straight week (S&P 500 -2.7%) posting the worst weekly performance since early December. The
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path of least resistance has been to the downside amid repricing around the Fed rate path. (Markets are now pricing in a peak fed

funds rate of around 5.38%, up by 60bp over the last month.) Best sectors were energy (0.2%) and materials (-0.1%); worst sectors were

consumer discretionary (-4.4%) and communication services (-4.4%).

KEY TAKEAWAYS:

10.

The economy has started out 2023 stronger than expected. (Payrolls
surprised to the upside, service PMIs improved, and retail sales were strong.)

The Conference Board’s U.S. Leading Economic Indicators (LEIs) fell by 0.3%
m/m in January, marking the 10th straight monthly decline. (The LEl is a
leading indicator of recessions.)

It is worth remembering that the first U.S. rate hike happened less than one
year ago. While this has been more than enough time to weaken hyper-rate-
sensitive housing investment, it has not yet been enough time to impact the
broader economy. The current U.S. housing recession is possibly the canary in
the coal mine for an economic recession that starts at some point in 2023.

Our sense remains that the Fed will hike higher and/or for longer than the
consensus expects making a recession more likely.

It is possible that the Fed “pivot” will be accepting 3% inflation rather than
insisting on 2%.

Q4 estimates have fallen 1.7% since January 1vs. an average increase of 2.8%,
the largest decline in 24 years outside a recession.

After the gargantuan returns in energy stocks in 2021 and 2022, calling for
another year of outperformance raises skepticism. But in light of 1) strong
cash flow, 2) capital discipline, and 3) China’s reopening, we continue to favor
energy.

The budget deficit and federal debt will be a major issue this summer and for
years to come.

Having declared for President, Nikki Haley is attempting to make age/
generational change a major issue for 2024 (obviously aimed at Joe Biden
and Donald Trump).

The cold war between the U.S. and China is worsening as China is hinting that
it might send weapons to Russia, which would cross a “red line,” officials in
Washington contend.
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RISING RATE EXPECTATIONS DUE TO STICKY INFLATION
HAUNT EQUITY MARKETS

The catalyst for higher yields is growing signs of a revival in previously lagging or weak
economic areas. This raises the odds that inflation will prove stickier and level off well above
2% which is not consistent with current bond market (or perhaps stock market) pricing. Two-year
government bond yields have hit a new cycle high raising concerns about the longer-end of the curve.
The risk for bond market expectations is that central banks are not going to be able to pause beyond the near
run as is widely expected, nor will rates be lowered thereafter. Rather, there are increasing odds that central banks will

have to continue tightening policy, possibly spurring another upleg in bond yields.

A globally-induced, rather than domestically-driven, increase in borrowing rates in weaker economies could prove troublesome and

expedite the end of the global economic expansion. A durable upside breakout
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valuations. The rise in bond yields initially hurts risk asset markets even if good
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surge in inflation during 2021-2022 was one-off in nature, but involved
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modest acceleration in activity is underway in many economies and where inflation will prove sticky.

CONCLUSION:

The equity market rebound that took equities to six-month highs reflected a view that recession could be avoided and that earnings
could stay resilient. We believe that rally has ended due to 1) a yield curve that is heavily inverted, 2) declining money supply, and 3) rising
interest rate expectations. The hoped-for central bank pause and expectations for lower rates down the road will prove misplaced (or at
least very premature). The recent firming in global growth will reinforce the underlying uptrend in inflation and keep pressure on central

banks, which will ultimately sustain the negative cyclical investment backdrop, and eventually lead to recession.

Data from Bloomberg, as of 2/24/2023.
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