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SUMMARY:

Stocks rose for the fifth consecutive week (the longest streak in over 18 months) with the S&P 500 +2.6%. As expected, the Fed paused
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its rate hikes but indicated the likelihood of future hikes down the line. Best sectors were technology (+4.4%) and materials (+3.3%); worst

sectors were energy (-0.7%) and financials (+1.2%).

KEY TAKEAWAYS:

10.

The Fed kept its policy rate unchanged at 5.00-5.25%, but indicated that it
would raise rates before year-end an additional 50 basis points according to
the median participant.

The European Central Bank (ECB) delivered a 25 basis point rate hike, raising
the policy rate to 3.5% - the highest since August 2001 and signaled that
further rate hikes are likely in July and potentially September.

Sharply lower energy prices helped hold down May headline inflation (+0.1%
m/m). That said, core is still running hot (up 0.4% m/m), and 4.5% - 5.0%
annualized - a pace certain to keep the Fed on edge.

U.S. initial jobless claims were flat at 262,000 equaling the higher level seen
last week. This points to somewhat continued slowing in labor markets.

Near-term recession risks have faded as seen in credit conditions and the
housing market in particular.

We still believe the lagged impact of the Fed’s aggressive tightening
campaign will eventually weigh on the labor market, consumer spending,
and corporate profits leading to a mild recession commencing before year-
end.

The Fed needs to push the policy rate well above its latest estimate of
terminal rate if it wants to bring inflation to its 2% goal and in our minds that
almost definitely means a recession. Time will tell.

U.S. debt service costs increased in May and now stand at 13% of tax revenues
the highest level since July 1999.

Information technology, communication services, and consumer
discretionary are the only sectors that have risen in the first five months of
the year with all three of them posting double-digit returns. (The other eight
sectors had negative returns.)

Last week, bulls surged and outnumbered the bears in sentiment surveys for
the first time since February. The shift in the data was striking and moved up
to more than a 20% differential but was still shy of the 30% level that often
signals trouble.
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MAGNITUDE OF THE EQUITY RALLY HAS SURPRISED US
(AND MOST OTHERS)

Capital markets are becoming more positive about the economic outlook. The
choppy and narrow uptrend in equities has recently solidified and credit spreads have
been tightening even as twelve-month fed funds rate expectations have climbed by roughly 100
basis points in the past month. Judging by recent actions, the market thinks the “long and variable
lags” from monetary policy tightening to the real economy have already come and gone with the party’s
punch bowl still in place.

The macro backdrop should remain relatively benign in the near term, reflecting resilient economic growth, easing headline
inflation, and a somewhat less threatening Fed. While a recession seems elusive despite a plethora of leading indicators pointing
in that direction, the economic expansion and investment climate are late-cycle, implying that risk exposures should be kept on a
shorter-than-normal leash. Another bout of bond market turbulence represents
a key risk to the benign near-term investment backdrop, and is inevitable down
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While monetary policy remains front and center, equities have captured the COMMODITIES (DJ) 4.25% 4.65%

limelight over the past few weeks. At the aggregate level, global equities are
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stocks, which account for some 28% of the S&P 500 market cap, are up

approximately 59% year-to-date, compared with a much more pedestrian 4% for the rest of the market. The valuation divergence is
equally stark, with the top seven stocks trading at a very rich 5.8x 2024 projected consensus revenues and 28x 2024 projected consensus
net income, compared with 1.9x and 16x, respectively, for the rest of the market. Beneath the surface, however, the equity picture is less
positive, which complicates investment strategy. The global equal-weighted index has bounced over the past two weeks, but has yet to

establish a clear uptrend.

CONCLUSION:

Capital market conditions are likely to remain benign in the near term. Market expectations of central bank rate cuts in the year ahead
are likely to continue to get unwound, creating valuation challenges for both stocks and bonds, not to mention profit margin pressures
and therefore, earnings estimate risks.

Data from Bloomberg, as of 6/16/2023.
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