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SUMMARY:

U.S. equities were mixed (S&P 500 +1.4%) in a week dominated by headlines around banking uncertainties. The market was whipsawed
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by evolving concerns about the banking industry following the regulatory shutdown of Silicon Valley Bank on Friday, March 10. Best

sectors were communication services (+6.9%) and technology (+5.7%); worst sectors were energy (-7.0%) and financials (-6.1%).

KEY TAKEAWAYS:

1

10.

We have warned often in our weekly commentaries that there are
consequences to raising interest rates at the fastest pace in U.S. history (0% to
4%% in less than 12 months). Every tightening cycle has experienced a credit
or liquidity problem (‘bump in the night”). Examples are: Continental Illinois -
1984, LTCM -1998, Eurozone Crisis - 2012. Now, Silicon Valley Bank - 2023.

The Fed and FDIC acted swiftly to contain the SVB debacle. We think the
regulators’ actions will work and this won't set off a credit crunch. But it will
help slow economic and employment growth.

An important and uncertain Fed meeting will occur this week. In light of
financial markets, 50bps is off the table. To do nothing could signal the Fed
is finished raising rates and/or there is something they “know” that will scare
the public. 25bps seems like the right answer.

We believe the ongoing impact of what the Fed has already done (massive
rate increases from zero to 4%2% in one year) is more important than whether
or not the Fed raises rates or not later this week.

While the Fed's tightening cycle is close to finished, the FOMC will need to
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see much more evidence of falling inflation and slower economic growth
before it considers rate cuts. Is it possible that the Fed may be too loose for
the economic data while simultaneously too tight for the banking system?

The eleventh straight month of falling Leading Economic Indicators (LEI)
point to slowing growth and an eventual recession. Bank failures are often a
“canary in the coal mine” warning that a U.S. recession is more imminent than
most economists anticipate.

The U.S. CPI rose +0.4% m/m (6.0% y/y) and the core CPI was +0.5% m/m
(5.5% y/y) in February. The U.S. labor market does not appear to have rolled
over enough to remove concerns about wage inflation yet.

Bond volatility has surged to the highest level since 2009 and is amplifying
stresses across credit and rates markets. This has driven an abrupt shift in Fed
rate path expectations.

The rally from October was just another bear market rally that ultimately
faded. The end of bear markets are typically punctuated by an event that
accelerates the market’s pricing of the true downside in earnings. We have
not seen that yet.

As we have been positing for quite some time, we still believe in front of us is
a mild recession, “the” bear market low, and then, yes, eventually a new bull
market.
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THE PLOT THICKENS AND GETS MORE TREACHEROUS
For many investors, the failure of Silicon Valley Bank and the knock-on effect it
has had on bank stocks has triggered memories of the Global Financial Crisis. Swift
action by policymakers and regulators has been designed to protect all deposits at any
failing bank. As a result, the large unrealized losses on the bonds held by banks do not threaten
a liquidity crunch in the banking system. The nature of today’s bank losses is quite different than the
2008 crisis, and is not related to economic problems and deteriorating credit.

Nevertheless, investors are shaken and prone to panic. While fear and panic creates a proclivity to spend less, the
economy now has lower borrowing rates, a reversal of some of the paper losses on government bonds, lower energy prices
and a near-certainty that the Fed and other central banks will slow their inflation fighting rate increases.

The ECB hiked rates last week (50bps) and, while the odds have declined, even
the Fed may vote for a 25bps hike next week. However, the hawkish rhetoric of
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soon restored, we think that the Fed will hike the policy rate to 5-5.25% and hold
it at that level through year-end.
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“shoes stop dropping,” as investors are fearful of further contagion. While we
expect these events will slow economic growth somewhat (and therefore
do some of the work for the Fed), we do not envision meaningful economic
fallout from what were unique conditions for a few banks. The rapid end of
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for periodic eruptions during the transition to more normal policies. Risk-

off could persist in the near term until investors shift from indiscriminate dumping to looking for opportunities amidst the panic.
Thereafter, a rebound seems likely and we would look to play such a shift, at least until government bond yields and policy rates resume
their cyclical advance. We are still cyclically cautious as the inflationary backdrop is not going to end without some real economic pain

(probably a mild recession).

CONCLUSION:

The risk-off backdrop could persist in the near term, until banking fears start to subside. Policy steps to backstop banking systems are
occurring and should succeed. We believe the bond market’s dovish rate cut bets are an overreaction and will unwind as contagion
concerns in the banking sector ease up further. Economic growth is likely to continue to downshift as further impact from what the Fed
has already done (O to 4 2% Fed funds in twelve months) is felt.

Data from Bloomberg, as of 3/17/2023.
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