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SUMMARY:

Stocks rose last week (S&P 500 +4.7%) after falling to a 2.5 year low the week
before. The increase was attributable to technical and sentiment reasons, but also
Q3 earnings reports coming in less bad than feared. Best sectors were energy
(+8.1%), technology (+6.5%), and materials (+6.2%); worst sectors were utilities

(+2.0%), consumer staples (+2.2%), and healthcare (+2.3%).

KEY TAKEAWAYS:

1. The Fed's tone has shifted recently with several FOMC members
acknowledging that the pace of tightening will need to moderate in the
coming months. This could cause the Fed to reduce the pace of tightening in
December and then pause rate hikes early next year.

2. Anumber of indicators have suggested that inflation pressures may be starting
to ease (e.g., wage pressures.)

3. Afurther decline in the leading economic indicators (LEI) coupled with an
increasingly inverted yield curve raises the probability of a recession in 2023.

4. 30-year fixed mortgage rates are up more than 400bps since the 2021 low
mortgage applications have fallen more than 50%, and the new and existing
home sales have fallen more than 25%. So far, however, home prices are still
rising.

5. S&P 500 2023 estimated earnings peaked in July at just above $250. Estimates
have recently fallen to below $240. We think the number may come in closer
to $200.

6. The soaring dollar is exporting inflation to the rest of the world and putting
pressure on foreign central banks to raise their rates more aggressively. Credit
crunches and hard landings are more likely overseas than in the U.S.

7. Undecided voters are breaking towards the Republicans. If this continues, U.S.
voters will have removed the party in power in eight of the past nine elections.
Increased political volatility increases policy uncertainty.

8. Many market breadth measures indicate that sentiment is depressed. From a
contrarian perspective, this implies that U.S. stocks are meaningfully oversold
and potentially ready for a rebound.

9. Abullish narrative could be 1) inflation has peaked and is now falling, 2) the
Fed will cease interest rate increases post year-end, and 3) earnings continue
to hold up better than expected. The probability of these actually occurring
seems to be increasing.

10. Small stocks (Russell 2000) are selling at the lowest relative multiple since the
bursting of the tech bubble in 2000-2001, and typically outperform once a
recovery starts.
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FIXED INCOME MARKETS TWEEK | YEARTO-DATE SUSTAINED RALLY IN STOCKS REQUIRES CALM BOND MARKET
(INDEX TOTAL RETURN) Global equities attempted yet another rally and again have run into an

BLOOMBERG e e uncooperative bond market. Weakness in bonds reflects ongoing concerns that
U.S. AGGREGATE BOND er Iee

inflation will prove sticky, which in turn increases equity investors’ concerns that

BLOOMBERG U.S. CORP o o, the endpoint will be a recession. Although many leading inflation measures have
HIGH YIELD 0.33% -14.21%
rolled over, the impact has yet to show up in actual CPl. As we know, central
ELOOMBERG U.s. GOV/ -1.03% 17.06% banks belatedly and aggressively responded to the surge in global inflation. In
REDIT ’ ’
addition, the war in Ukraine, Europe’s energy crisis and China’s Covid-zero policy
BLOOMBERG 0.04% 0.76% have all added to inflation and economic strains.

U.S. T-BILL 1-3 MONTH

One silver lining is that global equities and bonds are deeply oversold, while
pnetleigvaslhad (WX AV RYT R XYyl the U.S. dollar is extremely overbought. The bar for a solid positive rebound in
(INDEX TOTAL RETURN)

financial asset prices is rather low, given the gloomy current outlook. We remain
REAL ESTATE (FTSE

NAREIT) 1.85% -30.61%  more upbeat than consensus on underlying economic resilience, although we are
also more concerned than the consensus about the longer-term inflation outlook.
COMMODITIES (DJ) -2.04% 13.58%  Nevertheless, there are good prospects for a decent reprieve rally provided

that this year's bad news gives way to better news (or even just less bad news),
GLOBAL LISTED PRIVATE . . e R : _
EQUITY (RED ROCKS) 1.48% -43.04%  starting with at least some easing in inflation from 40-year highs. Cyclically,
however, we doubt that a new bull phase will emerge until it is clear that inflation
CURRENCIES (DB G10 0.74% 6.36%
CURRENCY FUTURE) A 297 will sustainably return to low levels. Here the odds are still low.

So far, corporate earnings have only been downgraded modestly, while equity
valuations have declined considerably. Q3 corporate earning season so far has shown acceptable underlying profitability and better than
headline economic numbers and sentiment suggest. The solid recent results from U.S. banks underscore that conditions are far from

recessionary. The downside of relatively good corporate results, however, is that it also reflects the increase in pricing power (higher inflation).

To summarize, a more durable rally may develop due to an oversold condition, horrible sentiment, Q3 earnings not bad (especially banks),
more reasonable valuations, short covering, and renewed thoughts that the Fed may finish raising rates by year-end. We continue to think
stocks have moved from free-falling (January 3 — June 16) to volatile side-wise trading (stocks are up from the June 16 low four months ago)
and that the bulls and bears will both continue to be frustrated. A sustained move to the upside probably requires the bond market to calm

down.

CONCLUSION:

Periodic tactical opportunities to go long risk assets are expected to develop whenever inflation pressures ease and bond markets calm,
especially since the global economy is more resilient than is widely believed. There are good odds of such a development in the coming
months once the Fed turns less hawkish. However, the cyclical global outlook remains worrisome, since a return to low inflation is unlikely
absent a recession. A potential for dislocation (credit or liquidity problems) is possible (most likely outside the U.S.) given the quick pace of

central bank interest rate increases.

Data from Bloomberg, as of 10/21/2022.
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