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Trying to Keep an Open Mind

e Equity market rally discounts a re-run of the Goldilocks scenario

« We accept the idea that US inflation may be peaking but we fear it will be
sticky at around 5%.

« We struggle with market’s pricing that the Fed funds rate will peak at the
turn of the year

e US corporate earnings are OK but with weak momentum. Later quarters
will be much more challenging

o Global credit market rally mirrors equities and carries the same downside
risk

You might also like our The dollar — the best of a bad bunch and US inflation hits 9% and
everything is fine right? Click here to read them for free.
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The past two weeks have seen a sharp surge in equities with investors taking the view that
bad macroeconomic news is good news for markets. That view is built on the premise that if
growth data is poor, the Fed will back off from raising interest rates. While we take exception
to such a view, we also understand that it’s wrong to out rightly dismiss this notion when it
has served investors well in the past.

The global growth backdrop to markets remains weak and market movements of late have
often reflected the investors’ predicament. In fact, last week appeared to be a microcosm of
recent years. Last week the US reported its second consecutive quarter of negative GDP
growth, implying a technical recession. However, we tend to take the early estimates of GDP
growth with a pinch of salt as they are often subject to revisions. Moreover, technical
indicators aside, it doesn’t look like the US economy was facing recessionary pressures in the
first half of the year. But there’s no denying the fact that there are headwinds. Latest data for
capital investment, for instance, was particularly weak in the second quarter, reinforcing the
view that companies continue to remain cautious. Corporates are facing an acceleration in
employment costs with the employment cost index up above expectations at a 6% annualised
rate.

In our view, the downside to maintaining a tactically cautious stance on risk assets is that
inflation abates in the coming months — as it is almost certain, too — and the market
interprets it as giving the Fed an opportunity to pull back from further meaningful
tightening. However, it is worth emphasising at this point that while there is significant
support for the notion that inflation will indeed abate, there is also a strong body of
economists expecting US inflation to remain sticky at around the 5-7% level. If US inflation
indeed hovers around even 5%, it is difficult to see the US Fed funds rate peaking at just 3.5%.

US corporate earnings reports are also open to interpretation. They can be best summarised
as better than feared but with weak momentum. Approximately half of the S&P 500
companies have already reported earnings, with 67% of them beating second-quarter
earnings projections. However, this compares with an average of 79% of companies that have
typically beaten earnings estimates in the previous four quarters. At just 0.8%, the scale of the
earnings beat this time is starkly more modest than the normal average of 11.2% seen over
the previous four quarters. The positive surprises are also concentrated in a handful of sectors
such as staples, energy and healthcare.

The better-than-expected US corporate profits have also not led to upgrades to full-year profit
forecasts. Indeed, aggregate earnings forecasts for the full year are down 0.65% and estimates
for 2023 have fallen 1.2%.

After the Fed increased interest rates by 75bps, it seems quite extraordinary that US 10-year
yields that have fallen as low as 2.60% level. We still worry that the Fed may have much more
work to do than is implied in market pricing of future level of Fed policy rates. The market
expects the Fed to be cutting interest rates through much of 2023. A peak in policy rates at
around 3.5% and then declines to 2.5% by the end of 2023 represent a very benign
perspective of how the inflation story will work out. In particular we don’t see how a 2.60%
10-year bond yield represents value if inflation hangs around the 5% level.
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Chart 1: Global High Yield Bonds Yield to Worse
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The rally in the credit markets is also challenging to square with the likely risk of defaults in
the coming year. However, we also understand why investors were tempted to buy global
high yield at around 9%, even optically, such a yield level looked attractive. But, the difficulties
in the global economy have barely started, and defaults will surely rise. The real trouble in
global high yield sees yields up to 18% (Global Financial Crisis) and 14% (Global economic
demise in 2000-2002). It goes back to how this cycle will play out. If it's 'normal' with
policymakers supportive and in control, then yields approaching 10% would be attractive.
However, the word normal doesn't seem to ring true when you see inflation at close to
double-digit around the world, fiscal policy tightening and central banks cutting quantitative
easing and raising interest rates.

Chart 2: Market pricing of Fed policy rates
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Disclaimer & Important Notice
FOR THE INTENDED RECIPIENT’S USE ONLY
The Global CIO Office operates under Purple Asset Management. This document has been prepared by Purple Asset Management Limited (“PAM” or the “Company”).

The document has been prepared on the basis of accounting and non-accounting grade information extracted from within the Company and its affiliates; and of publicly available economic
and market data sources. This information has not been verified by an independent third party and should be treated accordingly. It is furnished to you solely for your information, should
not be treated as giving investment advice and is to be kept confidential and may not be copied, reproduced, distributed, published, in whole or in part, or otherwise made available to any
other person by any recipient.

The facts and information contained herein are as up to date as is reasonably possible and are subject to revision in the future. Neither PAM nor any of its directors, officers, employees or
advisors nor any other person makes any representation or warranty, express or implied, as to the accuracy or completeness of the information contained in this document or undertakes
any obligation to provide recipients with any additional information. Neither PAM nor any of its directors, officers, employees and advisors nor any other person shall have any liability
whatsoever for losses howsoever arising, directly or indirectly, from any use of this document.

Whilst all reasonable care has been taken to ensure that the facts stated herein are accurate and that the opinions contained herein are fair and reasonable, this document is selective in
nature and is intended to provide an introduction to, and overview of, the business of PAM. Any opinions expressed in this document are subject to change without notice and neither PAM
nor any other person is under any obligation to update or keep current the information contained herein.

Such information contains “forward-looking statements” which are not historical facts and include expressions about management’s confidence and strategies and management’s
expectations about future revenues, new and existing clients, business opportunities, economic and market conditions. These statements are made on the basis of current knowledge and
assumptions. Various factors could cause actual future results, performance or events to differ materially from those described in these statements. These statements may not be regarded
as a representation that anticipated events will occur or that expected objectives will be achieved. The forward-looking statements in this document are only valid until the date of this
document and ISI does not undertake to update any forward-looking statement to reflect events or circumstances after the date hereof or to reflect the occurrence of unanticipated events.
This document is not an offer to sell securities or the solicitation of an offer to buy securities, nor shall there be any offer or sale of securities in any jurisdiction in which such offer or sale
would be unlawful prior to registration or qualification under the securities laws of such jurisdiction.
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