< Sanctum Wealth

THE BIG PICTURE OF GLOBAL ECONOMICS
GLOBAL CIO WEEKLY BY GARY DUGAN

Sanctum Yiew

August 24, 2022

Bonds to Edge Equities

e The market is pricing a more aggressive Fed than previously thought.

e« We expect Fed action and signs of a potential sharp slowdown in US
growth to be more challenging for equities than bonds.

o Watch to see if institutional buying protects the 3.0% level on the US 10
year government bond yield.

e The recent equity rally could quickly unravel with an aggressive Fed and
fears of sharp US economic slowdown for which there is some tentative
evidence.

e The "quiet quitting" is another labour market phenomena to make us
concerned about poor productivity in the labour force.
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You might also like our A challenge and an opportunity and Are things really that good? Click
here to read them for free.

We see that both bonds and equities are under pressure as the Fed remains committed to a
more aggressive path for monetary tightening. However we suspect that Bonds will fare
better in coming weeks.

Both equities and bonds were under pressure last week, with the weakness particularly
noticeable in the US. After closing Friday in the red, US equities ended the week down 1-2%,
and the US 10-year bond yields inched up close to 20bps.

Other major equity markets fared better in local currency terms. Yet, the dollar’s strength was
re-established, leading to dollar-based investors losing 3.5% on outperforming eurozone
equities (at least in local currency terms) and a yen that weakened 3% against the dollar.

Market movements last week reflected the continued unease of investors. Although equities
had rallied hard in recent weeks, we saw little investor conviction that the rally was built on
any sense of a solid improvement in fundamentals. As it appears, this was merely a technical
rebound. For all the points that we stressed upon in our previous weekly commentary, we
believe very little has improved over the past six months, and the rally is at the risk of

unravelling.

We remain concerned that equities could see further downside in the coming months. We
expect the significant squeeze on real incomes to lead to a sharp setback in growth—to the
point that investors start fretting about the risk of a global recession. While much of the
attention is on the US, the scale of the potential setback in European growth will determine
the (negative) global implications. Last week's inflation report for the UK, for instance, showed
a frighteningly high inflation of 10.1%, ahead of expectations of 9.8%, and seemingly still
accelerating with a tailwind of sterling weakness. Indeed Citigroup are on the wires suggesting

a peak rate of over 16%!

On the flip side, we are more comfortable with bonds — less concerned that we will see a
further remarkable rise in bond yields. While we have longer-term concerns about global
inflation remaining sticky in the very near term, the risk of a marked weakening in global

growth should at the very least mitigate some of the upside risks for government bond yields.

In recent weeks, we have noted more institutional investors appearing prepared to tactically
buy US government bonds at close to the 3% level, suggesting that level to represent near-

term value if inflation is on its way down and growth is weakening.
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Last week’s industrial confidence surveys and the housing market data releases supported
the view that the US economy could be downshifting. Ordinarily, we do not quote the New
York Empire survey as we consider it a noisy data point. Still, the report for August released
last week was disappointing and indicated confidence had dipped to almost a two-decade low.
The drop in the index to -31 from 5 was on par with the collapse of Q1 2009 and close to the
worst seen during the COVID crisis. If other surveys replicate anything close to that scale of
deterioration, economists will scramble to declare a recession. To be fair, the Philadelphia Fed
survey was much better; however, forward-looking elements of the survey, particularly new

orders, were weak.

Chart 1: New York Fed Empire Survey Down Very Sharply
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The market's interpretation of Fed policy will determine whether the bond market can
regain the momentum of previous weeks when we saw both government bonds and credit
rally very strongly. The last set of the Fed meeting minutes released last week required a
significant degree of market interpretation. Fed communication quite frankly remains very
poor. While the minutes set out the scope for further Fed rate hikes to quell the inflation risk,
the market could interpret some comments as the Fed standing ready to adjust its policy
should growth stall. Investors, therefore, judged the report to be mildly dovish. The Fed still
seems to want the market to believe that it is there to support the financial markets if the

need arises.

The ambiguity about Fed policy is also evident in how it conducts its quantitative tightening
(QT). While the Fed has been aggressively raising rates, it has seemingly backed off from its
commitment to quantitative tightening. Despite what was supposed to be a QT programme
starting on June 1st, the Fed's balance sheet is broadly at the same level as at the end of
March. As Bloomberg reports, the Fed had an initial QT cap of $47.2bn per month, but in July
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the Fed only completed $22bn of QT (bond sales). It will be interesting to see if anything
changes in the coming months. In September, the Fed's QT cap rises to $95bn. Quite frankly,
the market at this stage doesn't believe the Fed will keep to its commitment; otherwise, bond

yields would probably be higher.

Our advice at this stage is that if investors feel compelled to recommit cash that is sitting on
the side lines, they would do well to invest in bonds than equities. Inflation should ease
further going forward, and any sense that the economy is slowing more rapidly could provide
scope for bonds to display some of the strength we saw just a couple of weeks back.
JPMorgan expects global inflation to nearly halve by the fourth quarter as the year-on-year
comparisons in price levels are not so extreme due to the moderation in energy and food

prices.

Chart 2: Will institutional Buying protect the 3% level of US 10 year Government bond
Yields?
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From a technical perspective, the US high yield market dynamics have been positive. A
marked global recession would damage earnings, but investors are sensing that there is
enough time to comfortably extract some returns from the markets without taking any
significant risk. July saw a 5.8% return from high yield, the highest monthly return since
October 2011. The ratio of credit upgrades to downgrades for high yield has remained
comfortably above one for more than 18 months. Also, default rates of less than 1% would
typically signal that investors can grab some extra return without taking any significant risk at
this juncture. Short-duration high-yield funds are an alternative for those wishing to de-risk

their investment.
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From "Great Retirement" to "Quiet Quitting"

The labour market is a source of concern for perpetuating inflation in the future. The great
retirement has left a number of service sectors very short of workers and pushed up wage
rate. Now comes news that even if there are workers, they may not be most the motivated.

As far as US unemployment is concerned, it is worth reflecting on some of the trends we have
seen in the labour market post-COVID. The “great retirement" left labour markets short of
available workers. Around 2.4mn more Americans retired in the first 18 months of the
pandemic than expected. More recently, 1.5mn have come back, driven partly by opportunity
as an improving economy created more jobs, and partly because of necessity, as rising
inflation squeezed incomes. The next problem for the labour market looks less easy to solve.
The latest phenomenon called "Quiet Quitting" is a growing trend of less than committed
workers, particularly among the young (Source: Mike Shedlock via MishTalk.com). A recent
Gallup survey of the US labour market found that more than 50% of those born after 1989
were not entirely engaged, meaning people that turn up for work but do the absolute

minimum.

The lack of workers has been a factor behind the surge in wage rates and added to the
inflation pressures. The additional 1.5mn retirees that have returned to the workforce will
help mitigate the wage pressure to some extent, but the “quiet quitting” is concerning.
Workers that are not engaged are less productive and weaker productivity reduces economic

growth, ultimately affecting corporate profitability.
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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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