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Economic and Market Update — HEADING IN THE RIGHT DIRECTION (12/31/2022)

Latest Developments and Economics

The economy added 263,000 jobs in November and the unemployment rate stayed at 3.7% - signs of growth and
a fairly resilient economy. The tightness in the labor market was also responsible for continued growth in wages
—about 5.1% increase year-over-year. This was not the direction that the Federal Reserve was hoping for in
trying to put the brakes on the economy. Other than labor and employment though, most data show a slowing
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slowing their increases. Of course, the Federal Reserve is looking for this to continue in the direction towards
their 2.0% average target. The employment and wage situation may make it difficult to get close to that target

soon. This may start to change
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Signs of a slowing economy are coming from many corners of the economy.

New Home Sales Drop
Longest streak of drops on record
=US New Home Sales (MoM) -7.67 New home sales have fallen for the last
10 months and only January was the only

. monthin 2022 with an increase. The
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median price of a new construction home

is $471,200 due to inflation in building

materials — 9.5% higher than last year.
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Higher Mortgage Rates Pressure Home Sales
Existing home sales have fallen off a cliff

as mortgage rates have increased
significantly. The rates have settled down
a bit with an average 30-year mortgage of
6.51%. The result is sales of just over 4
million units —down 1.50 million from the
beginning of the year.
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US Retail Sales Drop

M/M measure falls most since Dec 2022

The consumer is weakening also. Retail
sales had been robust but have weakened
to a-0.6% in the last reading. Autos and
building materials led the decline which
was broad. This was despite higher real
income due to increased salaries and
falling gasoline prices. It seems that low
saving rates and higher borrowing costs
are having an effect.
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Supply Chains Are Healing

The sIowmg economy COUpIed with NY Fed global supply chain index shows conditions rapidly improving

supply chains that are beginning to
recover have combined to let the
Federal Reserve slow the pace of
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interest rate increases. After 4
consecutive 0.75% rate increases
the Federal Reserve raised by
0.50% in December. Chairman

- 0
8 8
0197 WoJ4 SUOLRIARQ pJepuelS

o
8

8

2015 2016
Source: Federal Reserve Bank of New York
G571 trdex (Federsl Reserve Bank of New vork Global S.cply Crwin Pressws

2017 2018 2019 2020 2021 2022

Powell was very quick to state that
this does not mark a turning point
in the Fed’s positioning just a slowing pace. Chair Powell also said that the Fed will cut rates only when confident
that inflation is moving down in a sustained manner further indicating such cuts could occur in 2024 but not next
year. They also increased their ‘target’ endpoint in rates, which is higher than previously articulated. They now
see 5.00-5.25% as the current terminal rate but this is a moving target and, if inflation does not settle it could go
a bit higher. If this is the case, then they would have another 0.75% to go to reach their stated target from the
current 4.50% level. This is expected to come in the first half of 2023, but the exact path is not certain (it could
be 0.25% for the next three meetings or another 0.50% first followed by another 0.25%).
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2022: Year for the History Books
Nearly every central bank hiked over 250bps

The U.S. Central Bank isn’t the
only one raising rates globally.

BOE base rate
=ECB deposit rate
=Fed upper target rate
=RBA cash rate
=Bank of Canada rate
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In a surprise move, and a
significant change in interest
rate policy, even Japan made a
change that allows rates to

Japan Yield Rise Ripples
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In sum, they are

allowing rates to float up more — the same direction as most other developed central banks. This had the effect

Dollar's Downtrend
DXY likely moves back below 100
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of tanking Japanese stocks and the
value of bonds as yields rose quickly to
the 0.48% (chart above). It also had an
impact on the Japanese Yen as it rose
against most currencies including the
U.S. dollar. In fact, the dollar has been
heading down against major currencies
— a better direction from a U.S.
corporate profit and inflation
perspective.

Staying on the topic of international news, China also provided a huge surprise in December by basically

abandoning their Zero-COVID
policy that was in place for
three years. This policy
required significant mass
testing and the immediate
strict shutdown and
guarantine of whole cities
once COVID was detected.
The reversal is surprising given _ak_

It's Not Zero

Covid cases surge in China as '"Covid Zero' ends

27-Dec-2022

+3.00
2.00

1.00

0.00

4:06:12

+0.35M

r0.3M

+0.25M

+0.2M

+0.15M

+0.1M

+50000

Mar Jun
2020

Source: Bloomberg, Johns Hopkins University

NCOVNCA Tndex (Coronsvirus (2019-1Co, v

Sep

that the policy was endorsed
by President Xi Jinping himself.

019-CoV) China Confirmed Casas) China Covid Cases

Jun
2022

Sep Dec Sep

Copyrights 2022 Bloombarg Financa L.P. 27-Doc-2022 14:34:18



The country, which is basically unvaccinated, is seeing a significant rise in COVID cases. The official Chinese story
on the policy change is that the virus is now much more mild and it is an appropriate time to move to a new
phase. Other influences might have been the recent mass protests against the policy, the impact on the Chinese
economy of rolling shutdowns and the ineffectiveness in halting the spread of the virus. This change in policy has
both positive and negative consequences. On the negative side this means increasing cases of COVID among the
unvaccinated Chinese people — for how long we do not know. This also could mean a renewed spread of the
virus globally as Chinese citizens travel again and incoming visitors to the country will not be tested. In response,
many developed nations (the United States included) will begin to require negative COVID tests from people

How Quickly Will China Recover in 20237 arriving from China

China considers 2023 GDP growth target of about 5% Startmg_J?nua_ry > _On
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and is currently under 5 0% The recovery to a 5.0% growth rate in 2023 will depend not only on the path of the
virus in China but also the reaction of people who have been conditioned to avoid the virus for the past three
years to resume ‘normal life’ regardless of official policy.

The final international topic is the price cap paid for Russian oil. The G7 countries, the European Union and
Australia have agreed to

a price cap of $60/barrel Russian 0Oil Cap

in an attempt to stop Urals crude at steep discount to Brent

Russia from benefitting

from the increase in oil =Bloomberg Urals grade crude fair value 65.36
=Brent 84.40

prices that it created by
invading Ukraine. This is
close to the price
Russian oil has been
selling for currently and
a significa nt discount to Har o " Sep Dec Mar T T Sep Dec Mar T T Sep Dec Mar T TS Dec
Brent crude oil for the

rest of the world. This will be implemented using shipping insurance as a tool to ensure the price paid is $60 or
less. Russia, the second largest oil producer behind Saudi Arabia, will still have plenty of outlets for its oil but
price is expected to stay near the cap. Russia, in retaliation, has responded with a ban on the sale of oil to any
nation agreeing to the cap for five months starting in February 2023.

x (Bloomberg Commodity Fair Value Med Urals Crude Oil Price Month 1) Urals Russian Crude CO1 Daily 31DEC2018-27DEC2022 Copyright® 2022 Bloomberg Finance LP. 27-Dec-2022 14:43:47



Turning our attention forward into a new year here are some of the key topics (that we know about) which we

will be keeping our eye on as we begin 2023:

1)

2)

3)

4)

5)

6)

7)

Interest Rates — Interest rates in the U.S. and the developed world are still on an upward path but the
guestion now isn’t as much the pace but the final endpoint (i.e.: terminal rate).
Inflation — The interest rate question will depend on the inflation path. If inflation does start to subside
quickly in 2023 then the Federal Reserve could justify a lower terminal rate. If inflation continues
unabated or, does not slow fast the Federal Reserve may continue to hike.
Employment and Wage Growth — If companies continue to struggle to find qualified workers and wage
pressure continues as a result the consequence could be a significant source of continued inflation in
2023. Should the current economic conditions drive more people back into the workforce this may
generate some slack in a tight labor market and alleviate one source of inflation.
Corporate Earnings and Guidance — The results of 2022 Q4 and corporate guidance for 2023 will be
crucial to equity market valuation. There has been a significant downgrade in expected GDP in 2023
U.S. Profit Outlooks Decline (recession or
Net revisions higher (+), lower (-) no recession)
U5, Gompeny Profi Gtlooks Honehy (Wambes up - sumber down) -18.00 ™ and earnings
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stress as they need to refinance their large debt in the face of rising rates. Zombie companies are firms
that are unviable without aid or a large amount of leverage. The Federal Reserve estimates that about 9%
of listed public companies in the U.S. could be zombies.

The Russia-Ukraine War — When the invasion began in February 2022 it was not expected to last long.
We are now approaching one year with no resolution in sight. A resolution could certainly relieve stress
on the energy and food prices.

China Reopening — With the change in COVID policy discussed above, the path of reopening is rather
cloudy. China and Russia are just two potential sources of geopolitical events that we know of now.
Others could be lurking such as a return of terrorist activity or developments with Iran or North Korea.
Consumer and Spending — The consumer has already slowed, and they are taking on more debt to finance
their living standards. The longer this goes on the more the consumer is stretched. If they continue to
slow spending it will drive down the path of U.S. economic growth.

Financial Markets

Inflation, rapidly rising interest rates, Russia Ukraine war, China COVID and fears of a recession in the U.S.
combined to make 2022 the worst year in financial markets since 2008 (though fourth quarter was positive). The
same is true of global financial markets as well. In addition, this was a rare year in the fact that both equities
AND fixed income were both down significantly in the same year. Starting with U.S. equities the S&P 500 was
down 19.4%, the NASDAQ 33.1% and the Dow Jones industrial Average only 8.8% (all excluding dividends).



Major U.S. indexes post their worst Unusual that there is such a divergence in the performance of the three

year since 2008 main equity indices and rare that the Dow Jones results were so much

better. The explanation has its roots in the stocks that make up each index

(as well as how they are calculated). Technology stocks were among the

worst performing stocks of the year with some of the major names

0 ; suffering significant losses as they are most impacted by rising interest
rates. An example of some of the names and their 2022 performance are:
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i Apple (-27%); Amazon (-50%); Alphabet/Google (-39%); Microsoft (-29%);
0 e Meta/Facebook (-64%) and Tesla (-65%).
0 The NASDAQ 100 is mainly considered a technology-related index because
these stocks make up a significant portion of the index (almost 50%). The
<. Information Technology sector also makes up a significant weight of the
e L Ol S S&P 500. At the beginning of 2022 the six stocks above comprised about
25% of the entire S&P 500. Because of the decline, the whole information
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technology sector is now just over 25% of the S&P 500 and these six stocks
now represent less than 19% of the index. The decline of this sector was

e

responsible for over 8.2% of the . .
19.4% overall decline (andthe ~ Blue Chips Beat S&P By Most in Over 60 Years

other 10 sectors accounted for Dow Industrials outperform on low Tech Exposure

the remaining 11%). The Dow
Jones Industrial Average, in I
o Y B TH BT
differently, has only 30 stocks in
the average. Of those stocks
information technology only
makes up about 18% of the total
(and Apple and Microsoft are the
only two out of the six above in the average). The Dow Jones Industrial Average is also balanced off by a heavy
weighting in health care and energy stocks which didn’t perform nearly as poorly as technology. Actually, energy
and utilities were the only positive sectors for the year.
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Worst Year For The Bloomberg Aggregate Since Inception Bonds did not fare much better this year.

2022 was just the 5th time the Agg produced a negative annual return Investment grade bonds represented by
7

@Bloomberg Aggregate US Bond Index the U.S. Bloomberg Aggregate, were
down almost 12% for the year — the

30 worst performance since the index was

created and only the 5% time that the

return was below zero.
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First, the increasing interest rates by Negative Yield Era Nearly Over
central banks means that nearly all Less than $1 trillion remains from $11 trillion a year ago

the negative-yielding bonds have =Bloomberg Global Negative Yielding Debt Index - market value
been eliminated. Out of nearly $11 ‘
TRILLION in negative yielding bonds
globally less than S1 trillion remains.
Between maturities and continued
increases in interest rates by central
banks that will most likely be st { 2202028
eliminated soon as well. T
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The Increasing Appeal of Bonds Another positive development from the
The yield that Treasuries offer compared to equities has climbed rise in rates is that bonds are attractive

as an investment once again. The
increase in rates means that thereis a
positive yield coming from bonds.
Typical government or corporate

"~ investment grade bonds have yields that
= are above 4.0% - even for short maturity
- notes. This is finally above the dividend
yield on dividend-paying equities. So, there is finally an alternative to equities for investor savings.

S 10-yeur Tressury yiel mirus SAP 500 rdex forward dvidend yield

0100 26RO RY

Taken together the combination of equity and fixed income performance did not bode well for your typical 60/40

portfolio in 2022 since the total returnwas 60/40's 2022 Disaster
about -16.6%. On the positive side it is rare Classic porfolio set for biggest drop since 2008

for the S&P 500 to have two negative years > e 1o

in a row and, if inflation starts to decline in I l l I I l
a meaningful way, the path back to positive . [ | . . —_ .
returns could be close at hand.
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