Systematic )(ponomce®

G Io ba I Eq u ities Transforming Access to Alpha
Q1 2024 Update: Balancing

on a Tightrope hertzoes
e ———

The soft-landing narrative caused the rally in equity markets to broaden in the Authors
first quarter of 2024. While the Fed has not delivered the anticipated interest Sumali Sanyal, CFA
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US economy than there was at the end of last year. Financial conditions have Global Equities
improved (Chart:l), GDP numbers look prorjn.|5|ng, corporate earnings have bgen Cameron McLennan, CFA
better than anticipated, labor market conditions remain strong, manufacturing Director, Senior Portfolio Manager,
hasincreased, and market breadth has expanded. However, this has happened ¥  Systematic Global Equities

alongside higher-than-expected inflation figures, a rise in consumer debt, a

fall in consumer spending, and dropping levels of consumer confidence. As

we enter the second quarter of the year, market participants appear to be —
performing a balancing act on a tightrope amidst the crosscurrents of the

macroeconomic data flow.

Chart | Financial Conditions Have Turned Easier Since December
1 US Financial Conditions Index, As of 2024
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The Good News First...

There has been a slew of positive US economic data, all suggesting that economic conditions remain robust. The ISM
Manufacturing PMI crossed into expansion territory for the first time since September 2022 (Chart 2). Similarly, the Atlanta Fed
GDPNow model has Q1 GDP growth tracking 2.5%, up from a low of 2.0% in mid-March and economists continue to upgrade
their US GDP growth forecasts for 2024 (Chart 3).
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The labor market continues to remain resilient and is not flashing any recessionary signals. Labor demand still exceeds supply
(Chart 4) and job growth continues to be strong (Chart 5).
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Investors have also become more optimistic. Results of a recent AAIl (American Association of Individual Investors) Sentiment
Survey show that over half of respondents describe the current economic state as “good” or “great,” 39% consider it “mixed,”
and only 8% view it as “lousy.” A resilient economy and strong consumer demand are expected to fuel a rise in earnings growth
for S&P 500 companies. S&P 500 margins are expected to sequentially trough in 1Q but expected to rebound in the following
quarters of the year (Chart 6).

Chart | Margins are Expected to Trough in 1Q Before Rebounding Later This Year
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Better revenues and margins are leading to higher interest coverage. Coverage ratios started to decline (Chart 7) when the
Fed began hiking rates in March 2022, and started to recover when the Fed became more accommodative at the November
2023 FOMC meeting. The robust economy and earnings along with very favorable financial conditions are helping companies
manage their balance sheets, including high debt levels.

Chart | Coverage Ratios for Loans Starting to Move Higher
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In an environment of resilient growth, equities have delinked from rate expectations. The market is now expecting three to
no rate cuts in 2024, down from seven at the beginning of the year, but equities have shrugged it off and signs of increasing
breadth in equity markets are emerging (Chart 8).

Chart | Stock Market Breadth Is Improving
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...And Now the Not So Good News

A

Inflationary pressures remain stubborn. The 3-month rate of change of core PCE (Chart 9) and core CPI (Chart 10) isan early
indication that inflation might be reaccelerating. The underlying strength in the US economy, could spark a second wave of
inflation, and in turn, prevent the Fed from easing as much as they want to.

Chart | Annualized Core PCE Inflation
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There are two worrying aspects of the CPI data. First, shelter
inflation is not receding fast enough and hasinstead plateaued
at 5%, preventing the Core CPI from declining. This remains a
key concern. One saving grace is that shelter has a lower weight
in the PCE basket, which is the preferred measure of the Fed.
Second, core services ex shelter inflation is also rising rapidly. The
annual rate of change of this measure ticked up to 5.0% while the
3-month annualized change stands near 7.8%, its highest point
since June 2022 (Chart10). While most of this rise is associated
with transportation services, Fed officials have often linked this
measure to wage growth and underlying inflation.

Despite the recent increase, inflation has been notably lower
since the CPI reached its highest point in mid-2022. But

there'sa catch. Whether it is Fed observers, market analysts, or
economists, inflation is measured by how much it changes from
month to month or from year to year. Consumers, however,
usually think of inflation in terms of where prices are or in other
words, the level of inflation. As shown below (Chart 11), headline
CPlI prices are still about 20% higher than they were before the
pandemic started, with core CPI prices close behind. Thishasa
negative effect on consumer confidence (Chart12).
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Chart | Consumer Confidence
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Consumer spending is already showing signs of strain
(Chart 13), which shows that real spending has been
outpacing real disposable personal income growth for
most of the past year. This decline in income growth
relative to spending means consumers are dipping
further into their savings to fuel their purchases. That has
also pulled down personal savings rates over the last few
months (Chart 14).

Many consumers are struggling to pay back their debt.
Recent data from the Federal Reserve Board of Governors
shows that the rate of consumer credit card loans that
have been written off as uncollectible has reached 4.2%,
the highest since 2012. Smaller banks face a significantly
higher impact, as the credit card delinquency rate for
banks other than the largest 100 has reached 7.8% and
their charge-off rate reached 9.5%, both surpassing

even the peaks seen in the 2008 financial crisis (Chart
15). Even as consumers keep spending, the finances for
some consumers, especially those that are younger and/
or lower income who rely more on credit, are strained by
higher prices, higher rates, and the highest credit card
interest margins in history.
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Chart | Credit Card Delinquencies Have Increased for Small Banks
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Although aggregate economic and labor market indicators continue to be strong and payroll growth has held up well, there
have been declines in temporary employment, lower job openings, decreased hiring intentions (Chart 16), and increased layoff
announcements (Chart17).

Chart | Labor Market Indicators Have Softened Cha{; Companies Have Started to Make Layoffs
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The Sahm rule, which looks at the three-month average of the US unemployment rate, indicates the likelihood of a future
recession. The rule signals the start of a recession when the three-month average of the unemployment rate goes up by 0.5
percentage points or more compared to its low in the previous 12 months. The share of states that trigger the Sahm rule is now
over 50 percent, much higher than the historical standard of 31 percent linked to recessions. The high number of layoffs in sectors
like technology, finance and services heightens worries about an economic slowdown, reflecting sector-specific risks (Chart 18).

Chart | United States: Sahm's Rule on State Level
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Commodities are making headlines with the prices of crude
oil, copper, and gold all making sizeable gains since mid-
February (Chart19). Increased geopolitical risks amid concern
of a broader conflict in the Middle East, Ukrainian drone strikes,
voluntary production cuts by the OPEC+ coalition limiting the
global supply of crude oil,and the closure of copper mines

in Panama have all contributed to the rise in prices of these
commodities. In addition to these idiosyncratic forces, a
common driver of the commodity rally is optimism towards
the global economy. While that is a positive sentiment, the
implications of rising commmodity prices may pose a problem
for the Fed as it struggles to control inflation.

What Lies Ahead?

Market participants began the year betting on six or seven
rate cuts in 2024. As the economy has proved stronger than
expected and inflation has remained stubbornly sticky,
investors have slowly walked back those bets. Futures tied to
the fed-funds rate show the benchmark rate finishing the year
around 5%, (Chart 20), above Fed officials'4.6% forecast from
March. Those contracts had showed rates ending 2024 below
4% just a few months ago. These changes reflect concerns
about the underlying strength in the US economy that could
spark a second wave of inflation,and in turn, prevent the Fed
from easing as much as they want to.

Rising US bond yields usually lead to financial turmoil. In
the past, when US10-year bond yields reached peak levels,
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something usually broke. Even during the long-term fall in US bond yields from 1982 to 2021, short-term increases in yields
stopped only after a burst of financial turmoil (Chart 21). It would be odd if this current bond yield rise (the biggest bond market
decline ever) ended without any damage to the global financial system. The point is that a drop in global risk assets is very likely

before US Treasury yields start a sustainable decline.
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While the possibility of another wave of inflation exists, the risk of recession is higher. The Fed will start to lower rates before
inflation falls to their 2% target, but it will most probably adopt a slow pace of rate cuts. Corporate profits and equities may
keep growing in the short term, but the factors that support consumption are under pressure as extra savings from the
pandemic shrink, lending standards for consumer loans get tighter, and a further weakening of labor markets cause wage
growth to slow down. Under these circumstances, a mild to moderate slowdown or recession towards the end of the year or in
early 2025 appears to be likely. Some of the risks that could make things worse are a sudden increase in inflation and a Fed shift
back to raising rates, or a stagflationary situation with sticky inflation and slower growth. On the other hand, steady growth that
is above average but not inflationary could result in a more benign economic environment.

References: Bloomberg, FactSet, BCA Research, Clocktower Research, wsj.com
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