An Update from Our ClOs:
The Tightening Cycle Is Beginning to Bite

Last year's historically large and rapid tightening is starting to constrict the
financial system and slow the economy. This is necessary and will need to be
sustained to restore equilibrium conditions.
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he tightening cycle began roughly one year ago. It takes about that long

for a tightening to have significant economic impacts, and signs are

emerging that the effects are now spreading and deepening. Damage
to the banking system is a manifestation of the tightening and is now likely to
be a contributor. Economies rely on the steady flow of liquidity from cash and
credit to assets and spending. This liquidity pipeline runs from the central
bank as the originator, through the financial system as an intermediary, to
the markets, and finally to spending and income. The combination of central
banks raising interest rates and draining reserves with banks experiencing
more constrained deposit and capital conditions and now tightening credit
standards is very likely to constrain the flow of money and credit to markets
and the economy, with impacts on spending and income. Manifestations of
this are now showing up in the data, as we’ve described in recent research.

Stepping Back, the Most Basic Problem to Recognize
|s That Economies and Markets Are Far from
Equilibrium Conditions

In brief, we believe that there are three major equilibriums and two major policy levers that interact to
drive markets and economies. As outlined in previous research, we see the three equilibriums as:

* Spending and output in line with capacity, which roughly translates into something like
2% real growth with 2% inflation, 4-5% nominal spending growth consistent with that, and an
unemployment rate that’s around average.

* Debt growth in line with income growth, meaning credit growth that’s not too high and not too
low, with interest rates that act as neither a major incentive nor disincentive to borrow.

* A normallevel of risk premiums in assets relative to cash, meaning bonds provide an expected return
above cash, and equities an expected return above bonds, commensurate with the risks of those assets.

If these conditions don’t exist, intolerable circumstances will ensue that will drive changes toward these
equilibriums being reached. For example, if an economy’s usage of capacity (e.g., labor and capital) remains
low for an extended period of time, that will lead to social and political problems as well as business losses,
which will produce further changes until these equilibriums are reached.

The two levers are monetary policy and fiscal policy. Monetary policy is managed by central banks to drive
money and credit changes that finance the purchases of goods, services, and financial assets. Fiscal policy is
managed by the legislative and executive branches of governments to use taxes, government spending, and
laws and regulations to influence economic behavior. Structural reforms are changes in laws and regulations,
so they occur via fiscal policies.
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All the economic and market swings that we see reflect the never-ending struggles of the marketplace and of
policy makers (using these levers) to bring these equilibriums about. We see this reflected in economic and
market swings that occur around income and productivity trends. For example, while over the long run one’s
spending must converge toward one’s income and one’s income will rise as a function of one’s productivity,
over the short run spending can diverge significantly from one’s income as a function of taking on or paying
back debt. By watching where we are relative to these equilibriums, we try to anticipate what levers will
have to be moved in which ways, and by watching how the levers are moved, we try to anticipate market and
economic changes.

We're Far from Equilibrium in the West,
Closer to Equilibrium in the East

The closer an economy is to equilibrium, the easier it is to fix problems and the lower the volatility of markets.
The further an economy is from equilibrium, the bigger the policy moves required to fix problems and the
higher the market volatility. Within our systems, we measure the degree to which an economy is near or far
away from equilibrium and connect that to the policy responses and the market movements that normally
result. As we’ve described in previous research, the greatest disruption of equilibrium today remains the high
level of nominal spending, which, when compared to the ability of the economy to produce more, leads to
inflation rates that are significantly above target.
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Please review the “Important Disclosures and Other Information” located at the end of this report.
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Aggregating a number of indicators of equilibrium conditions, the following chart shows the degree to which
the US, Europe, and the UK have veered away from equilibrium. These economies remain quite far from
equilibrium for similar reasons, and this is leading to big policy shifts and high market volatility. Furthermore,
despite aggressive policy action, they have not moved much closer to equilibrium. On the margin, the nature
of the disequilibrium has shifted from too much inflation to not enough growth, with the risk premiums on
assets falling relative to cash.
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In Japan and China, because spending is more aligned with labor output, inflation is under control, giving
policy makers room to support economies and markets.
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Conditions in Japan are much closer to desired equilibrium.
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The path from disequilibrium to equilibrium allows for big swings in markets, which can be in either direction,
so thisisnot a good short-term timing measure. Butitis a frame of reference for longer-term positioning that has
a good track record. For example, the following table shows the average returns of assets across various stages,
divided into bullish disequilibriums, which typically lead to stimulative policies that are supportive to assets;
bearish disequilibriums, which generally require tighter policies and are bad for assets; and near-equilibrium
conditions, where volatility is lower and you are likely to earn a normal risk premium on assets held.

Global Asset Performance* by Equilibrium Conditions

Stocks & Bonds Short Rates Nominal Bonds IL Bonds Equities
(at Equal Risk)

Average Subsequent 12m
Returns in Periods of...

...Bullish Disequilibrium 8.7% 10.1% 11.3% 11.8% 5.8%
...At or Near Equilibrium 5.5% 3.7% 5.1% 5.2% 5.0%
...Bearish Disequilibrium -1.4% -3.7% -3.1% 0.7% -2.2%

“All asset rerturns scaled to 10% volatility

Data through March 2023. Please review the “Important Disclosures and Other Information” located at the end of this report.
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Taking a look at why we are now in the bearish disequilibrium, the following table summarizes a few key
measures for the US economy. With respect to the economy, the inflation rate is too high, the rate of nominal
spending is too high to bring that down, the rate of unemployment is too low to bring wages down, and despite
nominal growth being too high, the real growth rate is lower than desired. Of course, a weaker real growth
rate is required to resolve the other imbalances, but that is a form of disequilibrium on its own, illustrating the
challenge of having to create one disequilibrium in order to resolve another, and then iterating back and forth
as policy makers try to bring all of them in line.

With respect to the markets, bond yields are too low in relation to cash and discounted inflation rates are well
below current and projected inflation rates, so there is no risk premium in bonds. There is a roughly normal
risk premium in equities relative to bonds based on current earnings and the current bond yield. But if you get
arecession as needed to get the desired inflation rate, earnings would be about 20% lower, making the earnings
yield too low in relation to bonds at the same time as the bond yield is too low in relation to cash. In other words,
in order to deal with today’s economic disequilibriums, central banks are having to make cash very attractive,
which is making bonds and stocks unattractive in relation to cash. At the same time, nominal spending is too
high and the labor markets are too tight to allow for the easing of policy that is priced into the front of the yield
curve, which is the easing that would be necessary to provide for a normal risk premium in bonds.

US Economic and Market Equilibrium “Checklist”

Economic Equilibrium Measures Concept Current In/Out of Equilibrium?
Unemployment at Neutral Levels Unemployment Rate 3.6%
Level of Activity at Potential Slack 1.0% Near
Inflation at Target Inflation 5.0%
Real Growth at Potential Real Growth 1.7%

Nominal Spending = Productivity + Population Growth + 2% Nominal Spending 6.2%

Market Pricing Equilibrium Measures Concept Current In/Out of Equilibrium?
Bond Yield Provides Normal Risk Premium over Cash Rate Bond Yield 3.4%
Earnings Yield Provides Normal Risk Premium over Bonds Earnings Yield 5.4%
Inflation Is in Line with Breakevens Breakeven Inflation 2.5%
Real Yield Provides Normal Risk Premium over Real Cash Rate Real Yield 1.2% Near

Discounted Tightening/Easing Is in Line with Growth and Inflation Discounted Tightening -1.7%

When you add up this picture, you can see why the degree of disequilibrium is so high and why we favor cash
in relation to assets in most developed economies until these imbalances are closer to being resolved. On the
other hand, we favor assets in relation to cash in Japan, China, and much of Asia because they are either closer
to equilibrium or are in disequilibriums that favor an expansion of liquidity that makes cash unattractive in
relation to assets.
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Where We Are on the Path to Equilibrium

As described in previous research, we outlined what we see as the path to equilibrium:

* Inorder to have a sustainable 2% inflation rate at a 2% real growth rate, you need wage growth to
fall to around 2.5%.

*  Toreduce wage inflation, you need to cut nominal spending and income growth in half to 3-5% and
raise the unemployment rate by 2% or more (P=$/Q).

* To raise the unemployment rate, you need to drive nominal GDP growth materially below wage
growth, compressing profit margins enough to produce about a 20% decline in earnings.

*  Then central banks need to remain restrictive for about 18 months, until 2% wage growth is achieved.

*  Then they can restore a normal yield curve and risk premium in bonds by cutting short-term interest
rates to about 1% below bond yields.

Updating that picture, what has happened is that we have moved incrementally in the direction of an economic
contraction with a slight moderation in inflation. The cracks in the banking system are a move in that direction
and are a direct result of the aggressive easing and then aggressive tightening of monetary policy.

The easing pushed a lot of liquidity into banks via zero-yielding deposits, and given the lack of loan demand
at the time, the liquidity went into bonds at very low yields. The subsequent tightening and rise in short-
term interest rates are now causing disintermediation of those low-yielding deposits, replaced by deposits and
borrowing at market yields that are higher than the yields on the bonds purchased, causing losses on a mark-
to-market basis and on an accrual basis over time. At the same time, there is a tightening of credit standards,
which is threatening credit losses at a time when earnings power is diminished by the upside-down bond
holdings. This is passing through to a slowing of credit into the economy and a weakening of banks’ ability to
cushion a downturn.

We are also seeing the first signs of a rise in savings rates that would be more consistent with the past year’s
rise in interest rates and weakening of asset markets. This month’s ISM survey was the first that showed both a
weakening of orders and a weakening in employment. The JOLTS figures also showed a drop in job openings.
And business loan demand has collapsed. These are all signs that the tightening is passing through to the
economy. This raises the odds of a pause in the tightening cycle, but at the cost of a decline in earnings and a
rise in risk premiums.

It takes big moves over a sustained period of time to restore equilibriums once they have deviated substantially
from desired levels. The following charts update some of the key characteristics and influences that we
outlined in prior research.

Broad inflation and the wage inflation around which it is anchored have moderated a bit, but both remain
significantly elevated relative to equilibrium levels.
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Nominal spending, fueled by the wages that consumers earn, is running close to 8%, above the roughly 5% in
the recent decades of subdued inflation. Subtracting out 2% as a rough estimate of the economy’s long-term
real growth potential, that corroborates the inflation rate around 6% that we see today.

—— US NGDP Growth Minus 2%

All Employee Wages (Ann)

12.5%

~10.0%

~7.5%

- 5.0%

- 25%

0.0%

- -2.5%

-5.0%
1970 1980 1990 2000 2010 2020

Wages are simply a price set by the supply and demand of labor. The supply/demand balance today does not
resemble the conditions that led to past wage declines.
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The spread between nominal spending and wages (red line below) is a good proxy for economy-wide corporate
profits, and that positive spread incentivizes hiring and additional wage pressure. While the spread between
nominal spending and wages has ticked down modestly, it remains positive.
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Looking directly at corporate profits shows a bit more progress toward equilibrium, but we estimate corporate
profits need to fall roughly 20% and are currently down a bit less than 10%. More pain is needed to raise
unemployment, reduce wages, and moderate inflation.
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Traversing the Cycle: What Comes Next

The levels of economic conditions and market pricing as described above reflect whether the system is near
equilibrium. The changesin policies and conditions along the way indicate what comes next. The cycle diagram
below illustrates the typical sequence of changes pertaining to expansions and contractions of liquidity that
drive near-term changes in economic conditions and asset pricing. As shown, across most of the developed
economies of the West, tightenings of monetary policy have reversed the flow of liquidity and driven money
from assets to cash. That tightening has driven up discount rates (i.e., the discounted real yield of cash) but so
far hasn’t had much impact on risk premiums or growth. That is likely what comes next. In contrast, Japan,
China, and much of the East are in the opposite stage of the cycle where policy makers are supporting the flow
of money and credit, which lowers discount rates and risk premiums and supports growth.

Liquidity Cycle
i.e., cash to assets; assets to cash
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Relating the liquidity cycle to asset returns, in the West, the coming stage is bad for stocks and less bad for
bonds than where we’ve been.
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The Dollar Is Vulnerable and Pressures Are Reversing

The dollar has experienced three stages of influence since the pandemic. First, the spillover of very aggressive
monetization of government debt (MP3) produced outflows from dollars. Then, the strong growth rates that
resulted from these policies caused US equities and the US economy to be the strongest in the world, which
attracted capital into the dollar. Then, the tightening of monetary policy by the Fed was the most aggressive
in the world and pulled another round of capital into the dollar, sent the real exchange rate to the top of its
50-year trading range, and pushed the current account into substantial deficit. The current account deficit
represents the breakeven capital inflow to hold a currency steady, meaning that a given level of capital inflow is
discounted to continue once it impacts the currency and the capital account. The resulting level of the exchange
rate can be sustained if conditions are sustained. But if conditions change, capital flows change as well. Given
the next stage of the cycle, a weakening of the US economy will make US assets less attractive, particularly if
the Fed pauses or eases while Asian economies recover and the ECB continues to tighten monetary policy to
catch up. So, the dollar is vulnerable as relative conditions and policies reverse.
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