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INVESTMENT STRATEGY QUARTERLY

Letter from the Chief Investment Officer
The Evolution of Markets: Scarier Than Jurassic Park?

Steven Spielberg’s sci-fi thriller Jurassic Park celebrates its 30th anniversary this year. An awe-inspiring technical
marvel, it used computer-generated imagery to bring dinosaurs back to life. Three decades later, we’re bringing
them back to life as we borrow the film’s memorable scenes—and some scientific and prehistoric concepts—to
articulate our ten investment themes for 2023.

In the film, mastermind John Hammond collaborates with scientists to construct Jurassic Park—an island popu-
lated with genetically-engineered dinosaurs. As the state-of-the-art facility nears completion, its investors fret
about the safety and viability of the park. To assuage these fears, a group of palaeontologists are recruited for a
tour. When the touted safety measures fail, the predators break free and begin to hunt the group.

What does that have to do with the economy and financial markets? Granted, these days there are plenty of con-
cerned investors. But we’re focusing on the theme of evolution instead: the ebb and flow, contraction and
expansion that breeds stronger economies and financial markets over time. These natural shifts in the investment
landscape present new situations to adapt to, but that also means there are new opportunities to discover. As we
unearth our ten themes for 2023, we’ll link each to a prehistoric or archaeological idea, but the implications are
very relevant for today—and tomorrow. It’s better to be prepared than petrified.

labour market conditions will stall the momentum of the economy

a Months in the Making: A Mild Recession

by midyear. But at the risk of sounding like the scientists who

Back then, they promoted Jurassic Park as “An Adventure 65 Million doubted the possibility of the dinosaurs’ escape, we believe that

Years in the Making.” It may seem like the looming recession has the contraction will be contained. That’s because the on-going

taken that long to develop, too. Economists, CEOs, consumers, and industry-specific ‘rolling recessions’ have already absorbed some

the media have been ringing the recession alarm for months. It of the downturn.

might be the most telegraphed recession in history. Our base case
is that the economy will experience a mild recession this year. But

e Fed s the Predator, Inflation the Prey: But

whether U.S. GDP is slightly positive, slightly negative, or flat (our the Hunt Ends Soon

estimate is 0.0%), there will still be plenty of adventure in Invest-

ment Park. Because of aggressive tightening from the Federal
Reserve (the Fed), there is already a power outage in the more sen-
sitive areas of the economy, such as housing, transportation, some
retail, and even parts of tech. There are some glimmers of light:
strong consumer fundamentals (e.g., excess savings, job openings)
are acting as a buffer. Still, dwindling savings and weakening

Like a velociraptor clutching its prey, the Fed is grappling with infla-
tion. Fed rate hikes haven’t been as swift as the predator’s sickle
claws, but the 425-basis point squeeze has been the most aggres-
sive tightening since 1980. With the keen edge of the Fed’s policy
cutting into demand, inflation won’t be at the top of the market-risk
food chain for much longer. Prices for commodities, goods, and ser-

Investment Strategy Quarterly isintended to communicate current economic and capital market information along with the informed perspectives of ourinvestment professionals.
You may contact your financial advisor to discuss the content of this publication in the context of your own unique circumstances. Published 6/1/2023. Material prepared by
Raymond James as a resource for its wealth managers.

*Financial forecasts should NOT be considered a guarantee of future performance or a guarantee of achieving overall financial objectives. Expressions of opinion are as of this
date and are subject to change. Past performance is not a guarantee or a predictor of future results.
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¢¢ These natural shifts in the investment landscape present
new situations to adapt to, but that also means there are
new opportunities to discover.??

vices have already started to falter, and the pressures on food and
shelter costs should decompose in the months ahead. But although
the Fed is battling the inflation beast, a weakening labour market,
and excessive speculation, that does not mean it has the appetite
for rate cuts just yet. After pushing rates to an ~5% peak, the Fed is
more likely to pause the pursuit than pivot by year end.

e Our Chaos Theory: Reduced Volatility Ahead

On a tour of Jurassic Park, pessimist Dr. Malcolm shares his belief in
chaos theory. In short, he suggests that things happen in an unpre-
dictable fashion and that the next unpredictable event is just
around the corner. Between a pandemic and a war, the last few
years feel like the epitome of this dizzy thesis. Not to mention the
COVID flare at the start of the year, economic troubles in China,
and, of course, inflation and the risk of a recession. It’s no wonder
the S&P 500 saw the most 1%-point swings since 2008 and the
60/40 portfolio had its most volatile year since 1987. But the worst
case scenario for many risks has already been priced in. The Rus-
sia-Ukraine war is no longer a daily front page story, the midterm
elections are behind us, and China appears set to dismantle its
zero-COVID policy. Therefore, it’s likely that some positive develop-
ments will help put the volatility monster back in the cage in 2023.

Endangered or Extinct: Globalisation Won’t
Go the Way of the Dinosaurs

What killed the dinosaurs? Was it an asteroid? Disease? Either way,
we won’t be debating the fate of globalisation anytime soon. The
supply chain disruptions throughout the worst of the pandemic
had some market pundits trumpeting that a multi-national
approach to business would soon be extinct. But there is evidence
proving otherwise. First, it is worth noting that the headlines make
the economic impact of reshoring seem more sizable than it is.
More importantly, we’d counter that globalisation isn’t ending but

evolving. The competitive advantages are still intact: cost and pro-
duction efficiencies, scalability, and workforce growth—just to
name a few. And as a result of this new species of globalisation, our
bias for large domestic multi-national companies is heightened.
Whether it’s smartphones or fast-food chains, Western brands are
leading across the globe. World leading companies with niche mar-
keting outside home markets are experiencing superior earnings
growth.

Seeking Safety: Carbon Dating
the Security Era

Jurassic Park was seemingly well-equipped with security meas-
ures—from electric fences to cameras and armed doors. But once
the carnivores escaped their compounds, the park creators quickly
wished more precautions were in place. After the last three bruising
years, enhanced security will be at the forefront of 2023 and
beyond. Governments, companies, and investors have learned
painful lessons. Look for carbon-based security, like protecting oil
and natural gas sourcing following the fallout with Russia. Or
shifting the most critical supply chains, such as semiconductors
and healthcare products, back to domestic sources. Or protecting
power and internet grids from hackers. And, of course, replenishing
our (and our allies') military capabilities will be a top priority.

° Fixed Income Feast: Bonds Worth Sinking
Your Teeth Into

The Tyrannosaurus Rex had 60 eight-inch-long serrated teeth with
a jaw so powerful it could crush a car. While fixed income investors
aren’t so aggressive, they still are ready to feast on the higher rates
they haven’t had in years. Although rates seem to have reached
their peak, yields are still attractive. And there’s less risk! In fact,
investors can obtain nearly as much yield on a 3-month Treasury
bill today as they could on a high yield bond at the beginning of
2022.
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Letter from the Chief Investment Officer (cont.)

Over the course of the year, economic struggles and easing infla-
tion will lead to a lower 10-year Treasury yield (our year-end
forecast: 3%). With many subsets of the yield curve inverted, inves-
tors should opt for quality (e.g., investment grade, municipals) over
chasing more income from riskier high yield bonds.

Equities Not on the Rocks: Fundamentals
Won’t Fossilise

With the heightened probability of a recession, some speculate
that equities are headed for another rocky year. However, investors
must remember the equity market is a forward-looking indicator.
Yes, the P/E multiple has been chiselled away in the two previous
years. But P/Es tend to expand as interest rates fall, and the S&P 500
hasn’t notched three consecutive years of P/E contraction since at
least 1994. The consensus outlook for earnings growth (the bed-
rock for the rally coming out of the pandemic) has since been
lacklustre. However, if 2022 was about businesses having pricing
power, 2023 will be the year of cost cutting. As companies enter
preservation mode, margins will hold and, in turn, earnings will be
better than previously believed. CEOs will also not turn to stone,
and the shareholder-friendly activities we’ve witnessed in recent
years (e.g., dividend growth, buybacks) won’t cease to exist. As a
result, our year-end forecast for the S&P 500 is ~4,400.

e Excavating Opportunities: Digging in the
Emerging Markets

Between the stronger dollar, Fed tightening, and weaker global
growth, it was harder to uncover emerging market opportunities
than unearthinga pearlin an archaeological dig. Investors needed
more than a sharp eye, handheld shovel, and a brush. But now,
the headwinds that buried most emerging market regions under-
ground have become tailwinds pushing them to the surface.
Emerging market growth is expected to outpace that of the devel-
oped market by the widest margin since 2013. India’s economy
has been more resilient than most. China’s decision to abandon

stringent COVID policies should unleash domestic pent-up
demand—just as we’ve seen in the U.S. Energy producing
emerging market countries (e.g., Latin America) should rally if oil
prices move higher, as we expect. Add in a weaker dollar and the
end of Fed tightening and emerging market opportunities for
both equities and bonds could hatch and grow faster than
Jurassic Park’s dinosaurs.

° Surviving the Volcano: Don’t Touch
the Hot Spots

Volcanic eruptions during the Triassic era created the climate and
conditions for many species of dinosaurs to emerge. But while the
destruction of some life forms led to the creation of others ... it took
time. And time is not something every investor has on their side.
Therefore, we caution most investors from speculative hot spots
(e.g., meme stocks). 2023 will foster a survival of the fittest environ-
ment, and even though our expectation is for modest positive
returns in the aggregate, natural selection will run its course
beneath the surface. While we like to consider ourselves new age
avatars rather than cave dwellers, sometimes you need to focus on
the basics and let the fundamentals lead your portfolio decisions.
Active money managers could have mammoth opportunities to
outperform, given regional, sector, industry and even compa-
ny-specific dispersion.

Don’t Follow the Herd: Discover Attractive
Alternatives

“They do move in herds!” exclaims Dr. Alan Grant, as he witnesses
brontosauruses traversing the park for the first time. But just
because herd mentality worked for dinosaurs, doesn’t mean it will
for investors. Look at recent history. Who foresaw the pandemic or
the Russian-Ukraine war? It’s hardly been the Roaring '20s that
some pundits predicted just a few years ago. As we peer into 2023,
market strategists are calling for a much weaker year than we’ve
historically seen. But investors shouldn’t blindly follow. In 2023,
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... adapting to the times and working to discover
opportunities has usually proven more successful than
acting on fear or emotions.

some of the best opportunities may require moving in isolation
(contrarian). For example, REITs in the aggregate have sharply
turned out of favour. But valuations are attractive, and for specific
industries within the sector (e.g., cell towers, healthcare facilities),
earnings should be less sensitive to the downturn. The Technology
sector should also not be cast aside, as the more diversified or mul-
ti-faceted companies still display strong fundamentals.

Life, the Markets, And Investors Will Find a Way

The concept of evolution is the key to Jurassic Park. As one of the
scientists' states, “Life finds a way.” Change isn’t easy; sometimes it
requires breaking through barriers and boundaries. Incessant
gloom-and-doom headlines may make investors feel as though
2023 will be a lost year for the economy and the markets. True, the
oncoming recession, like a charging T-Rex, isn’t in the rear-view
mirror yet. Yet adapting to the times and working to discover

opportunities has usually proven more successful than acting on
fear or emotions. Remember: Jurassic Park’s heroes don’t prevail
because they’re stronger or faster than the dinosaurs, but
because they’re smarter—and stick together. Just as the film’s
characters relied on one another in precarious situations, trust
your financial advisor to guide you through the jungle. And we’ll
be here too, providing updated investment insights as we explore
this ever-changing investment landscape together.

We wish you a safe, healthy, and prosperous 2023!
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2023: A Year Of Two Halves For Developed Markets

Jeremy Batstone-Carr, European Strategist, Raymond James Investment Services Ltd*

Boosted by a slight lessening in the headwinds ever
present throughout 2022, developed market equities
staged a strong revival as the northern hemisphere
autumn slipped into winter. U.S. stocks rallied but still
underperformed their European counterparts in common
currency terms as exchange rate effects associated with a
reversal in the U.S. dollar’s earlier strength played a major
role in performance. The stock market rebound is at odds
with the inversion in the sovereign bond yield curve. Not
only is the Treasury curve significantly inverted, but the
global government bond curve in the closely watched
2-year / 10-year segment has done the same. The message
from the developed bond market is that the global
economy is sliding into a recession. Recent stock market
gains may fade as the slowdown advances, but they
should recover from mid-2023.

THE GLOBAL ECONOMY WILL SUFFERITS LOWEST
GROWTH RATE IN FOUR DECADES IN 2023

Persistently high inflation and the monetary policy response
are driving the global economy into recession. The coming
global weakness will see sluggish growth or even outright GDP
contractions in most developed economies outside the United
States, with the eurozone likely to fare worst. Whilst compari-
sons are likely to be made between the pandemic-induced
recession of 2020 or the Great Financial Crisis period, adjusting
for changes in trend growth, the depth of the coming downturn
is more likely to resemble that of the 1990s than anything more
recent.

*An affiliate of Raymond James & Associates, Inc., and Raymond James Financial Services, Inc.

A comparatively shallow recession is our base case scenario for
early 2023, followed by a relatively swift recovery thereafter.
There is, however, no room for complacency; the risks are
skewed towards a deeper and more protracted downturn.

It will be the developed economies that will deliver the largest
peak-to-trough falls in real GDP, with the U.K. and Europe hit
disproportionately hard. But this is an unusual economic cycle
and very unlike those of the recent past. Potential GDP growth
has slowed over time, and a given fall or slowdown in GDP
growth will thus have differing implications for the degree of
spare capacity in an economy (or the size of the output gap)
and, by extension, inflation and the policy response.

GLOBAL INFLATION WILL DISSIPATE IN 2023

Inflationary pressures are thought likely to dissipate as 2023
progresses, especially so at the headline level, as commodity
prices, ex-energy, continue their slide in response to weak
global demand. Underlying inflation may prove more “sticky”,
but any diminution should encourage systemic central banks
to slow the pace of monetary policy tightening, then pause and
ultimately pivot lower. There will, however, be significant
geographical variance in both the timing and nature of the
eventual pivot. The European Central Bank is thought unlikely
to cut regional rates at all over 2023 and while the proposed
fiscal tightening may limit the scope for aggressive rate hikes in
the U.K., underlying price pressures are unlikely to encourage
the Bank of England into an easier policy stance until the back
end of next year.
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When Will Global Central Banks Change Direction?

Relative to other major central banks, The Fed has been one of the most aggressive in the 2022 tightening cycle.

YTD : +275bp
Current Rate: 3.00%

YTD : +400bp
Current Rate: 4.25% '*'

YTD : +375bp
Current Rate: 4.00%

Source: FactSet, as of 15/12/2022

The global central banks most likely to pivot soonest are the
Bank of Canada and the Reserve Bank of Australia, where
inflationary pressure is expected to fall relatively sharply, and
earlier policy tightening weighed more heavily on domestic
economies. The Bank of Japan has adjusted the parameters of
its bond purchases, but remains committed to its long-
standing programme. The risks, both to the domestic economy
and the global financial system more widely, associated with
stepping away are so profound that a major change in the
policy stance is unlikely.

THE RECOVERY WILL BE RAPID

The economic recovery across developed economies, although
slow to start, will be relatively rapid and gather momentum
into 2024. Typically, recoveries tend to be more protracted in
the wake of a downturn induced by a financial crisis, periods
during which credit creation is subdued. Although not to be
taken lightly, current levels of financial and household sector
leverage across developed economies are lower now than they
were ahead of the financial crisis period. This is not to say that
the eventual recovery is cast in stone. The eurozone recovery
could prove protracted were the region’s energy crisis to persist
or leave a deeper scar. More widely, the aggressive pace of
monetary policy thus far undertaken could serve to expose
fragilities in the financial system (akin to the problems faced by

YTD : +200bp
Current Rate: 2.00%

0.\ YTD : +225bp
N4 Current Rate: 3.25%

YTD :0 bp
Current Rate:- 0.10%

<% YTD : 300 bp
Current Rate: 3.10%

>3 23 02 <2

the U.K. pensions industry in late September). But these are
risks to the base case and do not form a core part of the
outlook.

WHAT DOES THIS MEAN FOR FINANCIAL MARKETS?

Despite the subdued outlook for the global economy, pros-
pects for financial assets look brighter than they did heading
into 2022. Developed economy sovereign bond markets are
expected to rally as 2023 progresses, inflationary pressures
fade and central banks slowly transition to an easier policy
stance. This trend is expected to be most apparent in Canada,
Australia and New Zealand, where yields are expected to
decline comparatively sharply.

In contrast, government bond yields in the eurozone, whilst
likely to end 2023 lower than they began the year, will face the
twin headwinds created by persistent residual underlying
inflation and a regional central bank further behind in the
policy tightening cycle than its developed economy peers. On
the flip side, the establishment of an “anti-fragmentation”
policy instrument, allowing for targeted intervention where
necessary, should limit the scope for peripheral yield spreads
to widen or markets to become disorderly. The outlook for U.K.
gilt-edged securities has improved following a return to fiscal
policy orthodoxy after an unwelcome interlude earlier in the
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autumn. Here too, yields should fall from prevailing levels as
risk premia fade. Political uncertainty, although diminished,
has not gone away completely. The Conservative administra-
tion is trailing the leading opposition parties by a wide margin
in opinion polls, and an election must be held before early
2025.

DEVELOPED MARKET EQUITIES

Despite the welcome rebound across developed global equity
markets, we enter 2023 defensively positioned with a prefer-
ence for specific themes (renewable energy, energy
infrastructure rebuild) and for sectors and stocks thought more
resilient to the economic cycle.

The reason for this is that investors’ earnings expectations,
despite a falling trend, are still too optimistic, given the
subdued global economic backdrop. A global economic
recession, albeit shallower than those of the recent past, will
weigh on the more economically sensitive sectors, and thus we
anticipate that lowered expectations for both the corporate top
and bottom lines will act as a significant headwind, at least
over the first half of 2023.

Admittedly, any central bank pivot could place downward
pressure on real yields and prove supportive to equity valua-
tions. But whilst limiting overly aggressive downside, history
confirms that valuations have tended to fall at the onset of a
recession as the deterioration in risk appetite more than
outweighs the offsetting impact of any decline in safer asset
yields. However, equity markets are discounting assets and
inhabit the future as much as being informed by the present.
As 2023 progresses and the dark clouds shrouding the global
economy begin to disperse, we expect the outlook to become
more constructive for risk assets.

Benchmark equity indices should stage a decent rally into
end-2023 and build on those gains into 2024. I

KEY TAKEAWAYS:

Stock and government bond markets are sending
differing signals regarding the outlook, reconciling
this divergence will drive asset performance in 2023.

The combination of persistent inflation and
aggressive interest rate hikes are thought likely to
induce a recession across Western economies outside
the U.S., albeit relatively shallow.

Inflationary pressures should dissipate as 2023
progresses, allowing central banks the latitude to
pause interest rate hikes and eventually pivot lower,
albeit that the latter’s timing will likely vary by

geography.

The ensuing economic recovery is likely to be rapid,
assisted in due course by central bank policy easing.

Although residual headwinds may limit near-term
progress, as 2023 unfolds so government bond yields
should fall, closing the year lower than end-2022
levels. After a mixed start to the year, stock market
upside momentum should build in the months ahead
and on into 2024.
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Recession Or Reorder: The Semantics
And Reality Of Economic Slowdowns

James Camp, CFA, Managing Director, Strategic Income, Eagle Asset Management*

Economic history is replete with semantics regarding
economic contractions. The Panic of the 1930s was
euphemistically relabelled ‘the Great Depression’ by the
Hoover administration, economic slowdowns became
‘recessions’ during the Carter administration and came
full circle with the Global Financial ‘Crisis’ (also known as
the Great Recession) of 2008. The Biden administration
may be searching for yet another descriptor with an eco-

nomic and earnings slowdown on the horizon.

Perhaps ‘reorder’ might fit the bill? The global economic and
policy landscape has undergone seismic shifts during the past
three years. Pandemics, like famine and war, have structural
after-effects that flow through society, the economy, and markets
long after the immediate impacts abate. Inflation, a biproduct of
turbo-charged fiscal and monetary policy responses, is the
market death knell of boundless post-financial crisis liquidity.
Inflation has surged to the highest level in decades and remains
the most regressive tax on economies. Everyone pays for higher
inflation and as a result, consumer spending power has fallen
more than in any year since 1995. Policymakers’ misjudgement of

The backdrop for better long-term outcomes may

be improving dramatically.

the inertia behind inflation has global central banks playing
catchup. However, market observers are treating this period as a
phenomenon within the normal business cycle—or in other
words, ‘transitory.

Consensus maintains that a probable U.S. (and global) recession
will be ‘short and shallow’, certainly so in the context of the recent
past and inflation will return to its 2% long-run average. In short,
the post-COVID-19 economy will look like the pre-COVID economy.
This view misses key structural changes likely to be long-lasting
and influential to capital markets and investment returns. Longer-
term inflation will likely remain much higher than 2%. U.S. CPI
has come in below estimates only three times in the past 21
months. Headline CPI began the year at 7.0% year-over-year (YoY)
and will finish the year persistently above 7.0% YoY once again, a
very similar picture to that across developed economies more
generally, suggesting the Fed and other systemic global central

*An affiliate of Raymond James & Associates, Inc., and Raymond James Financial Services, Inc.
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banks must get and stay restrictive for longer. Peaking inflation is
not as significant as the terminal rate of inflation being a long way
from the 2% target.

A Fed ‘pivot’ is not likely until core inflation falls below 4% or the
labour market suffers significant strain. The evolution of the
labour market will be crucial in the U.K. too. The policy of throwing
liquidity at market volatility or economic weakness is no longer
available. Senior global central bankers hope for, and are orches-
trating, a slowdown. For markets reactive to any prospect of
slowing tightening, pivot, or easing, a non-recessionary period
may prove challenging.

The secular changes most likely to impact markets and the
economy are the shift from globalisation to on-shoring or near-
shoring, the end of cheap and plentiful capital, and unsettled
labour markets. The United States, once a champion of free trade,
has become more protectionist. Supply chains are disrupted, and
‘just in time’ gives way to ‘just in case’. Borrowing costs have
increased sharply on more than one-third of global debt (previ-
ously negative yielding), and credit conditions are tightening.

Mortgage rates have spiked, and the housing markets (on both
sides of the Atlantic Ocean) are already flirting with a recession.
Certain parts of the population have exited the labour force, either
by choice or necessity. Return to office metrics are hovering at 50%
of pre-pandemic levels, even though economic mobility data show
back to normal in travel, restaurants, etc. Almost three years
after COVID-19 hit, companies are still struggling to get and retain
talent. Labour shortages driven by a shrinking pool of workers are
a result of population and immigration changes, but also changes
in attitudes and preferences. More than ever, businesses need to be
strategic in human resource management.

The starting point for employment is historically strong. Jobless
rates for developed countries are the lowest since the early 1980s.
But developed economy central banks, at least for now, appear
willing to sacrifice employment for price stability. White-collar
industries such as technology, banking, and real estate, where
staffing is above pre-COVID levels, are vulnerable. It will take time
to ‘reorder’ that part of the labour force to industries in need of
workers.

In-Person Activities (% Change From 2019)

We’re returning to normal, but not to the office.
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JANUARY 2023

¢¢We have moved from bond and stock markets driven by liquidity to
markets that are now driven by fundamentals—ultimately a better,
more stable model for growth and wealth creation. ??

The two primary inputs of the economy, labour and capital, have
been transformed. Near-term economic challenges are plentiful,
but the backdrop for better long-term outcomes may be
improving dramatically. There is growing evidence that compa-
nies are adapting to these challenges. A significant uptrend in
capital expenditures along with an enduring, positive trend of
investment in intellectual property products bodes well for pro-
ductivity gains going forward.

Digital expenditures (robotics and the like) have grown by double
digits over the past year. Companies embracing and optimising
the realities of the hybrid work model can gain a competitive
advantage in a tight labour market.

The era of financial engineering is over. The successful businesses
in this new regime will be those with efficiency in the deployment
of labour and capital. The reset of the bond and equity markets
sets the stage for capital allocations based on fundamentals, not
speculation. The destruction of trillions in capital in instruments
like crypto exchanges and non-fungible tokens (NFTs) marks an
important inflection point in the capital allocation process based
on easy money.

The financial press may come to remember 2022 capital market
returns as an epitaph for balanced investing. During such regime
shifts, correlations across asset classes are high. In the U.S., by
way of far from exclusive example, a portfolio consisting of the
S&P 500 and the 10-year U.S. Treasury note suffered losses of
around 15%; however, a portfolio consisting of intermediate
investment-grade bonds and quality dividend stocks was down
less than 10%. More importantly, the ‘income’ component of the
income investing landscape has markedly improved with yields
on bonds at decade highs and dividend style factors outper-
forming. Dividend growth—growth at reasonable prices—will
continue to outperform the broader equity markets. Balance
sheet quality, management, capital deployment, and labour pol-
icies will be factors underpinning performance in the post-COVID
economy. We have moved from bond and stock markets driven

by liquidity to markets that are now driven by fundamentals—
ultimately a better, more stable model for growth and wealth
creation.

For fixed-income investors, the worst is over. Historic mark-to-
market losses on individual bonds should slowly recover as
upward pressure on long-term rates slows and reinvestment
begins to capture higher yield levels. It is noteworthy that bond
prices have been largely driven by interest rates and liquidity, not
credit events. The U.K. pension sector dodged a bullet in this
respect over the autumn as economic orthodoxy returned after a
distinct wobble. Liquidity issues (due to continual selling from
passive vehicles) are more pronounced in the U.S. municipal
market, which resulted in long-term municipal yield ratios cap-
turing 85% of the yield of U.S. Treasuries versus 65% at year end
2021. This higher ratio made municipals more attractive, and
combined with generally falling yields, they posted their best
monthly performance in November since 1986.

The economy and capital markets may recede for a period, but the
resilience and ‘reordering’ of the economy sets the foundation for
a more productive economy and capital markets in better bal-
ance.
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The Road Ahead For The U.S. Economy

Eugenio J. Aleman, PhD, Chief Economist, Raymond James

Giampiero Fuentes, Economist, Raymond James

The current decade was dubbed by many as the ‘new
Roaring '20’s. However, as we stated in our presentation of
May 2021, “It would be unlikely as there are significant psy-
chological, demographic, and structural dynamics that
suggest the unfettered elevated growth trajectory of the
1920s will not be duplicated in the upcoming decade.” In
fact, in just three years the world has experienced a global
pandemic, a recession, and many countries are likely to
experience another recession in 2023 due to efforts by cen-
tral banks to bring down inflation rates.

Although 2022 started with positive expectations for a fully reo-
pened economy, plus the view that inflation was transitory and
that it would start turning the corner in the second quarter, the
year was far from positive. Just before the end of the first quarter
the invasion of Ukraine by the Russian military, and the start of
the war severely impacted energy and food prices globally. Addi-
tionally, still-strained supply chains, the large accumulation of
savings during the pandemic, and a strong labour market made it
impossible for inflation to come back down. This triggered a very
strong response from the Fed, which increased the federal funds
rate by 425 basis points in 2022 and is expected to increase rates

Our view is that the Fed will need two years to

bring inflation back down, but this process
started earlier this year, so we are probably
halfway to achieving low and stable prices.

by a further 50 basis points until March of 2023, taking the ter-
minal federal funds rate for this cycle to 4.75% to 5.00%. By
increasing the federal funds rate, the Fed is trying to slow down
the rate of growth of the economy, starting from the most interest
rate-sensitive sector, investment, in the hopes of weakening the
U.S. job market.

Although a federal funds rate of 4.75% to 5.00% is not very high
historically, it is very high compared to what markets and inves-
tors have seen over the last several decades. Thus, the biggest
problem today is that economic actors (i.e., individuals, busi-
nesses, the external sector as well as the U.S. government) are
trying to adjust to these new levels of interest rates. And the way
in which these economic actors adjust to higher interest rates will
determine the economy’s path forward in 2023.

12
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Federal Funds Rate (Current vs. Forecast)
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Industries, firms, and individuals react differently to higher
interest rates. We have already seen a strong negative response
from the housing market. As short-term interest rates increase,
longer-term interest rates (i.e., mortgage rates) surge. This
increase in mortgage rates reduces the pool of potential home
buyers and the sector slows down and/or goes into recession. The
housing market is, typically, the most interest rate-sensitive
sector of the economy.

The housing market and the economy are affected through dif-
ferent channels. First and foremost, thereis adeclinein residential
investment as home construction firms reduce spending on new
homes and reduce the need for workers. While residential invest-
ment has been negatively affected, firms have continued to add
new construction workers, for now. A second effect of the reduc-
tion in the pool of potential home buyers is related to the income
generated by commissions and fees earned by real estate bro-
kers, mortgage banks and mortgage companies, as well as the
individuals that sell their homes. A reduction in home sales
affects commissions and reduces the need to hire/keep workers
in the real estate industry.

Other sectors are less affected by interest rate increases. Within
consumer demand, the most affected sectors are those that sell
big-ticket items such as automobiles or large/long vacations, as
these big-ticket item purchases use financing, which is affected
by interest rate hikes. As is the case in the mortgage market,

'08

'13 '18 '23

- ==-Fed FundsRate (RJ Forecast)

higher financing rates for automobiles reduce the pool of poten-
tial automobile buyers, helping to slow down the market, both
for new and used vehicles. However, over the years, the negative
effects of higher interest rates on the purchase of new cars have
been limited by the ability of car manufacturers to use their
financing arms to keep interest rates lower for customers in high-
er-income groups and with higher-than-average credit scores.
However, lower income and lower credit score individuals remain
priced out of the market, thus weakening the sector.

Service sectors are less affected by higher interest rates as ser-
vices are, in many ways, smaller-ticket items, and individuals
have the ability to pay for them in cash. For big-ticket items in the
service sector, the most affected ones are purchases for which
consumers use credit cards. However, the increase in interest
rates for credit cards is currently not a big issue, but it could
become onein the future, especially if employment starts to dete-
riorate and borrowers begin to struggle to make payments.

HIGHER INTEREST RATES TO COMBAT INFLATION

There are three primary reasons the Fed may increase the federal
funds rate to levels that have the potential to trigger a recession
in economic activity. Some of these reasons are found to affect
the economy simultaneously and at other times, they may be
independent of each other.

13
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The three potential reasons for higher interest rates

iR

The economy is growing

too fast compared to
potential output

Inflation is too high,
independent of what
is happening to

Inflation and economic
growth are too high

economic growth

Currently, the Fed intends to keep interest rates higher because
the U.S. economy is still growing at a rate that is higher than
potential output and inflation is too high. Thus, the question for
the Fed going forward is how high it will need to increase the fed-
eral funds rate and for how long in order to bring inflation down
to its 2% rate target. Our view is that the Fed will need two years
to bring inflation back down, but this process started earlier this
year, so we are probably halfway to achieving low and stable
prices. However, we expect inflation to be below 3% by the end of
2023. This will require the Fed to stay put for the whole of 2023 as
inflation will not go down to the 2% target until well into 2024.

This is the reason we are forecasting a mild recession in 2023,
when we expect the economy to remain flat, and to start growing
again at a rate of only 0.8% during 2024.

The biggest fear is a repeat of what happened during the 1960s
and until the mid-1980s when monetary policy was highly erratic,
allowing inflation to get out of hand. Thus, there are two impor-
tantindicators to follow during 2023. The first one is core inflation.
The Fed will be watching the evolution of core services prices and
core goods prices to see if and when inflationary pressures start to
slow down. The faster we see core goods prices and core services
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¢¢ Once inflation is under control, the Fed will start relaxing
monetary policy and the normal catalysts for growth will, once
again, take over to deliver stronger economic growth. 77

prices slowing down, the sooner the Fed is going to start pivoting.
The second important indicator is inflation expectations. So far,
the Fed has been successful in keeping long-term inflation expec-
tations contained. To win the battle against inflation, the Fed
needs to keep long-term inflation expectations in check.

WHAT DOES THE U.S. ECONOMY NEED TO START
GROWING AGAIN?

The current economic cycle is very different from previous eco-
nomic cycles in that the service sector is expected to continue to
expand while goods sectors struggle. That is, big-ticket item pur-
chases such as automobiles and homes, are going to continue to
struggle until interest rates start to come down. Before that hap-
pens, high interest rates are going to continue to push the price of
these items down, bringing these sectors into a better equilib-
rium. Both automobile prices and home prices are expected to
decline in 2023, and this should help ease pressures on inflation
as well as on affordability.

The health of the service sector will also be impacted by employ-
ment growth as well as realincome growth. We expect employment
to deteriorate during the year as we expect a mild recession, weak-
ening real incomes further. Thus, we expect some weakening of the
service side of the economy. However, if inflation continues to
come down, the effect on real incomes is going to start taking over
and this will help keep the economy from weakening further. The
bottom line is that once inflation is under control, the Fed will start
relaxing monetary policy and the normal catalysts for growth will,
once again, take over to deliver stronger economic growth. That is,
the housing market will start to grow again, and this will push resi-
dential investment higher as well as produce an increase in
employmentin the sector. The biggest risk for this year and into the
next will be the labour market. The current labour scarcity is not
expected to improve that much over the next couple of years,
although weaker economic growth this year and next will help
reduce the pressures coming from a tight labour market. Iy

KEY TAKEAWAYS:

2022 started on a positive note but was derailed
by the Russian invasion of Ukraine which severely
impacted food and energy prices globally.

Still-strained supply chains, the large accumula-
tion of savings during the pandemic, and a strong
labour market made it impossible for inflation to
come back down, triggering a very strong response
from the Fed.

The Fed is expected to continue increasing the fed
funds rate until March of 2023, taking the terminal
federal funds rate for this cycle to 4.75% to 5.00%.

We expect inflation to be below 3% by the end of
2023. This will require the Fed to stay put for the
whole of 2023 as inflation will not go down to the
2% target until well into 2024.

We are forecasting a mild recession in 2023, during
which we expect the economy to remain flat, and
to start growing again at a rate of only 0.8% during
2024.
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The ‘Income’ Is Back In Fixed Income

Doug Drabik, Managing Director, Fixed Income Research
Nick Goetze, Managing Director, Fixed Income Solutions

Persistent volatility battered global bond markets in 2022,
creating persistent investor uncertainty which could be
attributed to various economic circumstances, including:
inflation, geopolitical events, and recessionary fears. The
rising interest rate trend throughout the year, to say
nothing of U.K. political turmoil, moved global developed
economy benchmark 10-year government bond yields in
an abnormally wide range. As you may already know, there
is an inverse relationship between bond rates and bond
prices. Taking the U.S. 10-year Treasury yield move in a
wide 1.52% to 4.25% range as a worked example, this
translates to an illustrative price move akin to $123.93 to
$98.99, or nearly 25 points. The longer the maturity, the
greater the price impact associated with large rate swings.

2022 underscored the distinction between two investor types:
those seeking total return and those needing/wanting income.
Price plunges decreases total returns (because of decreasing
prices), yet the rate increase provides investors an opportunity
to increase income. It has been a long time since investors had

Market forces will likely continue to move the I

yield needle in a distorted pattern in 2023, yet
investors seeking income and cash flow may
benefit from the current attainable yield levels.

the opportunity to lock in these income levels. For this specific
investment asset, locking in higher income can be achieved
when purchasing individual bonds with stated maturity dates,
allowing investors to receive purchased yields for a predeter-
mined period of time (up to the maturity) that is not affected by
interim price/rate moves.

DIFFERENT INVESTORS, DIFFERENT OPPORTUNITIES

Market forces will likely continue to move the yield needle in a dis-
torted pattern in 2023, yet investors seeking income and cash flow
may benefit from the current attainable yield levels in the United
States. High quality (investment grade) taxable and municipal
tax-equivalent yields are well above 5% in modest duration invest-
ments. Historically, procuring income at a plus 5% level in an asset
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Monetary policy has typically pushed fed funds above the
10-year Treasury rate during Fed rate hike cycles.
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that primarily protects principal bodes well. As a relative bench-
mark for dedicated growth assets, the S&P Index since the turn of
the century (~22 years from 31/12/99—16/12/22) has delivered a
total return of 6.29%.

Yet, the potential fixed income benefits for 2023 may provide mul-
tiple benefits rewarding both total return investors as well as
income/cash flow investors. Several interest rate curve behaviours
might support this prospect. The global sovereign bond yield
curve behaviour has been influenced by two economic notions:
the Central Banks' handling of inflation through monetary policy
and the uncertainty of a recession, present or near future. Fed
Chair Mr Jerome Powell has suggested, even in the face of eco-
nomic pain, that the Federal Open Market Committee will fight
inflation at any cost. He is not alone, Bank of England governor, Mr
Andrew Bailey and European Central Bank President Mme Chris-
tine Lagarde have said similar. Monetary policy has lifted the U.S.
fed funds rate from January’s 0.00%-0.25% upper/lower bound
range to December’s 4.25%-4.5% range, or a 425 basis point
increase. Meanwhile, the Bank of England has raised the U.K. base
rate for a 9" consecutive time, to 3.50% and in Europe the ECB
used its December meeting to raise all key policy rates by a further
50-basis points, taking the 7-day repo rate to 3.50%.

As the developed global economy government bond market often
leads policy change, benchmark 10-year yields typically begin
falling prior to a programme reversal when the central banks
begins lowering interest rates. In the U.S., where the economic
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outlook is still uncertain, the last several recessions occurred
when core CPI (inflation) was sitting at 2.5% or lower. Core CPI
peaked in September at 6.6% and currently sits at 6.0%. If the Fed
holds true to fighting this still high inflationary figure, Treasury
rates, particularly on the short end, may still climb. The same is
very much the casein the U.K. gilt-edged market where underlying
inflationary pressures are thought likely to remain sticky for much
of 2023.

ANALYSING THE INVERTED YIELD CURVE

Of particular note: the entire global developed economy sovereign
bond yield curve is already inverted. This means that short-term
maturity rates are higher than long-term maturity rates. In the U.S. as
of 19" December, the 3-month Treasury bill was ~4.30% while the
10-year Treasury note was ~3.50%. With potentially more fed fund
hikes, this inversion may spread wider. In the last 80 years, each
global recession was preceded by a yield curve inversion. Uncer-
tainty swells with data divergence. Filling a petrol tank or grocery
bag is a more expensive endeavour today than a year ago, as con-
sumers undoubtedly know. Home sales and vehicle sales are
declining. Yet, in the U.S. GDP has turned positive, consumer
spendingis sound, the labour market is resilient—all while corporate
and consumer balance sheets show strength. Will the Fed’s tena-
cious push to suppress inflation prove to be the catalyst for a future
economic slowdown as high interest rates create a costly business
environment? And what of the U.K., or a eurozone already grappling
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Inverted Yield Curve

400 Yield curve is considered inverted when shorter-maturity bonds
yield more than longer-maturity bonds.
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with a severe energy crisis? Here too, central bank policy aimed
directly at suppressing demand and stifling inflationary pressures
has contributed to recessionary conditions.

The takeaway is that the inverted yield curve is an indication, or
an anticipation, of future lower rates. In the interim, investors
have a window to lock in high yields. Although short-term govern-
ment bond yields are higher versus intermediate to long-term
yields, locking in for longer holds the potential for a longer-term
benefit by lowering reinvestment risk. In other words, adding
some duration to individual bond purchases may provide better
long-term benefits. This opportunity has not gone unnoticed as
individual bonds have witnessed a substantial escalation in
demand. The demand for securities often starts at the short end
of the curve. It may be human behaviour to seek superior yield
(greed) yet hesitating (fear) may now mean taking on interest rate
risk or losing out on even higher future rates.

In our view, the real value lies in the intermediate part of the
Western developed government bond curves. High quality invest-
ment-grade taxable bonds may provide attractive yields in the
three-to-seven-year maturity ranges where the corporate curve
reflects an upward slope contrary to the sovereign bond curve's
inverted slope. In the U.S., the municipal yield curve, hampered
by too much short-term demand, shows a positive slope across
the entire curve. Municipal bonds often have favourable call
structures allowing investors to benefit with higher coupons for
strong cash flow and maturities in the long-intermediate range.
High quality investment-grade municipal bonds provide a 3.60%-
4.15% vyield range (tax-equivalent yields of ~5.72%-6.72%
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depending on the investor’s Federal tax bracket) in the 12-20 year
maturity range. Locking in these rates may give investors strong
income benefits to work alongside individual bonds’ protective
asset qualities.

Total return investors may also have the dual benefit of income
plus price appreciation. As the economic cycle turns and high
interest rates end economic expansion, monetary policy often
shifts back to an easing basis, or bringing interest rates back
down from their peak. As interest rates begin to fall, prices will
rise, thus potentially giving total return buyers an opportunity to
see positive returns through price appreciation. Whether you are
an investor seeking total return or just earning income, there
appears to be a window of opportunity in fixed income. iy

KEY TAKEAWAYS:

« Income and cash flow investors are presented with
an opportunity to lock in higher yield levels.

+ The inverted yield curve is thought to precede a
recession but is also an indicator of lower future
rates. In our view, value lies in the intermediate part
of the curves.

+ Locking in these rates may give investors strong
income benefits to work alongside individual
bonds’ protective asset qualities.

« Whether you are an investor seeking total return or
just earning income, there appears to be a window
of opportunity in fixed income.
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Compromise And Conflict On Capitol Hill

Ed Mills, Managing Director, Washington Policy Analyst, Equity Research

We view the outcome of the 2022 midterm election as a
positive result for the market. The markets have histori-
cally favoured split government as it reduces the policy
uncertainty coming from Washington. Additionally, we
would highlight that since 1946, the S&P 500 has been
positive 12 months following a midterm election. As for
the election results, Democrats exceeded expectations
and expanded their Senate majority by one vote (51-49),
which will have a significant impact on confirmations by
the Biden Administration. Republicans captured a
majority in the House, but their nine-seat pickup was
below the historical average of 23 seats for the opposition
party in the last 40 years. The slim House majority for
Republicans will be made even more difficult as Republi-
cans are expected to scrap proxy voting, which was
implemented by Democrats during the COVID pandemic.
This will once again require members of the House of Rep-
resentatives to be physically present for their vote to be
counted, adding uncertainty to the outcome of floor votes.

Since 1946, the S&P 500 has been positive 12 l

months following a midterm election.

Turning attention to the 2023 agenda, we would focus on three
things—must-pass legislation, potential areas of bipartisan compro-
mise, and Senate confirmations (which have a significant impact on
the regulatory agenda of the Biden Administration). We will also be
monitoring external factors, especially the increased attention on
geopolitical risk, the monetary policy decisions of the Fed, and
the 2024 presidential election (in U.S. politics the next election
starts the day after the last election is finished). As for the must-
pass legislation, the debt limit fight and the annual government
funding requirements will receive the most market attention and
be the source of brinkmanship. We expect a ‘tough on China’ Bill
to lead the list of potential bipartisan compromises. The confir-
mation of regulatory picks that seek aggressive agendas will have
some market impact, but we expect the reaction to be muted by
recent court rulings that have sought to check the power of these
regulators.
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Performance Following Midterm Elections

Average market performance has been positive in the months following midterm elections.
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DIVIDED CONGRESS: FISCAL BATTLES
OR BIPARTISAN BREAKTHROUGHS?

Party power in the 118" Congress will be divided among the two
chambers, with Republicans retaking control of the House of Repre-
sentatives during the 2022 midterm elections and Democrats
retaining the Senate. Overall, this dynamic produces a stronger
incentive to pass legislation on a bipartisan basis and on compro-
mise issues, which we view as an overall market positive result.
However, there is also a high likelihood of gridlock and elevated
headline risk around must-pass legislation. In the House, the GOP
will govern with a slim 222-seat majority, which will prove chal-
lenging for the Speaker of the House in gathering the necessary
support for bills. The small majority could give individual lawmakers
significant leverage in extracting concessions during negotiations or
in stalling legislation and could be further complicated by House
vacancy trends and proxy voting reforms that heighten the impact
of lawmakers not being able to vote on the House floor.

Following Senator Raphael Warnock (D-GA)’s victory in the
Georgia runoff, Democrats will command a 51-seat majority in
the Senate, boosting their ability to confirm officials for key regu-
latory and judicial posts. Senator Kyrsten Sinema (I-AZ) will be
one to watch given her party switch (expectations are she will

20

continue to caucus with Democrats), but her relative power and
the power of Senator Manchin (D-WV) will be slightly diluted on
certain issues, giving Senate Majority Leader Chuck Schumer
(D-NY) more room to manoeuvre on legislative priorities or confir-
mations. However, the loss of the House makes the vote margin
less important relative to 2022 given that any additional pursuit
of reconciliation legislation will be off the table with the Demo-
crats’ loss of the House. Committee assignments will tilt in
Democrats’ favour, allowing the party to advance confirmations
and legislation out of committee without additional procedures
on the Senate floor that take up valuable legislative time. The
51-seat majority may be fleeting for Democrats as they face a
tough map in 2024, where they will be defending 23 seats com-
pared to 10 for the Republicans.

OPPORTUNITIES FOR COMPROMISE AND
CONFLICT IN THE 2023 LEGISLATIVE AGENDA

The debt limit, China, antitrust, cryptocurrency, and oversight will
likely feature as core legislative themes in 2023. China policy will
serve as a key area for bipartisan compromise with a slight tilt
toward more hawkish policy decisions. We expect that Ukraine-re-
lated policy and spending will broadly continue to see bipartisan
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Defence and national security rising as a key theme will
focus oversight on export controls and financial/investment
restrictions in 2023, aimed at critical emerging sectors

across advanced technology, biotech, and clean energy.

support, but ‘noise’ around spending specifics should be
expected from certain political factions. Similarly, antitrust and
competition policy—particularly relating to tech—has overall
bipartisan backing, but specifics on content moderation and con-
sumer protection will be where fracture lines may emerge and
extend timelines for any impactful legislation.

Cryptocurrency will see heightened legislative attention following
the ongoing fallout around FTX Trading Ltd. Bipartisan interest in
cryptocurrency regulation is strong, as are calls to more strin-
gently regulate digital assets; however, a growing minority in
Congress is advocating for a hands-off approach to crypto legisla-
tion (so not to legitimise an industry that has demonstrated
limited viable socioeconomic benefits, in the eyes of some law-
makers).

The debt ceiling is primed to be one of the most contentious issues
facing the new Congress in 2023, with Republicans poised to take
a hard line in negotiations in exchange for Democratic conces-
sions on social spending and entitlements. While this may cause a
period of headline risk for markets (especially if lawmakers begin
to push against a deadline), we ultimately expect Congress will
settle on a compromise solution to avert a debt ceiling breach that
threatens the credit rating of U.S. government securities.

BIDEN’S REGULATORY AGENDA: FULL STEAM AHEAD

Given the gridlock in the new Congress, supercharged regulatory
actions should be expected as a key mechanism to advance the
priorities of the Biden administration in areas such as financial
regulation, consumer protection, labour, climate, and competi-
tion policy. The Department of Labour will release a final rule
which could begin to reclassify some gig economy contractors as
fullemployees. We expect considerations around climate change
to continue to be integrated into financial supervision and regu-
lation, and the SEC is expected to release its long-awaited final
rule on climate disclosures in early 2023 (whether this survives a
court challenge will be a separate issue). Lastly, the Federal

Trade Commission and the Department of Justice antitrust divi-
sion will likely continue to expand their competition enforcement
activities (with a particular focus on mergers) in line with the
Biden administration’s stated desire to take a “whole of govern-
ment approach” to antitrust.

WHILE CHINA FRICTIONS WILL LIKELY PERSIST,
SIGNS POINT TO FLATTENING ESCALATION

Years of escalating tensions across various economic, trade,
financial, and national security issues have raised market con-
cern over a trajectory of ‘decoupling’ and potentially direct
conflict between the U.S. and China as a key driver of risk. How-
ever, the most recent signals following China’s leadership
selections in October, the results of the midterm elections in the
U.S., and the first in-person meetings between President Biden
and China’s Xi at November’s G20 meetings point to a flattening
of the escalation potential that raises the possibility of construc-
tive progress. While the heads of both nations demonstrated the
ability for their personal relationship to generally turn down the
temperature, the political setup in the U.S. and in China will con-
tinue to support frictions in 2023—especially around tech/
financial restrictions and the fate of Taiwan.

From a U.S. perspective, a Republican-led House will attempt to
challenge the Biden administration on foreign policy and push
policymakers toward more hawkish positions on China issues. A
Democratic Senate will serve as an insulating factor keeping some
of these fights to Congress, but Republican House lawmakers will
have opportunities to shape foreign policy decisions via oversight
and leverage on must-pass legislation. Defence and national secu-
rity rising as a key theme will focus oversight on export controls
and financial/investment restrictions in 2023, aimed at critical
emerging sectors across advanced technology, biotech, and clean
energy. A more assertive U.S. position on the defence of Taiwan
and support for its military capability is also likely to support ele-
vated frictions. While we do not see China becoming more
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aggressive militarily on the question of Taiwan, China’s internal
stability will be a factor to monitor as an input on China’s political
decision making. While it remains a tail risk, mounting domestic
challenges at home could push China’s leaders to become more
assertive abroad as a means of redirecting attention from internal
issues. While the overall trajectory is expected to flatten and stabi-
lise, pressure points should be expected in the year ahead that
could test the relationship and elevate market risks. With China’s
Xi expected to be hosted by Biden in Washington around the
fourth quarter of 2023, we generally expect the year-end period to
end on a more positive note in terms of U.S./China relations
before the 2024 campaign kicks into gear.

2024 ELECTION PREVIEW

Eyes have already turned to the 2024 presidential election after
the November midterms, with several prominent names in the
running to lead both parties. However, at this stage it is hard to
predict who will emerge as a front-runner and we would caution
that conventional wisdom regarding presidential candidacies
shortly post-midterm is often wrong. For the Republican presi-
dential nomination, the primary season will likely be highly
competitive, with former President Trump’s announcement of
his candidacy and the expectation that many other Republicans
may seek the Republican nomination, including Florida Gov-
ernor Ron DeSantis (who emerged from the 2022 election cycle
with a strong re-election). For the Democratic nomination, ques-
tions around whether Biden will seek a second term remain
unanswered. The Democrats’ stronger-than-expected showing
during the midterm elections—which was in part viewed as a ref-
erendum on President Biden’s approach on key domestic policy
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issues such as inflation—has afforded the current President
some breathing room when considering the path forward. If
Biden ultimately does not lead the ticket, we expect Vice Presi-
dent Kamala Harris, a current Democratic governor (California’s
Newsom, Michigan’s Whitmer), or high-profile cabinet secre-
taries (such as Transportation Secretary Pete Buttigieg) would
round out the (early) top-tier of candidates. Overall, there is an
eternity between now and the next election in political terms. If
recent election cycles are a guide, expect curveballs ahead that
challenge early conventional wisdom. |y

KEY TAKEAWAYS:

+ We view the outcome of the 2022 midterm elec-
tion as a positive result for the market. Markets
have historically favoured split government—as it
reduces policy uncertainty. Additionally, we would
highlight that since 1946, the S&P 500 has been
positive 12 months following a midterm election.

+ Inthe 2023 agenda, we would focus on three things:
must-pass legislation; potential areas of bipartisan
compromise; and Senate confirmations.

« The debt limit, China, antitrust, cryptocurrency,
and oversight will likely feature as core legislative
themes in 2023. China policy will serve as a key
area for bipartisan compromise with a slight tilt
toward more hawkish policy decisions.

CRYPTO-

CURRENCY
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Amid War And Inflation, Energy Security
And Diversification Are In The Spotlight

Pavel Molchanov, Managing Director, Energy Analyst, Equity Research

In a year of epic turbulence in geopolitics and economics,
2022 marked the fourth time in the past 13 years that inves-
tors enjoyed outperformance from oil and gas stocks. For
the second straight year, energy was the best-performing
sector of the S&P 500, up more than 40%. While some
champagne may well be in order, let’s keep in mind that
the oil and gas industry’s cash flow nearly doubled in 2022,
so in that sense the stocks didn’t do quite as well as some
might have expected. The lesson here is that the market is
always forward-looking: with the oil futures curve pointing
to lower prices in the years ahead, the stocks are pricing in
less stellar, though still solid, profitability in the future. In
an even broader sense, Energy remains less than 5% of S&P
500 market cap—down from as much as 13% a decade
ago—illustrating that this remains an under-owned, some-
what contrarian sector for investors.

As we think about what 2023 has in store for the oil market, the
past year provided ample reminders that events can come sud-
denly from the proverbial left field. During much of 2022, oil prices

We forecast that West Texas Intermediate (WTI) |

crude will average $100/Bbl in 2023. Brent crude,
the global benchmark, should remain a few
dollars above WTI.

bounced around the $100/Bbl level for the first time since 2014,
with Russia’s war in Ukraine being a major factor for tightening
the market. As the war is about to enter its second year, a potent
combination of U.S./European government-enforced sanctions
and energy company divestments are creating pressure on Rus-
sian oil exports. Another geopolitical variable that needs to be
watched is the long-running nuclear talks with Iran. Meanwhile,
to state the obvious, global macroeconomic volatility is always a
fact of life: the only question is what form it takes in any given
year. As central banks around the world continue to fight infla-
tion, there is no avoiding demand-side risks, even without
assuming outright recession. China’s zero-COVID policy is also a
question mark vis-a-vis demand. All that being said, we forecast
that West Texas Intermediate (WTI) crude will average $100/Bblin
2023. Brent crude, the global benchmark, should remain a few
dollars above WTI.

23



INVESTMENT STRATEGY QUARTERLY

NATURAL GAS DYNAMICS

Natural gas is fundamentally regional in nature: prices on dif-
ferent continents can follow different patterns. Looking back at
2021, Europe already had been the standout for escalation in gas
prices, but this was nothing compared to what happened in 2022.
Since the start of the war, Russia has slashed gas supply into the
European market as a deliberate policy of blackmail, i.e., using
gas as a political weapon with the goal of pressuring European
governments to make concessions (in particular, halting military
support to Ukraine). As a result, Russian gas exports to Europe are
the lowest in modern history, down 70-80% versus year-ago
levels in the final months of 2022. The bad news—from the Krem-
lin’s perspective—is that the weaponisation of gas supply is not
working as a political strategy. In fact, the European Union (EU)
entered the current winter with gas storage at 95% of capacity—
thanks in large part to a massive infusion of liquified natural gas
(LNG) supply from overseas. The problem is that emergency (spot
market) LNG supply is very pricey. European gas prices have sub-
sided since peaking in the summer at a stunning $100/Mcf but

remain the most expensive in the world, and as a result several
European countries have needed to bail out utilities and subsi-
dize consumers. By comparison, the situation in the U.S. gas
market has been much more stable, though subject to normal
seasonal choppiness. In 2023, we envisage the domestic Henry
Hub benchmark averaging $6.00/Mcf.

ENERGY LOOKS FORWARD

While share prices of oil and gas companies continue to fluc-
tuate with commodities, there are numerous ongoing reminders
that energy transition is an irreversible megatrend. The Euro-
pean energy crisis is accelerating the push to diversify the
energy mix: not just away from Russian gas, but from imported
fossil fuels more broadly. In this sense, energy security points in
the same direction as climate considerations. With oil prices
near $100/Bbl, there is unavoidable economic pain—particu-
larly in countries (such as Argentina and Turkey) with weak
currencies, in the context of a dollar-denominated oil market—
but there is also acceleration of the electric vehicle adoption

Benchmark International Natural Gas Prices ($/MMBtu)

Tight supply/demand dynamics have widened U.S. vs. international spreads.
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¢¢ There are numerous ongoing reminders that energy
transition is an irreversible megatrend. 7’

curve. Inthe U.S., for example, the cost of energy for driving one
mile in an electric vehicle is currently around one-fourth the
cost of fuel for an internal combustion engine. Meanwhile, as
the climate crisis spurs worsening droughts around the world,
there is an adverse impact on the productivity of hydroelectric
power plants. This issue is especially problematic in hydro-de-
pendent countries such as Brazil and Canada, and thus there is
a need to expand other types of power generation that are less
vulnerable to natural disasters.

Near the end of 2022, the annual United Nations climate confer-
ence, COP27, highlighted the limitations on international
cooperation vis-a-vis climate policy. The political reality is such
that there definitely will not be a global carbon tax, emissions
trading program, emissions reduction mandate, or really any-
thing that is remotely binding on governments. From country to
country, and even within countries, there is a veritable plethora
of laws and regulations. In addition to carbon pricing, also impor-
tant are sector-specific policies such as coal and petroleum
phase-outs, renewable portfolio and fuel standards, building and
vehicle efficiency mandates, and various incentives (‘carrots’)
that are more politically popular than ‘sticks. in the US, for
example, the recently passed Inflation Reduction Act was full of
tax credits and other incentives for everything from wind projects
to sustainable aviation fuel, but there is no chance of Congress
approving mandatory decarbonisation anytime soon. By con-
trast, the EU’s European Climate Law includes a legally binding
mandate for a 55% reduction in CO, emissions by 2030, enroute
to net zero emissions (carbon neutrality) by 2050. In 2023, we will
also be watching the extent to which China reconciles its rhetor-
ical pledge of decarbonisation with the reality of producing and
consuming half of the world’s coal. |

KEY TAKEAWAYS:

« Energy remains less than 5% of S&P 500 market

cap—down from as much as 13% a decade ago—
illustrating that this remains an under-owned,
somewhat contrarian sector for investors.

« We forecast that West Texas Intermediate (WTI)

crude will average $100/Bbl in 2023. Brent crude,
the global benchmark, should remain a few dollars
above WTI.

« Since the start of the war, Russia has slashed gas

supply into the European market as a deliberate
policy of blackmail with the goal of pressuring Euro-
pean governments to make concessions. As a result
European gas prices remain the most expensive in
the world, and several European countries have
needed to bail out utilities and subsidise consumers.

« Energy transition is an irreversible megatrend. The

European energy crisis is accelerating the push to
diversify the energy mix: not just away from Russian
gas, but from imported fossil fuels more broadly.
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Will The Outlook For Emerging Markets
Brighten In 20237

Jeremy Batstone-Carr, European Strategist, Raymond James Investment Services Ltd*

The outlook for emerging markets is likely to improve in
2023 and 2024, but a return to the “golden age” of pros-
perity that characterised the period from 2000 to 2016 is

less assured.

Typically, the definition of what constitutes an emerging
market (or economy) coalesces around the assumption that it
is steadily transitioning into a developed economy or market
whilst benefiting from rapid growth in economic output, rising
per capita income, increasingly liquid and investable financial
markets underpinned by sufficient liquidity to limit overly
sharp fluctuations in both currencies and financial asset prices.
Emerging economies differ from their typically smaller and less
established frontier equivalents, where investment returns can
be greater but with markedly higher levels of inherent risk and
illiquidity.

Driven in no small measure by the popularisation of the term
BRICS (Brazil, Russia, India, China and South Africa), the
emerging universe enjoyed something of a golden age during
the first decade of the new century. Emerging economies
accounted for around two-thirds of total global growth
between 2000 and 2015, according to the World Bank,
prompting many to envisage an “EM century” in which the
rapid growth trajectory persisted and per capita incomes
converged steadily with those of the developed world.

What has transpired in the period post-2015 is the realisation
that the fast-paced growth of the 2000s was an exception, not
the norm, owing less to a lasting acceleration in economic

*An affiliate of Raymond James & Associates, Inc., and Raymond James Financial Services, Inc.
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performance and more to one-off factors associated with the
adoption of market-friendly economic liberalisation, lowered
trade barriers and economic reforms aimed at stabilising fiscal
positions and bringing periodic bouts of aggressive inflationary
pressure under control. Technology’s spread and adoption
facilitated rapid integration both with other emerging econo-
mies and the developed world more generally. The result was a
surge in productivity that produced the one-off out-
peformance at the start of the century.

But the boost to productivity faded as the previous step gains
dissipated; economies can only open up once! Simultaneously,
new headwinds began to build up. Working-age populations in
most emerging markets were rising, but the growth rate was
slowing, ultimately weighing on productivity. More fundamen-
tally, productivity growth began to ebb as structural issues
building in the 2000s began to bite. In the case of China, the
problem became one of over-investment and a steady increase
in excess capacity, while Brazil and Russia suffered from the
opposite problem, crumbling infrastructure and chronic
underinvestment.

The COVID pandemic has served to add to the challenges faced
by emerging markets. Whereas most developed economies
have broadly returned to pre-virus levels of activity, the
recovery across many emerging markets has taken longer.
Vaccine rollout has been slower, and populations are still
vulnerable to possible future outbreaks. Fiscal positions have
weakened, forcing the imposition of austerity measures which,
when exacerbated by inflationary pressures and sharply higher
interest rates, has depressed household incomes and crimped
business investment.



Global GDP

Emerging Market
Universe

Meanwhile, the pandemic’s after-effects have served to
reinforce policy-related challenges weighing on growth even
before COVID struck. Most notably, this has manifested in
elevated levels of antagonism between China and the West.
President Biden and his counterpart President Xi certainly
seemed to emphasise the importance of mutual economic
cooperation and respect at the recent G-20 Summit. However,
the recently reinstalled Chinese leader seems intent on
pursuing state, rather than market-driven, evolution. How the
relationship between the U.S. and China evolves will likely
matter a lot to investors as 2023 unfolds.

ECONOMIC OUTLOOK

According to data supplied by the World Bank and Interna-
tional Monetary Fund, the emerging universe accounts for
62.5% of global GDP, of which the lion’s share is accounted for
by emerging Asia (including China) at 36.7%. Emerging Europe
(including Russia and Turkey) accounts for a further 8.3%,
followed by Latin America (6.7%), the Middle East and North
Africa (3.9%) and Sub-Saharan Africa (2.5%) > see Chart 1 -
Emerging Market Universe above. All regions were adversely
affected by the COVID pandemic but to varying degrees. Latin
America fared worst, with regional GDP plunging by 6.8% in
2020, while emerging Asia performed more strongly as regional
GDP fell by just 1.7%. The universe enjoyed a “post-COVID”
rebound in 2021 from -2.5% the previous year to +7.1%, with

Latin America’s commodity boom proving the standout feature.

Although emerging Asia rebounded strongly in 2021, the
enforcement of an aggressive “zero COVID” policy in China has
put a severe dent in 2022 and prospects for 2023.

INFLATION AND MONETARY POLICY

Inflationary pressure, as measured by headline consumer price
indices, was never as subdued across the emerging market
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universe as in developed economy counterparts over the past
decade. However, it is thought likely to have surged from 3.8%
in 2021 to 6.5% in 2022. Encouragingly, pressures are dissi-
pating, signalling a likely reversal of the monetary policy
tightening process characterising most markets over the past
year or so. Several central banks in Latin America and Emerging
Europe have signalled that the rate hiking process is likely over,
while those in Asia may have a little further to go. In turn, this
implies that rate cuts are likely to prove a feature of the
emerging market investing landscape in 2023, led by Latin
America, the consequence of lower commodity prices.

FINANCIAL MARKET OUTLOOK

The combination of ebbing inflationary pressures and easing
central bank policy should prove a constructive backdrop for
local currency government bonds. Yields on 10-year bench-
mark sovereign bonds are already on a downward path,
particularly so in Emerging Europe. Whilst the continuing war
in Ukraine casts a long shadow, investor confidence in the
region, excluding Russia, has revived as natural gas prices have
subsided from their late summer peak. The standout exception
to this broadly positive trend is Brazil, where bond yields have
risen on concerns that the recent election might result in
increased fiscal spending. One limiting factor likely to impact in
the very near term is a broad-based diminution in risk appetite
as the global economy slips into recession.

More encouragingly, that recession is thought likely to be
shorter and shallower than the pandemic-induced collapse of
2020 and the Great Financial Crisis period. Yields should start
declining on a more sustained basis from mid-2023 onwards as
the global economy revives, inflationary pressures diminish,
and central banks cut rates.
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A similar trajectory is likely across dollar-denominated
emerging market bonds. Yields have dropped sharply since late
October, reflecting narrowing yield differentials and notably
lower “risk-free” yields as rate hike expectations in the U.S.
pared back. That this has taken place at the same time as the
rally in share prices provides strong evidence that the improve-
ment has been built on a revival in investor risk appetite.
Again, the near-term sustainability of this rally is open to
question as the global economy weakens, but as above,
sentiment should improve as 2023 progresses, and yields
should fall further in 2024.

Emerging market equities have enjoyed a strong revival over
the autumn, the MSCI Emerging Markets Index exceeding the
performance of the MSCI World Index of developed market
equities by a comfortable margin, albeit that indices are still
well below levels they started the year. Overall performance
masks significant regional divergence, with emerging Asian
equities performing strongly, boosted by speculation regarding
a possible easing in China’s draconian “zero-COVID” policies,
while emerging Europe, Middle East, Africa and Latin America
have proved much more subdued.

Concerns regarding the near-term health of the global
economy and its adverse impact on corporate earnings may
weigh on investor appetite as the New Year commences, even
excluding uncertainty surrounding China and the duration of
military conflict in Ukraine, but sentiment and performance
should stage a steady improvement with key benchmarks
ending 2023 above prevailing levels with further gains likely in
2024 led by Latin America and India. |

KEY TAKEAWAYS:

Emerging markets enjoyed a golden age during the
first decade of the century, but this dissipated as
headwinds built up.

The COVID pandemic has added to challenges, raising
concerns from population vulnerability to weakening
fiscal positions and austerity measures augmented
by elevated inflationary pressures and sharply higher
interest rates.

China’s “zero COVID” policy and the ongoing conflict
in Ukraine have added to the uncertainty posed by
the global economic slowdown and put a brake on a
broad-based revival in investor appetite.

A shallow and short global recession, coupled with
ebbinginflationary pressures and an easier monetary
policy outlook as 2023 progresses, should underpin a
revival in investor interest.

The outlook for emerging market government bonds
and dollar-denominated sovereign debt should
brighten as 2023 progresses, while the outlook for
equity markets will become increasingly positive as
the global economy revives. Latin America and India
look appealing for longer-term investors.
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