Outlook on the

United States

•

A mild recession remains our base case for the US economy this
coming year, but the possibility of a soft landing may be rising

•

The war in Ukraine and the consequences of China’s scrapped
zero-COVID policy remain major sources of uncertainty in the global
economy and markets

•

Our equity team believes investors should focus their attention on
quality stocks—companies with high returns on capital that can be
sustained over the long term—as they tend to be most capable of
defending in down markets

•

Our debt team maintains that investors should focus on mitigating
long-term liquidity risks by focusing on securities and obligors with the
same key attributes that institutional investors have historically valued
in times of volatility and mark-to-market disruptions
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The outlook is now more constructive, but it is not without risk. The
key questions for 2023 are:
1. Will inflation continue to subside from its late 2022 levels?
2. When and at what level will the Fed pause its rate hike cycle?
3. For how long will the Fed keep rates high?
4. If the US economy enters a recession, how deep will that recession be?

Equity
One year ago, the S&P 500 Index was levitating near its all-time high
of around 4,800. The ten-year Treasury yield was at 1.5%, 30-year
fixed rate mortgages were offered at 3.1%, and fed funds futures
indicated short-rates would end 2022 below 1%. Despite these benign
conditions, however, storm clouds were gathering. Inflation was well
above the Federal Reserve’s comfort zone, clocking in at 60 basis
points (bps) per month, and Fed officials were turning hawkish. At the
same time, Russian troops were amassing on Ukraine’s border, and
US diplomats were sounding the alarm that this was not a drill. The
warning signs were clear, yet markets were priced for perfection. In
hindsight, it was a recipe for a sharp sell-off in financial assets.

5. What do the answers to these questions mean to corporate earnings
and discount rates on future cash flows?
But merely focusing on these questions would be a mistake. Investors
taking a longer-term view also need to contemplate an additional set of
questions surrounding structural uncertainties:
1. Are we entering a new inflation era that will extend beyond the
pandemic recovery?
2. Is globalization in retreat or merely on pause, and what will that
mean for inflation and profits?
3. Will the sharp increase in real interest rates trigger systemic crises?
4. Can governments afford the rising costs of defense, aging
populations, and debt servicing?
5. Are energy security and the green energy transition incompatible?
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We believe we are in the midst of a paradigm shift in inflation that
is driven in part by a reconfiguration of global supply chains, by the
cost of mitigating and adapting to climate change, and by the direct
costs of climate variability itself. We also expect the tightening cycle
to uncover significant systemic fragilities that have been obscured
by negative interest rates for years. The crypto collapse of 2022
might have been the first, but it is unlikely to be the last after years
of monetary stimulus has inflated an array of asset bubbles. Fiscal
stability of governments is also a serious issue. Many investors have
become too complacent about sovereign fiscal risks, operating under
the assumption that central banks can bail out their sovereigns.
There are limits to deficit spending, and this could be a key challenge
during the next several years, as evidenced by the market’s reaction
to fiscal proposals by the United Kingdom in September of 2022.
Finally, the energy transition is a critical imperative, but the Russian
invasion of Ukraine has shattered the perception that the world can
just disconnect itself from fossil fuels without a new alternative energy
infrastructure in place.
In this outlook, we aim to provide some clarity regarding inflation and
the pathway for monetary policy. While we agree with the consensus
that the Fed is near the end of its hiking cycle, we think the market is
underestimating the Fed’s willingness to hold rates higher for longer. A mild
recession remains our base case, but given that inflation is moderating and
labor growth remains strong, a soft landing remains feasible.
What does this all mean for investors? We believe different asset classes
are sending different signals about the economic and profit outlook.
US equity markets are trading at levels that imply the United States
will avoid a recession and that discount rates on future earnings will
decline. This seems like an improbable best-case scenario to us, as it
implies that inflation will continue to decline rapidly, allowing the Fed
to both avoid a recession and loosen monetary policy. Debt markets,
on the other hand, appear to imply a US recession by mid-2023 of
sufficient depth to prompt a 50 bps reduction in fed funds rates by
year-end. We think neither market is pricing the outlook correctly.

Inflation
The final quarter of 2022 likely marked the definitive turning point for
this inflationary cycle. Even though the Core Consumer Price Index
(CPI) continues to evidence very high year-on-year inflation, price
pressures decelerated sharply to only 27 bps in October and 20 bps in
November when measured on a month-on-month basis (Exhibit 1).
While there were some anomalies that dragged the reported figures
down, price pressures do appear to be abating.
We think about inflation in three major buckets: Goods excluding
food and energy (core goods), shelter services, and services excluding
shelter. Core goods inflation has fallen into negative territory, and
we expect it to continue exerting downward pressure in 2023. The
initial surge in inflation resulted from a demand spike for goods, while
challenges related to semiconductors, insufficient labor, and shipping
simultaneously curtailed supplies. Demand for goods has since subsided
and supply chain issues are largely, though not entirely, resolved. A
consequence is that used cars prices, a major driver of inflation in 2021,
have begun to fall and could decrease quite a bit more (Exhibit 2). Even
if used cars do not return to their pre-pandemic levels, prices could easily
decline an additional 20% in 2023.

Exhibit 1
US Core Inflation Is Well Above That of Peers
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Exhibit 2
Used Car Prices Have Significant Room to Fall
Manheim Used Car Index
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Looking beyond the near term, however, we would caution against
assuming that goods inflation will remain pinned at zero, as was the
case from 2000 to 2019 (Exhibit 3). Given the reconfiguration of
global supply chains, we now expect goods inflation to be positive in
the years ahead. The key question we cannot answer with confidence is
how high this inflation will be.
Shelter inflation is a key concern going forward given that it is sticky,
negotiated infrequently, and can contribute to upward wage pressure.
Since May of 2022, shelter has contributed a minimum of 24 bps per
month to core CPI with the highest contribution in September at 31
bps. We expect similar-sized contributions to continue through the
first quarter of 2023. Yet there is encouraging news on the horizon, as
private indices and other survey methods indicate that shelter inflation
has peaked (Exhibit 4). The Cleveland Fed recently published a report
that used underlying CPI shelter data to measure inflation in ways that
are comparable to private sector indices. The report found that rent for
new tenants (measured by Zillow’s Observed Rent Index, for example)
leads CPI shelter inflation for all tenants by about four quarters. This
implies to us that CPI shelter inflation is likely to peak in the first
quarter of 2023 and then decline through the year, as rent increases for
new tenants peaked early in 2022 (Exhibit 5).

3

Exhibit 3
Goods Prices Were Stable from 2000 to 2019; Not Anymore
US Goods and Services Inflation
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Exhibit 4
Rent Inflation Has Decelerated Sharply but Remains High
Rental Price Change—Range, Median, and US Index
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Exhibit 5
Other Rent Measures Confirm Decelerating Inflation
Rental Price Change—Range, Median, and US Index
YoY (%)
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The labor market was exceptionally strong by any standard in 2022.
In the first half of 2022, an average of 410,000 jobs were added per
month; this fell to around 275,000 jobs in the second half of the year.
Despite 425 bps of Fed policy tightening, employers have only slightly
slowed their hiring. Labor market tightness is evident in the ratio of
job openings to unemployed people, which currently stands at 1.7
versus levels of 1.0–1.1 in 2019 (Exhibit 6). Toward the end of 2022,
this ratio appeared to be declining or at least plateauing, but the labor
market has been extremely resilient so far. The Fed’s hope is to reduce
job vacancies without materially increasing unemployment. Walking
that tightrope might be too much to ask of any central bank.
As noted, services inflation ex-shelter is driven largely by labor costs.
To the extent that labor tightness persists, we would expect more
upward pressure on wages and prices. Rising wages can be a good
thing for the economy, especially if the catalyst is rising productivity.
However, if wages are increasing due to imbalances between supply
and demand, this can trigger an undesirable increase in wages that
feeds into broader price levels across the economy. The Fed’s challenge
is to help ensure that this does not happen. Fortunately, by the end
of 2022, there were some early signs that wage increases might have
plateaued, but the level of wage pressure remains elevated (Exhibit 7).
The strength of the labor market presents a conundrum. On the one
hand, its ongoing resilience suggests that the United States might
be able to avoid a recession. On the other hand, the longer labor
market tightness persists, the more pressure the Fed will be under to
tighten policy further. A critical determining factor for whether the
United States will enter or avoid recession in 2023 is the behavior of
employers. After struggling to fill open positions after the pandemic,
many employers are likely to try to retain employees despite slowing
growth. Typically, the first step companies take when demand is
weakening is to curtail hiring and to stretch existing labor resources.
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Exhibit 6
Workers Have Leverage: 1.7 Open Jobs per Unemployed Person
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$380 billion that was meant to be accomplished by 31 December. This
run-off will likely accelerate in 2023, which will further contribute to
decelerating inflation. The impact of this is somewhat unpredictable,
with estimates putting the equivalent tightening effect at anywhere
between 25 to 150 bps. This incremental tightening will likely impact
asset prices as bond yields rise and recession risks change.

Exhibit 7
Some Metrics Suggest Wage Growth Has Plateaued
Average of Three Common Wage Growth Series
(YoY % Change)
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However, in a deeper downturn, layoffs can become more difficult
to avoid when striving to protect profit margins. It is clear from
the Fed’s forecasts and Federal Open Market Committee (FOMC)
member speeches that the Fed’s hope is to engineer a slowdown that is
sufficient to weaken demand for new workers, but not deep enough to
lead to large numbers of layoffs. We applaud the Fed for having such a
noble objective, but we worry that investors are forgetting that the Fed
operates with a sledgehammer, not a scalpel. The blunt instruments of
interest rates and balance sheet size do not allow for surgical precision.
We acknowledge that there is a chance the Fed can pull off this
Goldilocks scenario, but our base case remains that instead the Fed
triggers a mild recession to successfully tame inflation.

Monetary Policy
The Federal Reserve raised its policy rate by 425 bps in less than a
year—an aggressive pace of tightening as it sought to reassure markets
and consumers of its unwavering commitment to fighting inflation.
Given the strength of the labor market and the persistence of inflation,
the Fed has been clear that the job is not done. Markets are pricing
an additional 50 bps of rate hikes in Q1 2023 despite the Fed’s own
December Summary of Economic Projections, which suggests 75 bps
of hikes will take the terminal rate to 5.1%.
The actual terminal rate matters less than the length of time that
the Fed keeps rates elevated. We believe financial markets are
underestimating the likelihood of a “higher for longer” scenario, given
that the Fed needs to see core inflation sustainably near its 2% target.
Another facet of financial tightening is the Fed’s balance sheet run-off,
as shorter-term Treasuries expire and the Fed chooses not to reinvest
the proceeds. In 2022, the Federal Reserve indicated that its balance
sheet holdings of Treasuries and mortgage-backed securities (MBS)
would decline by $47.5 billion per month from June to August and
then $95 billion per month from September onward. Of the $95
billion per month of asset run-offs, $60 trillion was intended to be
from Treasuries while the remaining $35 billion would be from MBS.
The reality is that from 31 August to 28 December, the total decline in
Treasury holdings was only $194 billion while MBS holdings fell by
$68 billion. This total run-off of $262 billion is far short of the targeted

Forecasting the US economic trajectory from a purely domestic
perspective is challenging enough, but the United States does not
operate in a vacuum. Entering 2023, the war in Ukraine is the
critical unknown facing the global economy and markets. A peaceful
resolution could sharply reduce inflation, mitigate the need for
monetary policy tightening, and lead to a rally in risk assets. Escalation
and expansion of the war, potentially embroiling the North Atlantic
Treaty Organization (NATO) in direct conflict with Russia, could
shake economies and markets to their core, especially if Russia uses a
nuclear weapon. For now, our base-case assumption is that the conflict
is a prolonged war of attrition with no near-term resolution.
The implications of this war extend well beyond commodities. The
United States and Europe contribute to Ukraine both financially
and militarily, and European countries are recognizing that they
need to invest significant capital in their own military capabilities in
a world where national boundaries are not respected by Russia. This
additional spending may compound the challenges of higher interest
rates, ballooned government debt, and the costs of securing sufficient
energy supplies.
China is the other major geopolitical story, with multiple, intersecting
themes. The abrupt abandonment of the country’s zero-COVID
policies created major risks from both economic and global health
standpoints. China’s domestically produced vaccines are effective,
but only 58% of the population have had a full three-course dose.
China’s health problems are twofold: First, a high proportion of over65-year-olds have not been vaccinated at all, and second, a relatively
low proportion of Chinese people have gotten COVID-19, meaning
they lack the antibodies to fight it off. Consequently, there is relatively
little acquired immunity, which in turn leaves the Chinese population
vulnerable and provides the virus with more opportunities to mutate.
Compounding these challenges is the inadequacy of medical care
capacity in China. The US has ten times more intensive care unit
(ICU) beds per capita than China has, and even the United States’
more abundant capacity was overwhelmed with COVID-19 in the
early stages of the pandemic. The first half of 2023 in China will likely
see a massive number of cases overwhelming its healthcare system, and
an economic recovery that falls short of some people’s expectations.
Given this, the impact of China’s reopening on inflation is more
difficult to gauge, as supply chains are increasingly challenged by
waves of employee absences as the virus sweeps the country. One
result could be a reacceleration of goods inflation outside of China
to the extent that supplies are reduced for a sustained period of time.
On the Chinese domestic demand side, however, even with the end
of government-mandated lockdowns, Chinese citizens appear be
reducing travel and services consumption voluntarily to avoid the
virus. This demand destruction should theoretically lower domestic
services inflation. The bigger question in China, however, is not
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what happens in the next few months, but how two major structural
issues—a real estate downturn and government fumbling of its COVID
response—will affect consumer and corporate confidence over the
long term. We believe that the risk appetite of Chinese consumers and
companies, and their willingness to commit capital, are likely to be
damaged for some time to come. There is little question in our mind
that growth will rebound in 2023, but we doubt China can return to
sustained growth above 5% after this year. We have long held the belief
that sustainable real GDP growth in China was likely below 4% due
to a shrinking working-age population and decelerating productivity
growth. The pandemic and the cracking of the real estate market
indicate to us that a step down in growth is likely for the years ahead.
We would be remiss if we did not address tensions between China
and Taiwan, especially considering multiple Chinese incursions
into Taiwan’s air defense identification zone in December. Russia’s
invasion of Ukraine has had major economic consequences for much
of the world, but the economic implications of Chinese action on
Taiwan would be on a different order of magnitude. Actual military
conflict is not the only potential scenario; it could be an embargo, or
other direct and indirect blockades, that force economic capitulation.
We believe China has no interest in an armed conflict with Taiwan
(or the United States for that matter), and it is unlikely it will make
any overt moves until after the 2024 Taiwanese presidential elections
at the earliest. However, if the exit from zero-COVID continues to go
as poorly as we expect, Beijing may attempt to deflect attention from
its own domestic challenges by escalating tensions with Taiwan. This
could have significant implications for markets.

Market Implications
Exiting 2022, bond markets appear to be forecasting a recession that
forces the Fed to reduce interest rates by half a percentage point in the
second half of 2023. Equity markets, on the other hand, imply that
recession will be avoided, earnings will continue increasing, and valuation
multiples can be sustained. One, if not both, of these markets are wrong.
If recession is avoided, that means interest rates will likely remain higher
for longer, which in turn means we will see higher bond yields and lower
multiples on stocks (due to higher discount rates on future earnings). If
the economy does slide into recession, earnings expectations are likely to
decline, perhaps materially, which means lower share prices.
Given our expectation for a mild recession, the truth might be
somewhere between the bond and equity market outlooks. In a typical
recession, S&P 500 Index earnings decline by 10%–15%. Estimates
for 2023 S&P 500 Index earnings remain at $232.50 representing a
5% increase from 2022 as of 29 December. With the S&P 500 Index
at 3845, this implies a forward valuation of 16.5x earnings for 2023.
By comparison, the Moody’s Baa Corporate Bond Index sports a
yield of 5.86% which implies an investor would pay 17.1x earnings
for this collection of bonds. Historically, the last time equities traded
for a sustained period of time with a lower earnings yield, or a higher
multiple, than the Moody’s Baa Corporate Bond Index was in 2002 in
the aftermath of the telecom bubble. We would argue that this is not a
time when one can easily justify a lower earnings yield on equities than
on the lowest rung of investment grade corporate bonds. As such, we
enter 2023 with a negative view on the “equity market.”

Yet within the market, we do believe there are opportunities to protect
capital in a broader risk asset sell-off that also offer material upside when
recession has ended. Specifically, we would direct investor attention to
quality stocks. We define quality based on the level and sustainability
of a company’s returns on capital. The companies with the highest
returns on capital that can be sustained into the future have historically
defended well in down markets and delivered in up markets. In 2022,
this defensiveness did not play out as usual, as many quality stocks were
bid up to generous valuations. By the end of the year, however, many of
these companies’ shares had derated and are now trading at valuations
that could be more defensive in down markets. Importantly, these
companies also retain the upside appeal that is likely to play out in the
recovery from recession as they generate strong returns due to a range
of characteristics—including brand recognition, network benefits, and
long competitive advantage periods, for example—that keep the goods
and services they produce in demand.
Beyond quality, there are thematic areas of the equity market that are
appealing. If climate change is the key cause of inflationary pressure
that we expect it to be, then companies that help society mitigate and
adapt to its effects should be well positioned to grow faster than the
overall market and deliver stronger profit growth. Importantly, the
climate change story has decades of runway, which means that this
thematic opportunity is still in the early innings.
Likewise, if we are in an inflation paradigm shift that will involve
higher inflation and higher interest rates, companies that leverage
technology to reduce costs should benefit. Those that use data and
technology to reduce medical inflation are prime examples.
Overall, we expect ongoing volatility in 2023 as markets balance
inflation, labor market, and economic growth metrics against the
longer-term structural implications of globalization, climate change,
and geopolitics on inflation, interest rates, and investments. Every year
brings uncertainty, but 2023 appears to be unusual in terms of the scope
of questions facing investors. As always, we are committed to diligently
analyzing the data and putting it into context to understand the
implications for investments from both a risk and reward perspective.
The preceding outlook reflects the views and analysis of Lazard’s US equity
teams. The following outlook reflects the views and analysis of Lazard’s US
fixed income team.

Debt
Although he initially characterized inflation as “transitory” in June
of 2021, Federal Reserve Chairman Jerome Powell abandoned this
description the following November while responding to questions in
front of the US Senate Committee on Banking, Housing, and Urban
Affairs. Now, in the first quarter of 2023, inflation’s persistence and
the Fed’s battle to tame it continue to be the main drivers of markets.
After experiencing the most aggressive Fed tightening in history,
market bulls were emboldened following below-expectations
Consumer Price Index (CPI) reports in both October and November.
Following October’s reading, risk assets rallied: The S&P 500 rallied
more than 5.5%, its biggest one-day gain since April 2020, the 10-year
Treasury yield plunged 30 basis points (bps), and the US dollar index
weakened most significantly since 2009. US bond markets quickly
priced in a smaller rate hike from the Fed in December, landing on 50
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bps instead of 75 bps. The Fed did indeed deliver on a 50 bps hike at
their December meeting—and though inflation likely peaked in the
summer of 2022, we do not believe a pivot is likely in the near term.
Powell said as much at his November post-Fed press conference,
stating that it would be “premature to discuss pausing” given the
“need for ongoing rate increases.” He threw cold water on the
prospects of stopping tightening—let alone “pivoting”—yet again the
following month, when he reiterated the Fed’s commitment to taming
inflation: “I would like to underscore for the American people that we
understand the hardship that high inflation is causing and that we are
strongly committed to bringing inflation back down to our 2% goal
… We have covered a lot of ground, [but] we have more work to do.”
Ultimately, we believe that unless inflation gets to that 2% target and
stays there—or unless there is a material breakdown in the capital
markets leading to a systemic shock—the most dovish outcome would
be for a pause in hikes once the terminal rate is reached. This means
markets should brace for higher rates for longer.

The Fed Still Has Runway to Raise Rates
First and foremost, inflation remains elevated in the mind of the
Fed. Even if it eventually adjusts its preferred inflation level above
2%, current inflation metrics remain well above the Fed’s comfort
zone. Although market measures of inflation, such as the 5-year,
5-year forward inflation expectation rate and break-evens of Treasury
Inflation-Protected Securities (TIPS), remain contained (Exhibits
8 and 9), hard measures of inflation such as CPI and Personal
Consumption Expenditures (PCE) remain well above the Fed’s
historical 2% target. Importantly, Core Sticky CPI remains elevated
at over 6% (Exhibit 10). This measure is calculated based on prices
for specific goods and services within CPI that are considered less
susceptible to change—including medical services, rent, public
transportation, and motor vehicle fees—and therefore more likely
to incorporate future inflation expectations by default. Core Flexible
Inflation, which has less of an impact on inflation expectations, has
come down from a peak of nearly 20% in February, but still remains
elevated at over 5%.
The labor market also remains tight. Headline unemployment is near
historical lows (Exhibit 11), there are still widespread unfilled job
openings, nominal wage growth is strong, and non-farm payrolls are

Exhibit 8
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Exhibit 11
Monthly Unemployment Rate
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still showing material gains. Moreover, the labor force participation
rate continues to trend lower, likely due to accelerated retirements
catalyzed by the pandemic and the aging of the Baby Boomer
generation (Exhibit 12). Unless labor productivity offsets the loss of
workers, a shrinking workforce will pose a challenge to the Fed as
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Exhibit 12
US Labor Force Participation Rate

Exhibit 13
Non-financial Corporate Earnings Before Interest and Tax (FSIs)
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labor costs will remain stubbornly elevated. We believe that unless
there is a material pick-up in the participation rate or an increase in
productivity, the Fed will continue to grapple with both wage price
inflation and slowed economic growth.
The underlying economy remains healthy, with gross domestic
product (GDP) and corporates still showing signs of strength. For
example, non-financial corporate earnings are above pre-pandemic
levels (Exhibit 13), while default rates on US high-yield bonds and
loans are at 1.61% and 1.59%, respectively. Compare this to longerterm averages of 3.2% (high-yield) and 3.1% (loans) per JPMorgan.
Corporate credit spreads are also not concerning to us, with the
Industrial BBB spread at about 170 bps, which is below the levels that
are associated with recessions. Although there was a technical recession
marked by back-to-back negative real GDP measures in the first and
second quarters of 2022, real GDP bounced back to 2.57% in the
third quarter and the Atlanta Fed’s GDPNow model is estimating
fourth-quarter real GDP growth of 3.7%, though this is down from
over 4% in November. Moreover, nominal GDP has reasserted itself
and is currently higher than the pre-pandemic trend (Exhibit 14).
Thus far, we believe the Fed has skillfully managed a “soft landing,”
bringing down inflation without driving the economy into a painful
recession. Powell, who has demonstrated acumen at managing risk
throughout his career, continues to contain long-term inflation
expectations in an extremely challenging economic environment.
Unlike prior episodes of Fed tightening from the 1990s to now, there
have been no broad margin calls in the United States or financial
engineering crises. Given the underlying strength of the economy, we
believe the Fed will look to raise rates either until the economy recedes,
or until unemployment rises to an unacceptable level. At 3.7%, the
U-3 unemployment rate is well below the 5% threshold that the Fed
has suggested would be an issue.
So, although the pace and size of rate hikes may slow, we believe the
Fed is likely to stay on course with at least a few more 25 bps rate
hikes in early 2023. We anticipate a terminal policy rate—where the
Fed pauses or ends this rate-hike cycle—of around 5%, meaning rate
increases of 50 bps or more from today’s range of 4.25%–4.50%.
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What Could Go Wrong?
Could something still “break” as the Fed continues to tighten? It is
possible that unemployment will rise significantly, or that growth will
slow to the point of a downturn—two risks the Fed is watching closely.
Powell has explicitly admitted that the Fed is limited: Its tools are best
suited to affect demand, whereas much of today’s volatility relates to
supply. This means a mild recession is a distinct possibility—and one
that the Fed is willing to accept. Moreover, now that the heavy lifting
has been done in raising rates off the zero bound, the Fed will now need
to proceed gingerly, realizing the lagged effects of its previous tightening
have yet to be fully felt. The risk remains that the Fed will overshoot if
it has not done so already, causing it to turn around and cut rates faster
than it had hoped. The still-inverted US yield curve, often considered a
harbinger of recession, reflects the possibility of rate cuts later in 2023.
We currently see no sign of an impending contraction and believe a soft
landing may already be in progress. As mentioned, earnings have been
positive (even if not as strong as earlier this year), bankruptcies have
remained low, and BBB-rated corporate credits are still trading at nonrecessionary spreads of less than 200 bps over Treasuries.
So what comes next? The Fed has been moving to get rates and their
balance sheet back to normal, which is a very healthy development.
Financial markets are now normalizing to the conditions that existed
prior to the era of financial engineering and the subsequent Fed
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repression. Without financial contagion, we believe the market should
revert to a state of differentiated outcomes favoring active alpha
over passive beta. One of the benefits for investors would be greater
dispersion among credits, which can create opportunities for abovemarket returns. In a higher-rate environment, some companies simply
fare better and others worse—in other words, there are winners and losers
in the rate-hike game. By contrast, companies rarely falter under ultraaccommodative Fed policy, and so there was relatively little differentiation
among credits over the better part of the last decade. However, as we
continue to emphasize, the main financial risk is increasingly low liquidity
in the over-the-counter (OTC) fixed income markets.

Liquidity Concerns
We continue to highlight the fixed income market’s inability to absorb
abrupt changes in trading flows. In our view, the OTC fixed income
market has been structurally challenged since the implementation of
post-financial crisis banking regulations and warrants extra vigilance
as the Fed continues to unwind its extraordinary intervention. Based
on our observations, the events of the Ukraine crisis and the Fed’s
tightening have exacerbated the existing liquidity risk in OTC fixed
income markets, even including the Treasury bond market. Dealers
have been less willing to take on the risk of market-making, and are
generally less willing to accumulate inventory on their balance sheets
given increased mark-to-market volatility against the backdrop of
persistent regulatory capital constraints.
Lower liquidity has been especially noticeable in three segments of the
Treasury market: 2-year, 20-year, and “off-the-run” Treasuries, which
generally consist of bonds issued more than 3–6 months ago. The
2-year Treasury yield rose steeply to 4%, in part because the Fed’s asset
purchases ended, and rate hikes began in quick succession. Liquidity
in the 20-year bond market, meanwhile, has not been robust since the
market was introduced almost two years ago, and it has worsened over
the past quarters. In fact, its yield continues to be the highest on the
longer end of curve, creating a “kink” in the curve itself. As for off-therun Treasuries, market-making has simply been very scarce.
Buying and holding Treasury bonds has remained easy to do, but
with bids and offers on electronic platforms fewer in number or wider
apart than normal, trading Treasuries on demand in response to new
developments remains increasingly difficult. This has prompted a return
to the old-fashioned trading method of getting dealers on the phone and
leveraging relationships to execute larger security trades in OTC markets
in an orderly manner. To be clear, our concerns are not related to the
participation of end-buyers. Our concerns about liquidity emanate from
traders’ inability to trade, not from investors’ willingness to invest. Also,
because of these liquidity conditions and resulting higher transaction
costs, investors are turning to the futures market to trade Treasury
exposures—however, many institutional investors are prohibited from
utilizing derivatives by their investment policy.

Investment Implications
We still believe that inflation should moderate as base effects and
tighter monetary policy take hold. A Fed intent on bringing down
inflation continues to have a profound impact on the markets. How
much further the effects extend will almost certainly depend on the
Fed’s tightening trajectory. Additionally, geopolitical and supply chain
risks remain, led by the Russia-Ukraine conflict and China’s economic
slowdown, which may worsen as the country continues to shut down
entire cities in response to outbreaks of COVID-19.
Despite our cautiously optimistic expectations for the US economy,
credit fundamentals, and the general level of interest rates, we remain
deeply concerned about the potential for market liquidity disruptions.
The Fed turned to its balance sheet with such force at the onset of
COVID-19 shutdowns two and a half years ago precisely because it
wanted to backstop the market and alleviate a severe liquidity crisis.
Absent the Fed, the market mechanisms for clearing on-demand
transactions simply failed and this failure has still not been addressed.
In our opinion, the market’s ability to absorb abrupt changes in
investment flows remains structurally challenged, as demonstrated
by the state of the Treasury market in recent quarters. Heading into
2023, dealers continue to be reluctant to hold sizable inventory—even
in the world’s benchmark “risk-free” asset.
As the Fed continues its monetary policy normalization and focuses
on price stability, it will remain ready to change course if the data
and circumstances change. Given the backdrop of geopolitical risk
and prospects for slowing growth, we expect continued volatility in
markets overall.
Our view of the big picture remains intact: The global economy is
adjusting to monetary policy normalization amid an uneven recovery
from the pandemic and ongoing geopolitical strife. Dispersion in
outcomes for obligors is likely to increase as the cheap money afforded
to them by the capital markets dries up. Legacy business models and
industries will be scrutinized for their sustainability going forward,
resulting in lower valuations and higher default rates. Thus, we
believe strongly that investors need to continue to exercise caution
in 2023. This means lending to viable obligors over a long term,
paying close attention to whom they are lending and under what
terms and conditions. Investors should also consider mitigating longterm liquidity risks by focusing on the same key security investment
characteristics that they have historically relied on to protect portfolios
during mark-to-market disruptions. Specifically, we believe investors
should focus on securities and obligors with attributes such as:
• serving an essential economic or financial function
• issuing under standardized terms and conditions
• offering in institutional markets and institutional lot sizes
• exhibiting established transition markets that enable transactions
after ratings downgrades
• qualifying for inclusion in major market indices
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