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Strategy

It's been more than 1.5 years since the Fed initiated the fastest cycle of 
interest rate hikes to curb inflation in decades. And while signals of 
recession have been evident one way or another for quite some time, the 
economy has continued to show signs of resilience. Growing interest in 
generative artificial intelligence, combined with solid household balance 
sheets and nearly a trillion dollars in savings, has prolonged the life of 
interest rate policy increases. 

The U.S. dollar has experienced several ups and downs over the past few 
years. After a strong rally from mid-2021 through October 2022, the dollar 
lost ground and has been strengthening since July of this year. Most of the 
dollar's momentum can be explained by two factors: interest rates and 
economic growth dynamics. As for the future outlook, we believe the 
dollar's meteoric rise is overrated, and it is not due to some sort of de-
dollarization trend that may be exaggerated in the short term. In fact, the 
dollar is trading 21% above purchasing power parity, which typically acts as 
a strong return driver. In addition, rising securities yields could worsen the 
balance of payments and worsen the budget deficit.

The other equally important strategic indicator is the labor market. Its 
structural nature leads to the fact that after reaching low levels, 
unemployment starts to rise, and it does not stay there for long. This is one 
of the manifestations of the cyclical nature of the economy and the limit to 
output growth. Full employment is not an equilibrium state for the 
economy. If unemployment is high enough, the central bank can maintain 
a loose monetary policy and worry less about inflation. But in the case of 
higher employment, economic growth has a significant impact on 
inflation. The only sensible way to manage this is to keep interest rates near 
the so-called "neutral rate," which provides the optimal amount of GDP 
growth, employment, and inflation. But in practice, this is a rather delicate 
balance, and a number of assumptions are formed in keeping it in check.

One thing is important from an applied perspective: the U.S. has never 
before in history avoided a recession when the 3-month average 
unemployment rate rose by a third of a percentage point or more. From 
current levels, this brings us to the coming recessionary scenario.
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On the horizon of a few months, we expect a non-inflationary sentiment 
with high employment, but as we approach and enter 2024, the likelihood 
of a second wave of inflation increases, especially against the backdrop of 
rising oil and energy prices. 

Milton Friedman, Nobel Prize-winning economist, made popular the term 
"long and variable lags in the economy." The term itself means that central 
bank monetary policy decisions gradually penetrate the economy, with a 
certain lag, and this lag is highly variable. Most interestingly, in a speech in 
June 2023, Fed Chairman Jerome Powell referred to this term when 
explaining the current macro context and what is happening in the 
economy.
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Even setting aside the residual effects and public savings from the COVID 
programs, throughout the entire interest rate hike cycle, the U.S. has 
periodically implemented stimulus and support programs: the Inflation 
Reduction Act, the program to support regional banks and the banking 
system, and the student loan relief program. 

Although QT (Quantitative Tightening, or quantitative easing program) 
continues to operate, each of the above programs and a number of other 
political-economic decisions actually served as compensation for the 
relatively shrinking liquidity.

On the one hand, patterns in interest rate policy are gradually becoming 
patterns in the economy, in particular rising borrowing costs, debt loads, 
and shrinking corporate profits; on the consumer side, it is rising borrowing 
costs, rising mortgage rates, and more. More and more loans will gradually 
move to higher interest rates, which means households and businesses will 
be forced to cut back on non-priority consumption goods/services. In turn, 
tighter bank lending leads to less effective credit and less economic impact 
of borrowed funds.

Paradoxically, higher interest rates can support the housing sector 
(especially construction): higher costs of owning free land stimulate 
landowners to sell building plots; a high and still liquid labor market is an 
opportunity to involve relatively inexpensive labor in the construction of 
new projects.
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Despite media pressure about the strength of the economy and the 
potential for nominal GDP growth, it is safe to assume that the Fed will avoid 
a situation in which a peak interest rate hike is followed by a sharp cut. In a 
historical context, the pause between these events is important, and a sharp 
cut after a hike has usually been followed by a shock to the stock market. 

Last quarter, corporate earnings (EPS) of companies in the S&P500 Index 
posted nominal gains relative to expectations, but a detailed analysis of 
similar situations in the past shows that a sustained trend increase in EPS 
only fully occurs once the Fed begins to cut interest rates:

From a strategic point of view, we are less optimistic about stock indices 
than bonds. Despite the rather confident rhetoric, the Fed is quite close to 
actually recognizing the deterioration of the economy, and thus to changing 
the vector of interest rate policy. Therefore, our baseline scenario assumes 
the following:

Several leading indicators point 
to a further contraction in wage 
growth and a decline in rent 
inflation:
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