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Month In Macro

This report is part of our ongoing effort to provide economic and market guidance to our subscribers
during a period of historic levels of uncertainty. This note aims to share our research team's internal
checkpoint process in evaluating the current state of the economy as it pertains to markets. The pages
that follow will have familiar content for those who follow our work, but with the added benefit of our
connecting the dots across all the economic and financial data our systems use to make portfolio
decisions. Our primary takeaways are as follows:

e Nominal activity has decelerated, with real growth contracting and inflation decelerating.
These moves aligned with our expectations and reflected the slowing of the labor impulse to
broader activity.

e Alongside this contraction in real activity, we saw significant stress in the banking system as
the cumulative impact of tightening policy liquidity flowed through to financial intermediaries.
We are now moving into the part of the cycle where public and private sector liquidity are
likely to contract in unison. This path bodes ill for future nominal activity.

e Our systems have now confirmed recessionary conditions. We see equity markets as
particularly exposed to this risk, which our cycle strategies will look to exploit.

In this issue, we will begin to weave in our systematic expectations for markets as part of our Month In
Macro offering. In this edition, we will be mainly focused on the real growth outlook. Additionally, this
edition will be relatively concise relative to our typical publications- the team has just returned from a

much-needed break and will return to regular publishing this month. Now, let's dive in.

As noted in our headline takeaways, our systems now place the economy in a recessionary regime:

Recession Signals: GDP Contraction Likely
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Based on our estimates, GDP will enter a contraction in H2 of this year, creating an opportunity for our
Prometheus Cycle Strategies in equity markets.
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Prometheus Cycle Strategies: Real Growth

Our Month In Macro report aims to offer a granular and comprehensive understanding of current
economic conditions and how they will likely evolve- to help investors navigate markets through the
economic cycle. To augment the research and analysis, we have developed Prometheus Cycle Strategies-
which use our cyclical expectations to trade markets. These Cycle Strategies reflect the understanding
that particular points in the economic cycle offer an asymmetrically positive return on risk, either long or
short assets. Using our systematic process, we attempt to forecast these points to harvest these
attractive return-to-risk characteristics. Below, we show the first of the Prometheus Cycle Strategies-
which trades the equity market based on our real growth forecasts:

Prometheus Cycle Strategies: S&P 500 Growth
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The strategy above seeks to short equity markets as we head into an impending recession and go 2X
leveraged long equity markets during recoveries; otherwise, it remains in cash, with monthly turnover.
As shown above, the system performs well, outpacing equity returns with smaller drawdowns.
Importantly, it does so with minimal market exposure- with a beta of 0.1. Said differently, this strategy
outperforms the equity market while exposed to market risk less than a third of the time. This
performance reflects our understanding that there are particular points in the economic cycle where an
asset offers a significantly higher return on risk than during other periods. Harvesting these returns can
lead to significant outperformance. Below, we show some summary statistics:
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In the case of equities, this pay-off profile can be obtained by shorting stocks as we move into a
recessionary environment and buying them as we emerge and move into an economic recovery. These
turning points in the economic cycle offer some of the most substantial return-on-risk opportunities,
both long and short. Below, we show the signal history of the strategy:

Prometheus Cycle Strategies: Signal History
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Above, we note two features. First, the strategy has no directional bias, i.e., no hidden beta. Second, the
strategy did not trigger for nearly a decade as cyclical conditions did not warrant a recession or a
recovery. Nonetheless, gains made from prior cycles allowed the Cycle Strategy to remain ahead of
equities. This Prometheus Cycle Strategy has turned bearish on the S&P 500 as our systems now expect
a recession. Even if we do not achieve a recession, we find it highly likely that we will achieve a further
profit contraction. This weakening of cashflows will likely mean more equity weakness ahead as markets
have priced neutral growth outcomes in 2023. We think it is important to take heed of this message,
even if maintaining beta exposure is the objective. Below, we show how only taking the short signal in
addition to long S&P 500 exposure has been highly additive to performance:

Prometheus Cycle Strategies: Short Recessionary Conditions
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Therefore, even if you are a long-only investor, the bearish outlook of our systems implies that the
forward-looking returns on equities will be weak at best and significantly negative at worst. The strategy
is in a bearish regime but positioned flat. To protect our edge in markets, we do not share our signal
construction; however, we share the logic driving our systems' expectations over the pages that follow.
To contextualize our expectations, we begin by showing the composition of our GDP Nowcast below:

Real GDP: Monthly Composition
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The latest data showed that GDP contracted in February by 0.60%, with softening likely in March as well.
This weakness came from a reversal in consumption & export strength and a continuation of weakness
in investment activity. The composition of this growth was a pressure on profitability as well. Public
corporation profits have now confirmed our expectations of a profit contraction:
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The cumulative impact of these developments places us within range of a recession, and we explain the
drivers we expect to take us there in the next section.
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Pressures On Business Activity Will Drive Activity Lower

Economic cycles generally follow cause-and-effect templates, and this cycle has been true to the
archetype. Late in the economic cycle, as nominal activity rises, these nominal gains flow to companies,
benefiting from higher revenues and potentially improved margins. As this nominal activity has a large
inflation component, policymakers step in to try and tap the brakes on the economy. This usually takes
the form of a hiking cycle in interest rates. Over time, this increase in interest rates leads to pressure on
the economy, which results in a contraction in profits. These profit pressures eventually lead to lay-offs,
which precipitate a recession. Below, we show the big-picture view of how hiking cycles have typically
preceded profit contractions:

Corporare Profits & Hiking Cycles
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Hiking cycles typically initiate profit contractions. Part of this relationship is contextual, and part of it is
mechanical. Mechanically, inflation flows through to profits immediately as companies benefit from
higher prices; however, inflation also flows through the company's income statements with a lag as
higher inflation induces higher interest rates and increased depreciation expenses. Contextually, lagged
costs matter relative to the current and likely trajectory of business investment. Today, inflation has
resulted in increased capital consumption costs, with nominal investment contracting:

Business Investment: Nominal Gross Investment & Capital Consumption Estimates
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Based on our estimates, business investment activity will likely worsen, further dragging profitability.
We expect construction activity, inventories, and equipment investment to weaken.

Within construction, we continue to see current conditions in the residential sector imply an increasing
amount of slack in the industry. Housing demand has begun to show slack, with the stock of new homes
rising relative to the volume of homes sold:

Residential Investment: Housing Demand Slack
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Coinciding with this slowing in sales is a slowdown in construction activity. We see this in the form of
construction projects that have been approved but not yet started:

Residential Investment: Construction Slack
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The combination of these factors suggests a softening in demand for housing relative to previous
expectations. We see further evidence of this slowdown in housing activity in the form of declining
residential building permits.
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Below is the building permit drawdown relative to their economic cycle highs. As we can see, current
conditions, much like those in housing demand and construction, imply conditions consistent with
recessions:

Residential Investment: Building Permit Slack
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The combination of these factors leads us to think that real residential investment is likely to end up
weaker. We show our estimates of future real residential investment below:

Residential Investment: Current And Forecast
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As we can see above, our expectation is for real residential investment to continue on its downward
trajectory, which will weigh on total real investment in the economy. Additionally, we expect other
components of gross investment to continue to soften. We will discuss these next.
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Alongside a weakening in construction activity, we expect a reduction in business inventories driven by
a decrease in nominal business sales. One business's sales are another business's inventories, and as
sales increase and decrease, the stock of inventories increases and decreases. Nominal business sales
have decelerated this cycle meaningfully, resulting in sustained pressures on inventories. Current
business sales growth suggests that this pressure will persist:

Business Sales and Inventories
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Coincident with these declining business inventories, we are also likely to see a slowdown in business
equipment investment coming from a slowdown in business equipment orders to manufacturers:

Business Investment: Equipment
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Therefore, looking through the existing pressures on construction, inventories, and equipment, we
expect that future economic investment activity will continue to contract, which will remain a pressure

on profitability. Furthermore, this comes alongside a weakening in private sector liquidity conditions,
wich we discuss next.
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Liquidity Conditions Will Get Worse, Not Better

So far, during this cycle, we have primarily seen declines in policy liquidity, i.e., interest rates have risen,
guantitative tightening has commenced, and Treasury bill issuance has slowed significantly. However,
we think that declines in private-sector liquidity are likely ahead of us. Before we discuss private sector
liquidity, we show the drag on policy liquidity coming from the decline in reserve balances at the Federal
Reserve (through quantitative tightening) and the decline in Treasury bills outstanding (net of
intragovernmental impacts):

Policy Liquidity: Reserves & Treasury Bills
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This contraction in Reserves & Treasury Bills has negatively affected the liquidity ecosystem by creating
a shortage of safe asset growth relative to activity. Furthermore, increases in interest rates have led to
declines in longer-duration assets ranging from government securities to riskier credits. Below, we show
the losses on outstanding US government securities coming from changes in interest rates:

Treasury Securities: Market Capitalization Of Total Debt
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These dynamics are the root cause of the banking stress we have seen over the last month. We are not
experts in single-name securities, but we believe that the stress is seen in individual companies (Silicon
Valley Bank, etc.) is just a concentration of industry-wide risks driven by macroeconomic liquidity
factors. Moreover, we expect liquidity conditions to worsen as private-sector-procyclical liquidity
begins to contract while public-sector liquidity remains in contraction. Recent stress in the banking
system will likely result in further hesitancy to lend, exacerbating current weakness in lending
sentiment:

Private Sector Liquidity: Banks Less Willing To Lend
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Additionally, new borrowers are now experiencing weaker nominal incomes and higher borrowing costs,
likely weighing on loan growth. Below, we show the loans growth has begun to decelerate but not yet
decline:

Private Sector Liquidity: Bank Lending Like To Weaken
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Profits and debt are the primary sources of private sector funds, which finance business expenses and
investments. As detailed in this note, profits are already in contraction, and businesses borrowing to
finance investment and expenditures have also declined significantly. We show this decline in
nonfinancial corporate sources of funds below:

Sources Of Funds: Nonfinancial Corporates
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This decline in business sources of funds is a drag on businesses' uses of funds, i.e., spending on labor
and investment. This decline in spending will likely drive a decrease in incomes, which will further drag
on already softening bank deposits and money market funds inflows:

Private-Sector Liquidity: Short Term Instruments
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As we can see above, short-term liquidity store holds have already begun to contract (primarily from
QT), and we expect this picture to worsen as bank balance sheets contract.
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Consistent with the cumulative contraction in policy liquidity, yield curves remain inverted:

Financial Conditions: Yield Curve Firmly Inverted
5.00

400
3.00
200
1.00
0.00

-1.00

10 Year Minus 3 Month Treasury

-2.00
-3.00
-4.00

I R A

i B & 2 2, %) ") i)
oV gV g’ gt g ,@t,e,‘@‘@ "9'3%.&*3_@_00@69@_559.&0'@\“9@@&_@9‘@?@1

Inverting Curve s Yickd Curve

7

However, as we move into the next phase of the liquidity cycle, i.e., when private sector liquidity begins
to contract, we are likely to see a widening of credit spreads:

Financial Conditions: Credit Spread Widening
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Therefore, while we have already seen a significant deterioration in the liquidity ecosystem during this
hiking cycle, we expect conditions to worsen as private-sector liquidity follows public-sector liquidity
into contraction. In this environment, credit spreads will likely continue on their path toward widening.
The wheels are in motion for liquidity to contract meaningfully. Unless the Federal Reserve reverses
course swiftly, we will probably see a worsening in market conditions in the next six months.
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Conclusions:

To reiterate the views laid out at the onset of this note:

e  Nominal activity has decelerated, with real growth contracting and inflation decelerating.
These moves aligned with our expectations and reflected the slowing of the labor impulse to
broader activity.

e Alongside this contraction in real activity, we saw significant stress in the banking system as
the cumulative impact of tightening policy liquidity flowed through to financial intermediaries.
We are now moving into the part of the cycle where public and private sector liquidity are
likely to contract in unison. This path bodes ill for future nominal activity.

e Our systems have now confirmed recessionary conditions. We see equity markets as
particularly exposed to this risk, which our cycle strategies will look to exploit.

Overall we expect that profit pressures will weigh on broader GDP, alongside a weakening in private
sector liquidity. The wheels are now in motion for a meaningful slowdown in economic activity, with the
reward-to-risk favoring equity shorts. Our Prometheus Cycle Strategies now place us within a bearish
regime for the S&P 500 but remain neutral for April. Whether you choose to short the market or not, we
think it is imperative to recognize that over the next 6 to 18 months, the returns on equities are likely to
be weak at best and significantly negative at worst. Navigating this part of the cycle remains challenging,
but we remain well-prepared. Until next month.
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DISCLAIMER: All information, views, and opinions provided herein are for informational
purposes only and should not be construed or relied upon as investment advice, an offer to
sell, or a solicitation for any form of investment. The information contained in this website is
the most recent information available to us (except otherwise noted); however, all of the
information herein is subject to change without notice. Certain information included in this
website is based on data obtained from sources considered to be reliable; however, no
representation is made with respect to the accuracy or completeness of such data. All
opinions, estimates, and forward-looking statements, including any market forecasts or
projections, involve a number of assumptions that may not prove to be valid. Past
performance does not guarantee future results. The value of investments will fluctuate, and
a loss of principal may occur. Any mention of an investment decision is intended only to
illustrate our investment approach. Prometheus Investments Research LLC will not be held
liable for any decisions made using its information content.
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