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Financial Market Economists: What Do We Do?
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Narratives Drive Financial Markets

“Narratives set current prices.

Changes in narratives move markets.”
— Rob Arnott



Market Movements Motivate Macro Memes

“Markets make opinions.”
— Richard Russell

“Markets make minds.”
— Payden Economics



“...Brains are an evolutionary happenstance full of errors...”

Nineteen

Ways

Patrick House




Minds Make Macro Memes

“Markets make opinions.”
— Richard Russell

“Markets make minds.”
— Payden Economics

“Minds make-up memes.”
— Payden Economics



Key Macro Memes At The Moment

“A recession is inevitable this
year.”

“Inflation will slow quickly this
year.”

“Interest rates have peaked.”

“The worst is behind us for
financial markets.”
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6-Month Annualized Percent Change

For the last eight recessions, this i§the
level where you should be worried...

...we are herel
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Source: Conference Board *includes ten variables that track the economy's health and "anticipate

turning points in the business cycle by around seven months."
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Recession ===GDP

$20

“a significant decline in economic activity that is spread
across the economy and that lasts more than a few months”
- NBER, The Official Committee That Calls Them
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Decline in Real GDP* Change in Unemployment Rate** (Percentage Points)
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-2.63% 1981

2nd worst drawdown in the S&P 500 -1.37% 1990

since 1953 in this “mild” recession

Even in a mild recession like 2001
the unemployment rate rose more
24 " PloY

2001 than 2 percentage points!
2007 5.6
-10.12% 2020 11.2
Source: U.S. Bureau of Economic Analysis, U.S. Bureau of Labor Statistics *From peak to trough

**From trough to peak
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January 2023 reading exceeds the peak growth \v

400 rate of last two business aycles!
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m Change in Employment Dec. 2021 - Dec. 2022 (Left) ¢ Growth (Right)

90 - 9%

80 \ Leisure and hospitality employment is also improving 8%

nationally, but Florida is ahead of the curve °
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and utilities services
Industry Sector

Source: U.S. Bureau of Labor Statistics, Payden Calculations
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Leading
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Indicators
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mmm NY Fed Global Supply Chain Index ——NY Fed Global Supply Chain Index

Relative to history, supply chains are still
under a lot of pressure

Standard Deviation from Avg. Value

-2
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Source: New York Federal Reserve



Goods Consumption
==2016-2019 =—=2020-Present
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Commodity Prices
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Source: U.S. Bureau of Economic Analysis, Bloomberg, Payden Calculations
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Services Consumption
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Annualized Change
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== Core Goods ===Core Services
A 25%)!

Core services prices are growing at more
than three times the Fed’s target T

/
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Source: Bureau of Labor Statistics, Payden Calculations
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Labor supply remains an issue with the labor force participation
still alimost a percentage point below pre-Covid levels

Percentage Point Change Since Jan. 2020

-6
Jan. '20 Jul. '20 Jan. '21 Jul. '21 Jan. '22 Jul. '22 Jan. '23

Source: U.S. Bureau of Labor Statistics
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While Off Recent Peaks, Inflation Is The Highest It Has Been In Four Decades

U.S. Versus Local Consumer Price Index
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- Meme Break

_inflation
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Inflation Surprised Policymakers For Two Years!

Core PCE Versus The Fed’s Year-End Forecast

Central Tendency of Fed Forecast for 2022 (Year-End) — Core PCE
6%

5%

4%

3%

2%

1%

0%
Dec.20 Feb.'21 Apr.21  Jun.'21  Aug.'21 Oct.'’21 Dec.'21 Feb.'22 Apr.'22 Jun.'22 Aug.'22 Oct.'22 Dec.'22

Source: U.S. Bureau of Economic Analysis, Federal Reserve, Cleveland Fed
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- With Inflation Elevated, The Fed Raised Rates Rapidly

12-Month Change In The Fed Funds Rate Since 1955

— Not a lot of people were in the business
8pp during Chair Volcker’s Era

6pp

4pp

2pp

Opp

-2pp

12-Month Change in Fed Funds Rate

-4pp

-6pp
-8pp
'55 '60 '65 '70 '75 '80 '85 '90 '95 ‘00 '05 10 15 '20
Source: Federal Reserve, Payden Calculations
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1.0%

0.5%

0.0%
Jun. '19

Actual === Payden Forecast

“...it might be a long fight, with interest rates higher for longer than
some are currently expecting.” - Governor Waller, Feb. 8
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Source: Federal Reserve, Bloomberg, Payden Calculations *can imply fraction of rate hikes and is the effective rate, not the upper bound
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The worst is behind us for financial

markets.”



Meme Break

WEARENT e P RICHT:

* CURRENTLY IN A REGESSION ?*'I'IIE DIP RIGHT?
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So, What Does This Mean For Assets?
As The Fed Reaches Its Terminal Rate, A Sequence Of Events Unfolds

Peak 2- Peak 10- 3mo/10y

Terminal YearTsy YearTsy Curve Recession HY OAS S&P 500
Fed Funds Yield vield Trough Start Peak Trough
20.0% Mar. '80 -1 -1 -3 -2 N/A -10
20.0% May. '81 3 4 -4 2 N/A 14
Equities
6.0% Feb.'95 2 3 9 N/A 10 9 affer Fed hikes
70 . ) ) ) / ended
6.5% May. '00 -1 -4 7 10 16
5.3% Jun. '06 0 0 5 18 21
Rates “peqk” as 2.5% Dec. '18 -2 -2 8 14 0 0
Fed nears its >
Median: -1 -2 5 12 13 14

“terminal” rate

The lesson of history is that investors should anticipate a sequence of events to unfold as the business cycle wanes. First, the Fed
reaches its terminal rate. Second, Treasury yields peak 1-2 months before terminal is reached as markets anticipate the end of Fed
tightening. Next, the yield curve “troughs” and begins to “bull steepen” as the bond market anticipates rate cuts. The recession
usually begins about a year after the Fed is done hiking. Often, the S&P500 finds its bottom long after the Fed stops tightening
(median: 14 months) and the recession is well underway, with a similar story for high yield corporate spreads.

Source: Bloomberg, Moody’s, S&P *Sample uses t -12 to t+22 months (cut off when a recession begins for Covid-19 and when we go into the next hiking cycle for ‘81)
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“A Recession Is Already Priced In.”
Maybe, But Let’s Wait Until We Hit Peak Rates Before Drawing Grand Conclusions

m Recessions mQutside of Recessions As of 2/28/2023
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g $1.2 Money in the £
5 Treasury’s 5
o “checking o
© $1.0 account” at the o -$1.5
S Fed... 5
= $0.8 = 620
$0.6
-$2.5
$0.4
-$3.0
$0.2
$0.0 -$3.5
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Source: U.S. Treasury, CBO

...versus the
difference
between
expenditures
authorized and
revenues coming
in...

1962 1968 1974 1980 1986 1992 1998 2004 2010 2016 2022

*Total revenues minus spending
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“A recession is inevitable this
year.”

“Inflation will slow quickly this

year.”

“Interest rates have peaked.”

“The worst is behind us for
financial markets.”

Nothing is inevitable, but the leading economic indicators do suggest a
downturn in the next year is likely.

Labor market conditions remain very strong and continue to give the
economy momentum in the near-term.

Inflation remains persistently elevated and is unlikely to return to the Fed'’s
target (2.5%) in 2023.

Beyond 2023, if goods prices fall, rents decelerate, and the labor market
weakens (dampening services prices), inflation should moderate. The risk is
that it takes longer than markets expect.

Interest rates peak near the time the Federal Reserve reaches its “terminal
rate.”

Given the uncertainty around Memes 1 and 2, we think it's premature to
conclude we've witnessed the peak in rates for this cycle.

While equity markets did sell off in response to the sharp pivot in rates last
year, historically equities bottom after the Fed has reached the “terminal”
fed funds rate.

In recessions, market declines from peak to trough can be worse than what
is currently priced in.

37



.“!
Our Macro Philosophy In One Sentence

“Rather than trying to be right, assume you are
wrong and try to be less wrong."
— James Clear

This material reflects the firm’s current opinion and is subject to change without notice. Sources for the material contained herein are deemed reliable

but cannot be guaranteed. 28
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Disclaimer

This material is intended solely for institutional investors and is not intended for retail investors or
general distribution. This material may not be reproduced or distributed without Payden & Rygel's
written permission. This presentation is for illustrative purposes only and does not constitute
investment advice or an offer to sell or buy any security. The statements and opinions herein are
current as of the date of this document and are subject to change without nofice. Past
performance is no guarantee of future results.
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