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Trying to guess what lies ahead is hazardous because historical data on which forecasters rely are all over the
place. Moreover, there are many big unknowns and many vexing queries, which can overlap with geopolitical
concerns. In recent years, a noticeable shift in the investment landscape has occurred from globalization to
deglobalization; plentiful energy to scarce; Washington consensus to conflict among great powers:
codependency to isolation; population growth to ageing; fiscal responsibility to largesse; free capitalism to
state capitalism; free markets to regulations; disinflation to inflation; and from a loose monetary regime to a
conventional one.

Because | only have limited knowledge on how, what and when these broad forces will actually affect the
investment terrain strategically over the short term, | prefer to watch the path of the money supply, follow
growth data, and monitor inflation numbers. | think | can do this with reasonable discipline. Moreover, | know
that the aforementioned structural forces will slowly but surely get reflected in the monetary and economic
variables that | regularly and diligently follow.

The performance of the stock market in 2023 will be determined by the pace of inflation, the path of growth,
and how the Fed will respond to these two forces. One thing that | do know is that the course of the money
supply will have a determining effect on the course of N-GDP. However, I'm not sure whether the monetary
aggregates will slowly or quickly affect inflation more than growth, or growth more than inflation.
Consequently, we don’t know what will be the reaction of the Fed because it is data dependent. It's a guessing
game.

In the past 12 months, the U.S. money supply has hardly grown - only 0.01% - and is down at an annual rate
of 5.2% over the past 3 months. which is definitely enough to sustain the current 7% pace of the economy.
According to the Atlanta Fed’s NowCasting Model, the R-GDP was running at an annual rate of 3.7% in the

Page 1/5 www.palos.ca

1

3

5



Weekly Commentary

Issue No. 1 | JANUARY 3, 2023

Macro View cont

By Hubert Marleau

December quarter and according to the BLS, the PCE deflator was rising at an annual rate of 3.25% during the
last 3 months. Although the money supply has risen some since Thanksgiving, reflecting the surge in retail
sales, its decline is expected to resume as the enthusiasm of the holiday season wanes. Put simply, it is safe
to assume that the money supply will continue to be impacted by the Fed’s persisting effort to shrink its
balance sheet and by the private banks' new policy to tighten their lending standards. In this connection,
either slower growth or lower inflation or both will happen in 2023.

First, there is the Fed’s official line: that of a soft landing, meaning narrowly avoiding a contraction, while
reducing inflation, forecasting a 0.5% growth and a 3.5% inflation rate. Job openings and excess savings are
two factors which could basically prevent the economy from falling too far while inflation abates. | give this
scenario a 40 % chance.

Second, | think that there is a 35% chance for an “immaculate disinflation”, where inflation comes down
quickly without help from a recession, namely 1.5% growth and 2.5% inflation by the fourth quarter of 2023.
Put simply, the fall in the money supply might only affect inflation. There is a funding stream for industrial
infrastructure, energy and semiconductor manufacturing going on, which could have strong multiplier effects
on the real economy and, in turn, blunt any downturn.

Third, there is a lower chance - | say 25% - but nevertheless a somewhat considerable one - that a stagflation
scenario could materialize, where the level of economic activity falls 1.5% and inflation stubbornly stays
around 5.5%. A minority of market strategists is fearful that the Fed would pursue an even tighter monetary
policy than now, should inflation become as entrenched as it was 40 years ago.

Interestingly, Goldman Sachs (GS), an investment bank not to be trifled with, is betting against the crowd. So
are Morgan Stanley and Credit Suisse. In a note to their clients, GS wrote: “Our most out-of-consensus
forecast for 2023 is our call that the US will avoid a recession and instead continue progressing toward a soft
landing. Part of our disagreement with consensus arises from our more optimistic view on whether a
recession is necessary to tame inflation.”

At this time, based on where 5-year Treasuries are trading, the Fed’s current policy rate (4.33%) is about 33
bps higher than the neutral one (4.00%), a level that is consistent with stable economic conditions. Viewed
in another way, the real Fed funds rate, the so-called r-star, is already at 2.00% (policy rate [4.33%] less 5-
year inflation expectation [2.36%)]. Bill Gross, the former bond king at Pimco, in an article in the FT, wrote:
“Apart from this period, historical statistics over the last several decades would show that an r-star in the US
of 2% would be enough to flatten growth and raise unemployment. And an r-star of 0 or less would be enough
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to accelerate inflation above central bank targets. It's the 2% that forecasters seem to pass over in their
analysis. | would argue that with the Fed’s inflation target of 2% and with the targeted current Fed funds rate
at 4.25% to 4.50% and going higher in February, we are already at the optimum r-star and will probably stay
there for some time if inflation appears to be approaching acceptable levels, even above 2%.”

Three Economic Scenarios, Three Stock Market Outcomes:

Under the Fed’s soft landing scenario, the S&P 500 would be choppy, but ended up higher, about 10%, by
year-end than where it closed on December 31, 2022. That would be 4200.

Under “immaculate disinflation,” the S&P 500 would rise, perhaps by as much as 25% and possibly reach
5000.

Under the stagflation scenario, the S&P 500 would fall precipitously by as much as 15% to 3200.

Nothing is ever 100% certain when it comes to the stock market. This is why waiting for something to happen
is the hardest part. The dopamine hit in our brains triggers more anticipation than the event itself. That is
why the market behaviour is impacted by whether we think a threat is near or far away.

I know that | will get it wrong when it comes to predicting where the S&P 500 will be in 12 months from now.
Forecasting is far from a perfect science, but a necessary one, which is why | forecast often.

2022 was a terrible year for investors. Looking back, the S&P 500 was down 19.4%. It was the worst year for
the stock market since 2008 mainly because the darlings of the pandemic were hammered. However, the
bear market of 2022 may have bottomed last October when evidence was mounting that inflation had peaked
and its rate had started to fall.

Presently, based on the weighted probability of the three likely scenarios, my forecast, for the record, is that
the S&P 500 will be at 4200 by year-end. Should the P/E multiple stick around 16.0 times, investors would
then have to forecast by year-end an EPS of $262.5 for 2024. That is not an unreasonable assumption because
Big Tech, Industrials, and Energy could carry the day. These sectors are cheap, historically and relatively, given
their respective growth prospects for earnings, the reshoring of the supply chain and the modernization of
the power grid, making it critically important to stay invested.
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A recent survey of top Wall Street forecasters by MarketWatch put the average at 4031, ranging from 3400
to 5000. At this point, the “immaculate disinflation” is ahead of the other two scenarios by a nose.
Incidentally, instances where U.S. stocks fall for 2 years in a row are rare. On the contrary, going back to 1946,
the S&P 500 has advanced 13.5%, on average, in years following a double-digit pullback, according to Tom
Lee, head of research at Fundstrat Global Advisors. Viewed in another way, losses followed by losses
happened only 3 times or 3.5% of the time.

Hey, the Epiphany is coming up! Perhaps the celebration will give the market some positive surprises.

Page 4/5

www.palos.ca



Weekly Commentary

Issue No. 1 | JANUARY 3, 2023

Disclaimer:

This publication is proprietary to Palos Management Inc. (along with its affiliate Palos Wealth Management Inc., “Palos”). This publication may
be copied, downloaded, stored in a retrieval system, further transmitted, reproduced, disseminated, and/or transferred, in any form or by any
means, but only as long as it is unaltered and attributed to Palos. This publication and its contents may not be sold or licensed without Palos’
written permission. The information and opinions contained herein have been compiled or arrived at from sources believed reliable but no
representation or warranty, express or implied, is made or implied regarding accuracy or completeness. The information provided does not
constitute investment advice and it should not be relied upon on as such. If you have received this communication in error, please notify us
immediately by electronic mail or telephone. This document may contain certain forward-looking statements that are not guarantees of future
performance and future results could be materially different. Past performance is not a guarantee of future performance. “S&P” is a registered
trademark of The McGraw-Hill Companies, Inc. “TSX” is a registered trademark of TSX Inc. The Bloomberg USD High Yield Corporate Bond Index
is a rules-based, market value weighted index engineered to measure publicly issued noninvestment grade USD fixed rate, taxable, corporate
bonds. To be included in the index a security must have a minimum par amount of 250MM. Palos Funds are not available for non-Canadian
residents.

PALOS

1 Place Ville Marie, Suite 1670 1 St. Clair Avenue East Suite 504
Montreal (QC) H3B 2B6, Canada Toronto, Ontario MAT 2V7

T.+1(514) 397-0188 T.+1 (647) 276-0110
F.+1(514) 397-0199 F.+1(647) 343-7772

www.palos.ca

Page 5/5




