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The Last Mile of Inflation

After a seriously missed January reading on inflation, the February report added evidence that it will
be difficult to get it back to the Fed’s 2% target.

It has been a sticky start for consumer prices this year. The headline and core Consumer Price Index
(CPI) was up 3.2% and 3.8% y/y respectively, with shelter once again being the main culprit.
Excluding shelter, however, which is a lagging component of the CPI and a flawed gauge of current
market rents, the CPI was up a more respectable 1.8% at the headline level and 2.2% at core level.
Indeed, recent data has shown the Adobe Digital Price Index down 5.9% y/y in February. Meanwhile,
the Truflation number dropped as low as 1.7% y/y a few days ago. Admittedly, the 0.6% m/m surge
in the Producer Price Index (PPI), which topped expectations, was a negative surprise. Nonetheless,
it does suggest that disinflation has come to an end: the PPI was up only 0.3% y/y.

It is true, however, that this jump is not likely to lead to a new wave of inflation because it was
concentrated in food and energy, and the average consumer is losing momentum. Wages and savings
of lower and middle-income households have receded, as exemplified in higher credit card
delinquencies, mortgage defaults and arrears in auto loans

Regardless, it has not prevented the S&P 500 from reaching another record-breaking session, hitting
5175 on Tuesday. This was probably based on the notion that the economy may not even need 2%
inflation. While the numbers offer a degree of validation and backing for the Fed’s official, cautious
diction on rate cuts, the fact remains that the Fed is on record that it will not leave things alone should
an actual recession become a threat.

With equities perched near record highs amid a dearth of fresh catalysts, there’s legitimate concern
that they may be overheating or overvalued, in spite of a “virtual cycle,” technology-inspired
productivity boom. Perhaps there shouldn’t. B of A’s Savita Subramanian has a rational explanation
why current P/E multiples (20x) are much higher than the historical average (16x). She claims that
there has actually been a structural change in the economy that supports higher P/Es than what we
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have been accustomed to. “40 years ago, around 70% of the S&P benchmark was in asset-intensive
sectors like financial, real estate and manufacturing. Today 50% of the index is in asset-light,
innovation-oriented stocks, mostly in technology and healthcare.”

Manish Kabra, Society General’s head of US equity strategy, says investors should run with the bulls,
arguing that stocks are some ways from over-exuberance because the market is undergoing a profit
inflection. He has pencilled in a 5% increase in earnings for 2024, the first increase in 2 years, and
no less than 15% in 2025. His bubble math shows that the S&P 500 could reach 6250 before tipping
into irrational exuberance. He may be right: during the 2000-boom, the S&P 500 traded at 25 times
12-month forward earnings versus the current 20 times.

The stock market was nervous last week, reflecting concerns on how the $5 trillion worth of options
contracts that came due on Friday were going to be handled by traders, given that bond traders had
pared their bets for Fed rate cuts to 3 this year, matching policymakers’ projections of last December.

In this context, and given that some $6 trillion in cash is still sitting around on the sidelines, waiting
to be deployed, staying in and buying dips may indeed be the appropriate strategy.

Follow us on LinkedIn:
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Chart 1: Palos Domestic Funds versus Benchmarks (Total Returns) *
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FundServ

NAVPS YTD Returns

Palos Income Fund L.P. PAL100 $8.61 4.73%
Palos Equity Income Fund - RRSP PAL101 $7.03 4.30%
Palos WP Growth Fund - RRSP PAL213 $9.51 0.00%
Palos-Mitchell Alpha Fund’ PAL300 $10.78 5.62%
S&P TSX Composite (Total Return with dividends reinvested) 4.99%
S&P 500 (Total Return with dividends reinvested) 8.92%
S&P TSX Venture (Total Return with dividends reinvested) -1.47%
Chart 2: Market Data’ Value
US Government 10-Year 4.29%
Canadian Government 10-Year 3.52%
Crude Oil Spot US $83.47

Gold Spot US $2,159.70
US Gov't10-Year/Moody BAA Corp. Spread 151 bps
USD/CAD Exchange Rate Spot US $0.7371

1

Period ending March 19th, 2024. Data extracted from Bloomberg
2

Fund is priced annually

3
Fund is priced weekly on Tuesdays
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Disclaimer:

This publication is proprietary to Palos Management Inc. (along with its affiliate Palos Wealth Management Inc., “Palos”) and no
part or its contents may be copied, downloaded, stored in a retrieval system, further transmitted, reproduced, disseminated,
and/or transferred, in any form or by any means without permission from Palos. 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 is current as of the date of publication and may be subject to change
without notice. 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.

Palos Funds and certain separately managed account advised by Palos may have investments in the securities discussed or
referenced in this publication. These investments are made based on the funds and managed account’s investment policies and
may change over time as market conditions evolve.

Palos Funds are not available for non-Canadian residents.
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