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SOM Macro Strategies

State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 1: Identify A Macro Theme
The New Normal: The End of Cheap Labor

Core Inflation Is Higher As Oil Price Surge...Why Now? Because Wages Are Going Up All Around The World?

Core Inflation And Oil Prices
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 1: Identify A Macro Theme
The New Normal: No Caps On Long Maturity Treasury Yields

Long Maturity Yields Are Rising...Why Now? Because Large Investors Are Selling?
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 1: Identify A Macro Theme

The New Normal: Consumers Spend And Don’t Save

Savings Rates Have Fallen From Norms....Why Now? Is It Because Household Wealth Is Rising?

Personal Savings Rate Out of Disposable Income (USA)

Housing Price Appreciation Since 1/2019
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: The End of Cheap Labor And Why Inflation Is Surging Now After 30-yrs

Consumer Inflation And Oil Inflation
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: The End of Cheap Labor Means Workers Asker For More Wages As Their Cost Rise

Wage Inflation And Qil Inflation
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: The End of Cheap Labor Means Higher Wages Drives Core Inflation Higher

History of Inflation Less Food And Energy And Oil Price Inflation

(YoY percentage change)
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: The End of Cheap Labor Means Higher Wages Drives Total Inflation Higher

Consumer Inflation And Wage Inflation )
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: The End of Cheap Labor And The Resurgence of Inflation Cycle of 30-yrs Ago
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State Of the Markets: Higher For Longer Is The "New” Normal

Step 2: Fundamental Economic Framework

The New Normal: Cheap Labor Started With China’s Entry Into The WTO And Their Cheap Labor

China’s Supply of Cheap Labor Dwarfed That Of The US'?2 China’s Cheap Labor/FX Drove A Surge of Imports Into The US>*
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State Of the Markets: Higher For Longer Is The "New” Normal

Step 2: Fundamental Economic Framework

The New Normal: Cheap Labor Was Abounded With Eastern Europe's Entry Into The EU

Cost of Eastern Europe's Labor Was A Fraction of Euro Area’s The Euro Area Invested In Eastern Europe To Monetize that Cheapness
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: Cheap Labor Era Is Over Because Chinese Workers Have Become Expensive

Chinese Labor Intensive Sectors Are Now Uncompetitive One Reason Is The Wage Discount For Inland Workers Has Vanished
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Chen, Li, “ Estimating the Scale of Relocation of Labor-Intensive Manufacturing from China: Facts and Potentials,” Institute of New Structural Economics, Peking University, December 2019
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: Cheap Labor Era Is Over, So European Labor Demands And Gets Higher Wages!

Eastern Europe’s Labor Markets Are Tight.... Leading To Rising Wages And Higher Costs To Producers

Unemployment Rates in Germany vs Eastern Europe Wage Inflation Euro Area, Germany, And Easter Europe
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: End Of Cheap Labor Means Labor Wage Hikes Start Another Inflationary Cycle

Union Wage Increase Reflect Their Growing Strength Labor Income Is Growing Now That The Cheap Labor Era Is Over

Labor Income As Percentage of National Income
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 3: ldentify Potential Catalysts
Another Oil Shock Could Start the Cycle Again From An Increase In Qil Demand With Flat Supply Growth

Oil Demand Is Projected To Excess Supply By 2 MMB/D... Creating Upward Pressure On Energy Prices For The Consumer
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: No Caps On Long Maturity Yields As FED QT Starts

US Treasury 10-year Real Yield And Fed QE Policy
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 3: ldentify Potential Catalysts
The New Normal: No Cap On Long Maturity Yields If Inflation Expectation's Return To Normal

Nominal And Real Treasury 10-year Yields
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 3: ldentify Potential Catalysts
The New Normal: No Cap On Long Maturity Yields As If Treasury Supply Surge Drive Yields Higher

2/3 of Treasury Is Exposed To Higher Rates By 2026 As A Result Treasury Interest Cost Could Surge With Higher Rates

Refianancing Risk Of Treasury Debt
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State Of the Markets: Higher For Longer Is The "New” Normal

Step 3: ldentify Potential Catalysts
Fed Balance Sheet Unwind Will Put Pressure On Both Demand And Supply Of Debt

QT Will Force The Fed To Sell Long Duration Assets... And Increase Treasury Supply To Fund The Lack of Fed Income
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

Market Perception Was That ”Excess COVID” Saving Was Zero And Consumers Would Stop Spending..

Based On Pre-COVID Savings Rates, Excess Savings Has is Zero Bottom 80% Could Slow Spending Because of Negative Real Excess

Excess Personal Savings
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https://www.frbsf.org/economic-research/publications/economic-letter/2023/may/rise-and-fall-of-pandemic-excess-savings/
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

View Was Spending Would Fall As Saving Moved Higher to “Normal” .. But Then ...

If You Don’t Know Why It Fell, Then Why Do You Know It Will Rise? Level of ”Normal” Savings Rate Drive Available Excess Savings

Personal Savings Rate Cumulative Savings And Excess Savings Since 2019Q4
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

Then “Normal” Based On 2019 Changed But Then What Happens If Savings Rate ”Normal” Is Now

If You Don’t Know Why It Fell, Then Why Do You Know It Will Rise? Level of ”Normal” Savings Rate Drive Available Excess Savings
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This analysis uses the updated savings rate/data which pushes "Normal” savings to 7% from 9%
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

The New Normal: Consumers Spend And Don’t Save Because Their Wealth Growth Is Savings

Savings Rates Tend To Be Inversely Related Housing Price... Not Surprisingly, A Measure of Home Equity Explains Savings Rates
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State Of the Markets: Higher For Longer Is The "New” Normal

Step 2: Fundamental Economic Framework

More importantly, Home Equity Growth Has Surged By More Than 40% After Inflation

Home Equity Growth Has Grown By 60% For The Bottom 99% Real Home Equity Has Grown By 41% For The Bottom 99%

Home Equity Growth Since 2019Q4 By Income Real Home Equity Growth Since 2019Q4 By Income
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

Home Equity Is Not Going Away As Housing Market Reflects Too Much Demand And Too Little Supply

Starts Have Fallen Below Demand Creating A Shortage of 5.5 Million Homes As A Result , Vacancies Are At Or Below Historical Lows
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 2: Fundamental Economic Framework

And Not Enough Supply of Existing And New Homes

Existing Home For Sale Inventory Below Historical Norms... Supply of New Homes Has Not Kept Pace With Demand

Inventory of Existing Single Family Homes By Year and Month New Home Sales And Months of Supply
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 3: ldentify Potential Catalysts
The New Normal: The Consumer Will Spend Their Wealth And Not Return To Higher Savings Rates

Household Wealth Growth Has Surged Since 2019.. And this Could Lead to Substantially Higher Consumption vs History

Household Net Welath Growth Since 2019Q4-2023Q2 HH Consumption Growth Out Of Net Wealth By Asset Type

(Using Historical Marginal Propensity To Consume)
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State Of the Markets: Higher For Longer Is The ”New”” Normal

Step 3: ldentify Potential Catalysts
COVID Stimulus Was Equivalent To WW1/WW2, And That Could Mean that Inflations Goes Higher

COVID Stimulus Was Similar To A World War Stimulus And That Could Mena Inflation Could Go Higher If History Is Any Guide

Figure 2: Outlays and Receipts: 1900-2031 CPI Percent Changes From Start of The Last 3 Wars
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Step 4: ldentify Asymmetric Trades
Buy 6-month Forward, 1-year ATM Payer Swaps

Trade Thesis

Rolling To Maturity Effect On A Forward 1-yr Payer Swap

* Trade returns increase as it rolls to maturity up given expectations of Rolling to Maturity Effect of a Forward 1-yr ATM Payer

Fed rate cuts 160 Swap
* Rolling to maturity after 6-months still remains attractive even with the «= |-year Forward
change in Fed futures repricing . - |
— Returns can still be attractive even if the cuts rates given the steepness of the curve 140 == o-month Forwar
* Cut may not happen an economic soft landing y 129
* The Fed could even raise rates further and faster if inflation rebounds 120
Market Pricing In Substantial Fed Rate Cuts Even After Repricing 100
Fed Funds Forward Curve 4
oo & 80 7 - 78
~5.4% @= Curve Now
5% o,
5.5 5.3% @ Curve June 2023 60 59
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Step 4: ldentify Asymmetric Trades
Buy 6-month 5% OTM Puts On S&P

Trade Thesis Implied Vols Near Lows

*  Buy 6-month 5% OTM S&P puts S&P 6-mon implied Volatility

50%

e Catalysts

—  Equities could fall if central banks keep
rates higher for longer to fight inflation

45%

—  Equities could fall with stagflation 40% — T
economy or in a recession

—  Equities could fall if the market starts 35% o
pricing in falling profit margins,
particularly for S&P 30%

*  Why S&P puts?
—  Shorting US, not European equities to
avoid the potential of an uptick in China
stimulus

25%

20%

—  S&P could be repriced down substantially 104
without the Nasdaq PM tailwind

—  Puts not an outright short with a stop 10%
. . . Dec-19 Jun-20 Dec-20 Jun-21 Dec-21 Jun-22 Dec-22 Jun-23
because implied vol is near a 10-year low
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Step 4: ldentify Asymmetric Trades
Buy 1-yr 5% OTM CNY Puts/USD Calls

Trade Thesis The RMB Needs To Devalue 20% To Get Back to GFC Levels

. . .

. China's current growth model is not sustainable Effective BIS Effective RMB Exchange Rate
- Baby bust, property bust, and now inflation are significant headwinds to (2020 =100)

China’s existing growth model 120

- Capital growth and consumption growth cannot support a 5% growth target a= Effective RMB
without credit growth

- A credit growth impulse to pull China out of deflation is too large to be 110 e [ffecitve RMB 2002-2008
realistic an causes too many imbalances

. China needs to return to its trade model for sustainable growth

. China needs to depreciate its currency for trade to become an 100
alternative to investment growth alone

- RMB would need to depreciate close to 20% or more to get back to levels

during the trade boom in 2002-2008
90

China Already Produces the Cheapest EV, What Happens With It Devalue?

Electric Vehile Pricing (Euros) 80
80,000 m Average Cost 2015
70,000 m Average Cost 2022
u Cheapest Export EV 2023 70
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