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Stocks, as represented by the S&P 500 index, advanced 7% in the first quarter of 2023. For the most part,
stocks that underperformed the most last year did the best year to date. The equity market has thus far been
able to withstand heightened financial turmoil and a crisis in the regional banking sector that unfolded in
March. As we have written about in recent commentaries, almost every tightening cycle has been associated
with a financial shock or crisis. Monetary policy is a blunt instrument, operates with a long lag of a year or
more, and typically the Fed tightens until something “breaks”. Over the past year the Fed has raised rates
faster and further than any time in modern history, and this has precipitated a financial crisis. It is also a
reliable sign that Fed tightening is working. From a macro standpoint, indications are that we may have
reached a turning point with increasing signs of economic weakness and slowing inflation.
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Uncharted Territory: Historic Fed Tightening Cycle Continues

The Fed has never raised rates after a financial crisis has hit according to ISI Research. But just over a week
after the collapse of Silicon Valley Bank (SVB) in early March, the largest bank failure in the United States
since the global financial crisis, the Fed announced another 25 basis-point interest rate hike, bringing the
benchmark rate to the highest level since 2007. The Fed has now increased rates from near zero to 5% in one
year. And the fallout from SVB and the turmoil in the regional banking system has further tightened credit
markets and made monetary policy even more restrictive. It remains to be seen just how much a tighter credit
and contraction in lending will slow economic activity and inflation. SVB was the 16th largest bank in the
U.S. by assets, but it was heavily invested in a lot of longer-term government bonds that declined significantly
in market value as the Fed raised rates over the past 12 months. As a result, the bank was ill prepared for a
run on its deposits, despite being invested in government securities that represent “money good” if held to
maturity. It faced huge losses when it had to sell these securities at market to raise cash to meet a wave of
customer deposit withdrawals.

SVB was an unusual situation given its high level of customer and business concentration (a venture capital
bank that was a part of the Silicon Valley high tech community), but the challenges it faced were part of a
broader financial crisis across regional banks and extending globally from the rapid increase in interest rates.
Another similarly constructed large bank, Signature Bank, was shut down two days later, on March 12, after
depositors withdrew large sums of money on the heels of the SVB collapse. Things appear to have stabilized
over the past month, thanks in part to quick action by the Fed and regulators working with other banks to
protect depositors, and shore up confidence in the system. But given the enormity and speed of the rate
increases and the ongoing challenges posed it is too early to say we are out of the woods.

Market Outlook for Remainder of 2023

It is quite possible the Fed has already done too much and gone too far with interest rates and QT (quantitative
tightening involves shrinking the Fed’s balance sheet and removing money from the system). This could
create a difficult environment for stocks over the next 3-6 months. The fact that the Fed raised rates despite
the banking crisis poses a real threat to the economy in 2023. In fact, the Federal Reserve’s own staff now
predicts a “mild recession” starting later this year. This is according to the recently released minutes from the
Fed’s March meeting where it never the less raised rates another 25 basis points. Essentially, they expect the
banking crisis, on top of already tight monetary conditions, to tip the economy into a recession in the second
half of 2023.

While most expect the Fed to raise rates one more time in May, we believe this would be a mistake and the
Fed should pause. Economic activity and inflation are going to slow down in the second half of the year
based on what has already taken place. Further tightening poses a risk of more significant deterioration to the
financial picture and to the equity market. In fact, the Fed will likely need to cut rates before the end of the
year, and has given itself the ability to do so given it has managed to raise interest rates to a 15 year high of
almost 5%.

The good news is that there is already a high level of pessimism about the economy and stocks. The coming
recession is the most widely predicted in history, and the market expects a slowdown or mild recession later
this year. Moreover, there are good reasons to be optimistic about the economy: the American consumer
remains in good shape with excess savings and historically high net worth, corporate cash and balance sheets
are strong, and inflation is already slowing. The risk is the Fed overshoots and we see a harder landing.
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Uncharted Territory: A Challenging New Global Environment

The IMF recently lowered its growth forecast for 2023 and expects slower growth over the next few years:
“The anemic growth outlook reflects tight monetary policy by central banks across the world to bring down
inflation, fallout from the recent banking turmoil, and ongoing geopolitical headwinds from the war in
Ukraine to growing economic fragmentation in the global economy.” This is bureaucrat speak for the rising
tensions and economic decoupling between the U.S. and China that is already underway. This process marks
an end to both the post World War II international liberal world order essentially created and led by the U.S.
and to the post-cold war period of rising global free trade and economic integration. Nothing lasts forever.
The world has entered a new era of great power competition where the terrain is new and uncertain. It
threatens not only global growth but the peace and prosperity which recent generations have taken almost for
granted for the past 70 years. Challenges present opportunity and no nation or people begin this new era with
greater resources or natural advantages than the United States.

Conclusion and Strategy

At Cypress we continue to emphasize high quality companies with proven business models, strong balance
sheets and pricing power, and attractive valuations. Given the heightened uncertainty in today’s environment
and the tightest financial conditions in many years, we believe it is more important than ever to be invested
in great companies with the resources to navigate heightened volatility and generate strong cash flows to
weather the storms and come out stronger on the other side.
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