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Themes
November revisited the extreme equity market volatility of the
previous month with the Russell 2000 small cap index down well over
10% from peak, and Treasury rates fell as markets were anticipating
economic slowing in the coming year. Oil prices continued to fall,
with WTI below $50 per barrel, and investment grade corporate
spreads widened another 20 basis points against the backdrop of
low liquidity and leverage concerns.
Chairman Powell softened his language to “just below” the neutral
range from a “long way” from neutral after the September FOMC
which had a powerful effect on bond and equity markets which
drew the conclusion that he is not as hawkish as previously thought.
As expected the FOMC raised the fed funds range by 25 basis points
to 2.25% - 2.5% in December, with interest on excess reserves
(“IOER”) moving up by 20 basis points to ensure that the policy rate
stays closer to middle of that target range. More important the
median dot-plot interest rate projections shifted down 25 basis
points for 2019 and beyond signaling 2 interest rate hikes next year.
The December post meeting message is that the policy rate has
begun to enter the neutral range where the Fed will be more data
driven, but if real growth is still above 2% and unemployment is at or
below the current level, the Fed could raise rates even if inflation
stays roughly where it is now (at or just below target).
November’s retracement of Treasury yields was entirely due to a
shift down in inflation expectations, as reflected by nominal and
inflation linked treasuries (TIPs), largely due to the drop in
oil/gasoline prices which affects headline inflation. Beginning in
December we saw the Treasury yield curve invert, 2yr yield above
5yr, for the first time reflecting the market’s view that the Fed will
cease raising rates in 2019 as the economy slows.

While energy prices left CPI unchanged in November, core, exfood and energy, was up 0.2% for the month, up 2.2% year-overyear (YoY), very consistent with recent inflation numbers and
the Fed’s target. Average hourly earnings were up 0.2% for the
month, 3.1% YoY, while Atlanta wage growth tracker for
October was 3.7% YoY, a two-year high. Wage inflation is now
solidly in the 3% -4% range, still a question of whether it will move
higher.
Despite a disappointing +155K November payrolls gain
unemployment remained at 3.7% and Job Openings broke
above 7mm again in October. Most economists have been
expecting a slower expansion of payrolls in an increasingly
tighter labor market where the US only requires +80K per month
to maintain the current level of unemployment.
Housing activity continued to slow by any measure as existing
home sales were down over 5% YoY and new home sales down
by 12%. Affordability, in the form of 1% higher mortgage rates
and average annual home price appreciation of +7% over the
past 6 years (as measured by S&P Case Shiller), is the main
culprit. Moreover, a shortage of construction workers (at higher
wages) coupled with increased costs of materials is making it
unattractive to build affordable single-family homes. Housing
was a leading economic indicator of this recovery and may
well be again with respect to a future slowdown.
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Investment grade corporate bonds yield spreads widened
substantially as buyers disappeared, most notably foreign
institutional buyers, redemptions were up in mutual funds
and ETFs, and dealers stepped back from providing liquidity
approaching year-end. There have been $17BN in
redemptions since the beginning of October, $3.5BN of
which come in the last week of November causing IG
credit ETFs to trade below their NAV due to lack of liquidity.
In addition to equity market turmoil, investors are
concerned about increased leverage where 50% of
investment grade bonds outstanding are in the BBB range,
heading into a slower economy.
Given overall concerns about impending slowdown in US
and world growth as we head beyond 10 years of U.S.
recovery, coupled with higher corporate leverage, it is hard
to see longer term yields rising substantially from where they
are now. There will continue to be volatility in equities and
corporate spreads may widen further.
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Observations
Rates

Fed Chair Jerome Powell’s most recent comments were interpreted as dovish, due largely to the “just below” the
neutral rate comment, and the market will continue to look for clues on future policy – especially in the face of
recent, broad market gyrations

Rising and flattening Treasury curve, with inversions in some tenors (2yr vs 5yr) beginning to emerge -- current USD
Libor curves indicate a peak rate in early 2020, signaling curve inversion and resulting reestablishment of
accommodative monetary policy.

Have yet to see an inflationary spike, and expect this to remain the case as demographics, workforce dynamics,
and technological advances contribute to muted levels

Specter of planned trade tariffs and potential trade wars increasingly weigh on markets causing a fresh wave of
market volatility following the G-20 summit – kicking the can from both sides it seems, we expect a tactful strategy
out of China countering the US administration’s rhetoric driven pressure
Credit

FPCM is not sanguine on corporate (IG and HY) spreads for 2019 – on top of peaking fundamentals, technical forces
add to headwinds with prohibitively expensive FX hedging costs contributing to waning foreign corporate paper
demand

High yield could be a particularly painful area in the market considering the credit cycle, leverage ratios, and low oil
prices

Monthly charts
US rates shift [bp], 12/29/2017 through 12/12/2018
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Disclaimer
The information contained herein has been prepared solely for informational purposes and is not an offer to buy or sell or a solicitation
of any offer to buy or sell any security.
First Principles Capital Management, LLC (“FPCM”), or any of its affiliates, do not make any representation or warranty, express or implied,
as to the accuracy or completeness of the information contained herein, and the information contained herein should not be relied
upon as a promise or representation whether as to the past or future performance. The information contained herein includes estimates
and projections that involve significant elements of subjective judgment and analysis. These statements are not purely historical in
nature, but are “forward-looking statements”. They may include, among other things, projections, forecasts, targets, sample or pro forma
investment structures, portfolio composition and investment strategies. These forward-looking statements are based upon certain
assumptions. Actual events may differ from those assumed. FPCM or any of its affiliates do not make any representations as to the
accuracy of these forward-looking statements or that all appropriate assumptions relating thereto have been considered or stated and
none of them assumes any duty to update any forward-looking statement. Accordingly, there can be no assurance that estimated
returns or projections can be realized, that forward-looking statements will materialize or that actual results will not be materially lower
than those presented.
FPCM and its affiliates disclaim any and all liability as to the information contained herein or omissions here from, including, without
limitation any express or implied representation or warranty with respect to the information contained herein.
The information contained herein is confidential and proprietary to FPCM and its affiliates. This material and information should be
treated as strictly confidential and cannot be disclosed to any other party other than the recipient and its advisers. Notwithstanding
anything to the contrary contained herein, the recipient (and each employee, representative, or other agent of the recipient) may
disclose to any and all persons, without limitation of any kind, the tax treatment and tax structure of the transactions described herein
and all materials of any kind that are provided to the prospective investor relating to such tax treatment and tax structure (as such terms
are defined in Treasury Regulation section 1.6011-4). This authorization of tax disclosure is retroactively effective to the commencement
of discussions with prospective investors regarding the transactions contemplated herein. By accepting this information, the recipient
agrees to be bound by all of the limitations described herein.
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