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Themes
U.S. equity markets had their worst month since 2009 as the S&P 500
came within a whisker of a bear market, 20% correction from the
peak, and Treasury yields fell roughly 30 basis points across the curve
as flight-to-quality and sharply lower oil & gasoline prices lowered
inflation expectations. The markets took the view that the US
economy will slow later this year prompted by an apparent
slowdown in the world economy, particularly in China where the
trade war is beginning to have real effects on Chinese
consumption.
As expected, the Fed raised their policy rate range up by 25 basis
points, only 20 basis points for Interest on Excess Reserves (IOER).
Despite telegraphing the move, the stock market took this as
evidence that the Fed may well go too far in raising rates and push
the economy into recession. Trump further destabilized the market
by criticizing the Fed and intimating that he might fire Chairman
Powell, something that would be have been catastrophic if not for
other administration officials and congressmen who pointed out
that the Chairman of the Federal Reserve could only be fired for
cause, meaning something criminal.
The growing dichotomy between the real economy which is
humming along, with average monthly payroll gains of 220K in 2018
coupled with solid holiday sales, and financial assets, stocks,
investment grade corporates and leveraged loans was dramatic.
Markets are focusing on so-called leading indicators such as a slowdown in housing, auto sales, ISM manufacturing index, and foreign
consumption of US products. Apple’s announcement that iPhone
sales would be materially lower than projected in the 1st quarter,
something that hasn’t happened in decades, was a very visible
example of how even the best US tech companies are threatened
by the trade war and the associated slowdown in China.

The median Fed predictions for the policy rate released after
the December FOMC were 25 basis points lower for 2019 and
2020. In January, in recent speeches and answers to questions,
Fed governors, including Chairman Powell, have changed their
rhetoric from regular hikes as long as employment and growth
are sustained to patience before raising rates in light of volatile
markets and tightening financial conditions. Most recently
regional governors Rosengren and Evans, both voting FOMC
members in 2019 and considered hawkish by many Fed
watchers, have altered their message, indicating that they
would be inclined to pause until they have seen more evidence
that the economy was overheating in the form of higher
inflation. Fed funds futures currently predict no more increases
in rates in 2019, followed by a decrease in 2020. There has been
mention in the most recently released FOMC minutes of a
possible change in the current rate of balance sheet
normalization, but nothing seems imminent.
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for the month. It will be interesting to see if companies,
when faced with increasing costs due to higher wages and
tariffs feel emboldened to raise prices or be forced to
accept narrower margins/profits.
The Fed is nearly done raising rates, absent any surprise
surge in wage inflation, we would anticipate one more
increase at the most in 2019. Add to that the structural
uncertainty/volatility in equity markets concerned about
shrinking growth and profits later this year and it is hard to
see a structural material increase in U.S. yields from here
even factoring in growing budget deficits. Equity market
volatility will continue to keep investment grade corporate
spreads where they are or higher in 2019 where issuance is
only predicted to be marginally lower than 2018, and
dependence on leverage in the dominant BBB category
will eventually lead to coverage stress and downgrades for
non-financial companies in a slower economy.
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The December employment report was surprisingly strong with
+312K nonfarm payrolls and even the increase in the
unemployment rate to 3.9% was explained by 412K new
entrants to the labor force, driving labor participation up 0.2%.
Average hourly earnings were up a robust 0.4% in December
which was the only sign of potentially higher inflation to come
as core CPI in December came in at 2.2% YoY, +0.2%
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Observations
Rates and the economy
▪
Current market inflation expectations, as reflected in TIPS breakeven spreads, have priced in considerable economic
softness. With the potential for continued growth, these slow-growth expectations may be overdone. Given current levels,
we are constructive on TIPS versus nominals.
▪
Market discovered the “Powell put” following the December dislocation in equity markets and subsequent rebound due to
a changed market view on anticipated Fed interest rate trajectory
▪
Robust Treasury issuance could be a headwind on fixed income generally.
▪
With domestic and global liquidity coming under pressure, it is an increasingly important factor to remain cognizant of.
Credit markets
▪
Skews in the options market representing different parts of the volatility market are higher, reflecting the desire to protect
against corporate spread widening.
▪
Recent changes in interest rate path expectations (toward lower future rates) has softened the persistent bid for floating
rate securities. Many floaters now offer less spread than fixed rate bonds. As a result, liquidity has declined when compared
to earlier this cycle.
▪
With regard to the current credit cycle, market consensus is that the cycle will not end in 2019, however spreads unlikely to
tighten meaningfully longer term. The CDX derivatives index, representing broad IG credit is currently at 72.5, the bottom
end of a 2-month range, but meaningfully wider than September levels at 55 bps. FPCM is defensive on credit with upside
not very compelling. We are, however, slightly more sanguine on high yield and loans considering the dearth of supply and
current levels.

Monthly charts
US rates shift [bp], 12/29/2017 through 1/4/2019
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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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