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STRATEGY

Recession
Rescheduled

At the start of the year, private sector economists forecast that

in 2023 the US economy would grow by 0.30% in real terms

(after inflation). This was as close as could be expected to a US
recession being the base case scenario given Wall Street’s inherent
bias towards optimism. The Federal Reserve’s forecasts for the
unemployment rate also implicitly forecast a US recession but, in
both cases, the central expectation was that any recession would
be relatively mild.

After weak economic data in the fourth quarter, data for January
came in much stronger than expected and full year expectations
have since been revised higher to 1.1%. This is still a low rate, but
is a long way from a recession. While 2023 growth revisions have
been revised higher, expectations for 2024 have been trimmed

from 1.3% to 0.8%. A mild recession remains the base case for > | : ; 1 ' D /\ﬁ/\/\/\[‘" ,‘\ /n‘nf /\
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STRATEGY

The US economy has been more resilient than expected due to
a number of factors. Firstly, the housing market has stabilised as

mortgage rates have come off their peak levels seen last November.

Easing inflation pressures have also helped to support activity.
Real personal disposable incomes turned positive in the second
half of last year and falling commodity prices, especially oil, have
been very helpful. Private sector balance sheets have remained
resilient as homeowners and corporates used the period of very
low interest rates to refinance and reduce sensitivity to rising
interest rates. Lastly, the labour market has held up well with

job openings continuing to run at very high levels. While there
have been high profile job cuts at large technology orientated
companies, many other sectors have been hiring.

It is also important to define what is meant by a recession. Last
year, the US economy contracted by an annualised 1.6% in the
first quarter and by 0.6% in the second. By some definitions,

two consecutive quarters of negative GDP growth constitutes a
recession, but this definition is not robust or useful. It has recently
been a topic of discussion once again as Germany has seen two
consecutive negative quarters. Defining a recession accurately

is important particularly when thinking about financial market
implications.

The two negative quarters of GDP growth in the US last year were
largely due to inventories and exports, both volatile components
that do not reflect true underlying activity. Consumption, which
provides a much better reflection of growth, remained resilient.
The National Bureau of Economic Research in the US oversees
the official Business Cycle Dating process, which is the more
robust definition of a recession. Their definition of a recession is
“a significant decline in economic activity that is spread across the
economy and that lasts more than a few months”.

1.6%

The figure the US
economy contracted by
in the first quarter.

After weak economic
data in the fourth quarter,
data for January came

In much stronger than
expected and full year
expectations have since

been revised higher to
1.1%.
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STRATEGY

In prosperous times, economies are powered by a virtuous circle
of positive economic growth which creates more employment,
more income and therefore more demand. However, in recessions
this sequence reverses into a vicious circle. Negative growth

leads to falling employment, falling incomes, falling demand

and financial dislocations. This dynamic then puts pressure on
corporate profits, pricing power, future growth expectations and
credit fundamentals.

With the recession debate continuing to rage, it is useful to focus
on what the business community is saying. Recent commentary
suggests that business leaders are more than aware of the risks
and are already putting measures in place to tackle a potential
recession. Among S&P 500 companies, the first quarter was
generally described as “solid” even though macro conditions were
challenging. There is more pain being felt by smaller businesses,
which are important to the economy. Overall, we continue to focus
on a wide range of indicators to gauge what is really happening

in the real economy, rather than focussing on definitions and
semantics, and the US economy remains impressively resilient.
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FIXED INCOME

Preparing for
the Liquidity
Drain

As widely expected, the Federal Reserve raised the US base rate

to 5.25% in May. The US government raised the debt ceiling, in
what was largely an uneventful climax, with the agreed terms more
generous to the current administration than the market expected
(an extension until 2025 and after the next election). This led to a
relief rally across credit and equity markets.

With the US Treasury general account ending May at just
US$49bn, the US government was close to exhausting their cash
reserves. Now comes the hard part for markets. Janet Yellen has
vowed to rebuild this balance to US$475bn by the end of June,
taking the required issuance to US$1tn by the end of the third
quarter. With US$2.1trn currently sitting in the reverse repo
facility at the Federal Reserve, there appears to be ample funds
available to meet the US Treasury’s needs without seriously
distorting markets. However, there will be a price to pay. The
current repo rate is 5.05% and the US Treasury will need to
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FIXED INCOME

provide a positive spread on new Treasury bill issuance in order to
tempt money market funds, the unintended consequence of this is
a potential further squeeze on US banking system reserves as the
massive financing needs of the US government crowd out more
productive capital needs.

Economic data in China, Europe and, to a lesser extent, the UK
have started to weaken. In contrast, the US economy continues

to surprise and perform better than expected. This has led the
market to front run the addition of further Chinese stimulus and
price out the probability of a reduction in the US base rate during
2023. Futures markets are effectively expecting a pause for the
remainder of the year although there is an 83% probability of one
more 25bps increase by July.

With a US recession deferred, the debt ceiling raised and global
monetary policy leaning dovish, risk assets have been well
supported. However, in a warning shot for the Federal Reserve,

the Bank of Canada, after pausing rate hikes for three consecutive
meetings, is now seeing the resumption of speculative behaviour

in the real estate market and, worryingly, inflation and wages are
reaccelerating. With the Atlanta Fed wage growth tracker still
registering 6% average wage growth and various measures of ‘sticky’
inflation remaining well above 4%, policy makers need to tread
carefully in their actions and communication in the months ahead.

Global bond yields rose broadly in May, with the US yield

curve becoming more negative as two-year US Treasury yields
reached 4.41%, a 40bps upwards move in a month. With inflation
expectations falling, almost all of this move was due to less dovish
monetary policy expectations this year as rate cuts become
increasingly unlikely. UK gilt yields also remained volatile as
inflation roared back, with core prices rising to 6.8% YoY, driving
the ten year yield up to 4.18%.

5.25%

The figure that the US
base rate was raised to in
May.

33%

The probability of one
more 25bps increase

by July in the Futures

market.

INVESTMENT VIEWS

After a period of US dollar weakness, we witnessed a broad rally
in May, with the Euro and Chinese yuan depreciating by 3% and
2.7%. The Canadian dollar was the only outlier appreciating vs.

the US dollar due to more favourable interest rate differentials.
Rising bond yields are also filtering through to the real economy
as US mortgage rates resumed their upward trend. With shorter
fixed ARM rates now 6.06%, borrowers can no longer avoid higher
costs as they did throughout the last 12 months. If sustained this
will likely force affordability levels lower. However, this is welcome
as recent housing market strength threatens to break the current
shelter deflation trend as house prices firm and the Federal
Reserve has a very difficult balance to deliver.

We remain defensively positioned ahead of a large potential
liquidity drain in the coming weeks. In our US bond funds, we
added to US Treasury bill floaters which will benefit from a

pause in US base rates and higher yields in order to attract funds
from the reverse repo market. We also have reduced exposure to
expensive corporate credit in the Energy and Technology sectors,
which from a risk adjusted perspective would underperform if the
US economy falls into recession.

We maintain our stagflation hedge via US TIPS, with prices at
fair value and consistent with the 2% core inflation target. Sticky
inflation also means that inflation expectations are unlikely to fall
dramatically even if we see a broad recession. As we mentioned
last month, we continue to add to US mortgage backed securities
in our US dollar bond funds, which are very cheap on an absolute
and risk adjusted basis, being one of the few spread products that
will outperform in a recession. Interest rate risk has been allowed
to drift slightly underweight as the positive stimulus from excess
global liquidity and the US Treasury remain too easy for the US
economy.
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EQUITIES

A Stock
Picker’s
Market

The MSCI World gave back just 1% in May but is still up 8.5%
year-to-date. This suggests May was a quiet month but that

wasn’t the case. May recorded the highest sector dispersion (best
minus worse performing sector) this year at 18.1%. To put this into
context, sector dispersion in February and April was around 5%.
In January we had interest rate cut expectations fuelling a rally in
Technology and Consumer Discretionary. In March we had the US
regional banking crisis which drove a flight to safety resulting in
Mega-cap Tech outperforming. In May we saw all things related to
Al outperform. With the seven Mega-cap Tech stocks accounting
for most of the positive returns year-to-date in the S&P500, it
really is a stock picker’s market.




6.9%

The figure that Consumer
Staples fell this month.

EQUITIES

This month IT returned 8.2% as investors piled into Al winners.
Nvidia, one of the largest beneficiaries of the Al theme, rallied
36% reaching a $1 trillion valuation. IT is the best performing
sector year-to-date up 31%. The worst performing sector in May
was Energy, sliding 9.9% as weak economic data from China and
recession fears weighed on oil prices. There were some signs of
sector rotation as some of the worst performing sectors, Materials,
Real Estate and Utilities, outperformed in May. In comparison,
Consumer Discretionary, one of the best performing sectors,
lagged. This is a classic example of investors selling the winners
and buying the laggards.

A closer look at Consumer Staples and Consumer Discretionary
reveals cracks in consumer spending. Consumer Staples was

the second worst performing sector this month, tumbling 6.9%.
This was partly driven by weakness in Household & Personal
Products (down 9.5%) after an Estee Lauder profit warning,
sending the stock down 20%. This was as a result of a slower

than expected recovering China market. At this point you may

be thinking that it could be stock specific, however, if you look

at the Consumer Discretionary stocks you see a similar story.
Consumer Discretionary recorded a 0% gain in May, however that
number is skewed by heavy weights such as Amazon (up 14%) and
Tesla (up 24%). Textiles, Apparel & Luxury Goods fell 11.2%. The
luxury stocks, which generate a significant portion of their profits
from Chinese buyers, sold off. Interestingly Europe, which was
outperforming the US before May due to its overweight in luxury,
is now performing in line with the US as luxury underperforms
and tech rallies.
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EQUITIES

We saw other Consumer Discretionary stocks underperform, with

profit warnings from companies like Footlocker sending the stock 9 O % T h e M S C I WO r I d gave

down 27%. First quarter commentary from US retailers highlights

a pattern of US consumers trading down as they manage high b k 1 O 1

inflation and interest rates. Luckily for the US consumer, more Thetperce”I f:)ft aC J u St 1 / O I n M a‘y
than 90% of mortgage holders have long term fixed mortgages :Xoerdgraa%eesin tﬁeabrg b 0 0 I | O
making them immune to the higher interest rate environment. u t I S St I u p 8 o 5 / (@)
Mortgage holders in countries such as the UK, Australia, and

Canada are not so lucky, as more than 90% of holders have ye a r—t O — d at e T h i S
variable or short-term fixed mortgages. :

Given the above, we are positioned defensively. With recent fund S u g g e St S M ay Was a
managers surveys suggesting most are positioned this way, one -

could argue that this makes a crowded trade and the risk is to the q u I et m O nt h b Ut t h a‘t

upside but, with our focus on wealth preservation, we prefer to

stay defensive. Wasn,t the Case.
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(Global Asset Allocation

The chart below details our 6-12 month tactical investment strategy
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Disclaimer

This document and the information contained herein has been prepared
and issued by Butterficld Asset Management Limited, Butterfield Bank
(Cayman) Limited and Butterfield Bank (Guernsey) Limited and is for
illustrative purposes only. It neither constitutes investment advice nor

is it an offer or an invitation to acquire or dispose of any securities

and should not be relied upon as such. Prior to making any investment
decision a financial adviser should be consulted. Products and services
are available in the respective home jurisdictions and only in those
other jurisdictions where they may be legally offered or obtained.

The data source for this document is Bloomberg unless explicitly stated
otherwise and is believed to be accurate as at the date of publication and
may be subject to change without notice. Whilst every care has been taken
in producing this commentary, neither the author nor Butterfield Asset
Management Limited, Butterfield Bank (Cayman) Limited, nor Butterfield
Bank (Guernsey) Limited shall be liable for any errors, misprints or
misinterpretation of any of the matters set out in it. Past performance is
not necessarily a guide to future performance. The value of investments,
and the income from them, can go down as well as up, and you may

not recover the amount of your original investment. Where an investment
involves exposure to a foreign currency, changes in rates of exchange may

cause the value of the investment, and the income from it, to go up or down.

In the case of some investments, you should be aware that there is no
recognised market for them and that it may therefore be difficult for you
to deal in them or to obtain reliable information about their value or the
extent of the risks to which they are exposed. Certain investments carry

a higher degree of risk than others and are, therefore, unsuitable for some
investors. Before contemplating any transaction, you should consider
whether you require financial advice.
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Any copying, duplication or reproduction of part or all of this commentary
and/or its content in any form without the express written consent of the
copyright owner is prohibited and will constitute an infringement of copyright
unless expressly agreed to by Butterfield Asset Management Limited,
Butterfield Bank (Cayman) Limited, or Butterfield Bank (Guernsey) Limited,
or as otherwise permitted by the Copyright (Bailiwick of Guernsey) Ordinance
2005. You may not, without our express written permission, distribute or
commercially exploit this work.

This commentary and/or its content is copyright of Butterfield Asset
Management Limited, Butterfield Bank (Cayman) Limited and Butterfield
Bank (Guernsey) Limited. All rights reserved.

Butterfield Asset Management Limited is licensed to conduct investment
business by the Bermuda Monetary Authority.
Registered Office Address: 65 Front Street, Hamilton HM12, Bermuda.

Tel +(441) 299 3817
www.butterfieldgroup.com/Investments

Butterfield Bank (Cayman) Limited is licensed to conduct securities
investment business by the Cayman Islands Monetary Authority.
Registered Office Address: Butterfield Place, 12 Albert Panton Street,
George Town, Grand Cayman KY1-1107, Cayman Islands.

Tel +(345) 949 7055
www.butterfieldgroup.com

Butterfield Bank (Guernsey) Limited is licensed and regulated by the
Guernsey Financial Services Commission under the Banking Supervision
(Bailiwick of Guernsey) Law, 2020, The Protection of Investors (Bailiwick
of Guernsey) Law, 2020, the Regulation of Fiduciaries, Administration
Businesses and Company Directors, etc. (Bailiwick of Guernsey) Law,
2000, and The Lending, Credit and Finance (Bailiwick of Guernsey)

Law, 2022, cach as amended from time to time. Registered Office
Address: P.O. Box 25, Regency Court, Glategny Esplanade, St Peter Port,
Guernsey, GY1 3AP. Company registered in Guernsey No. 21061.

Tel +44 (0)1481 711521 Fax +44 (0)1481 714533
www.butterfieldgroup.com

Telephone calls are recorded for training, regulatory and security purposes.
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