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Equities rebound with a
late rally to finish higher

Last week started with a substantial selloff over global risk concerns,
but by Friday’s close the S&P 500 was back above its 50-day moving
average. The S&P 500 (+0.5%) and DJIA (+0.6%) finished up, while the
NASDAQ closed flat. The September FOMC meeting was in line with
expectations, and investors remained confident after the Fed signaled

that QE tapering will begin ‘soon.” China’s Evergrande situation

continues to evolve, but global contagion concerns have begun to abate.

KEY POINTS

e Even though the Fed expects multiple interest rate
hikes by the end of 2023, we expect moderating
economic growth could push out that trajectory.

 We do not expect Evergrande to cause global
contagion, as the Chinese government is working
through a restructuring to limit public disorder.

e Near term risks from Washington remain, but we
are concerned about higher taxes rather than a U.S.
credit downgrade.

» As the Delta variant subsides, we expect a near-term
resurgence in economic growth.
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Market drivers & risks Volatility will persist as investors

. Consistent with expectations, the Fed process macro headwinds. However,

signaled that QE tapering will most likely
start in November. We also learned that Chair
Powell is still far from thinking about rate hikes.

drawdowns could represent buying
opportunities, as we expect economic

— In the post-meeting press conference, Powell and earnings g rowth to continue.”
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noted that “substantial further progress” for
employment has been met and that policymakers
broadly agree to gradually begin tapering QE.
The decision could be made at the FOMC’s
November meeting if the economy continues

to improve. Policymakers are split on whether
to raise interest rates next year, but 17 of the 18
members forecast at least one rate hike in 2023.
Ultimately, there was minimal market surprise
from last week’s meeting, with the Fed having
previously telegraphed its intention to taper.

The evolving situation with Evergrande
continues to dominate headlines, but concerns
about a potential contagion are fading.

— Concerns about the default of over $300 billion
in liabilities weighed on global risk sentiment
early last week, and the week ended with holders
of Evergrande’s U.S. dollar debt still waiting
for $84 million in payments. The Chinese
government does not seem to be interested in
bailing out the property developer, but it also
does not want a disorderly collapse. Evergrande
will likely continue to cause volatility as China
works through a property and credit bubble, and
as economic growth moderates. In addition, we
expect continued volatility in cryptocurrencies
following a selloff on Friday after the PBOC
banned all crypto-related purchase and service
activity and issued a ban on mining.

There are few signs of a solution to a
possible government shutdown or the debt
ceiling. However, the good news is that the

U.S. has $4 trillion of cash flow and $350 billion

of interest costs, so there is plenty of cash to
service the debt.

— House Democrats passed a short-term funding
measure and suspended the debt ceiling
through next year, but the measures in the
Senate lack enough Republican support to
proceed. Government funding is unlikely
to lapse and a continuing resolution should
pass both chambers by the end of the month.
Democrats must then outline next steps, which
could include increasing the debt limit on
their own or including it as part of a separate
reconciliation package.

Highlights from last week

« Six of the 11 GICS sectors posted gains, with energy
(+4.7%), financials (+2.2%) and information
technology (+1.0%) leading the market higher.
Integrateds, E&Ps and oil services stocks helped the
energy sector post its best week since June. Banks
rallied as Treasury yields moved higher. Cyclical
sectors (+0.9%) outperformed defensives (-0.6%) as
the Treasury curve steepened. Small caps (+0.6%)
outperformed large caps (+0.5%), while value
(+0.7%) outperformed growth (+0.3%).

« The weekly jobless claims reading was above
consensus, but remained below 400,000 for the
ninth consecutive week.
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Risks to our outlook

The near-term path of least resistance could be falling
market returns due to COVID-19 headwinds, tax and
regulatory risks from legislative plans, supply chain
issues and corporate warnings.

Political risks regarding the debt ceiling are the
highest in a decade. Although a U.S. debt default is
unlikely, there will be a lot of discussion about it in
the coming weeks.

Markets are beginning to assess the expected impacts
of increasing the corporate tax rate and the minimum
tax of U.S. companies’ foreign income.

Despite these risks, the global economy and equity
market fundamentals remain strong, and we still think
that equity markets will overcome the moving pieces
in the macro narrative.

@ Best ideas

Supportive monetary policy and the prospects
for stronger relative earnings growth will be the
catalyst for select stocks in cyclically oriented
sectors to outperform in developed non-U.S.
markets, particularly Europe. We remain bullish
on select emerging markets, but continue to
monitor China’s property issues and regulatory
developments. Near term in the U.S., we favor
high-quality reopening stocks and small caps. We
continue to advocate for a long-term approach that
tilts toward cyclicals and value stocks exhibiting
strong earnings growth and pricing power.

In focus

Japanese stocks
take a rare turn
as global leader

Nearly 32 years ago, the Nikkei 225

Stock Average peaked. Since then,
Japanese equities have become

essentially synonymous with relative
underperformance versus other developed
markets. However, the script has recently
been flipped: The Nikkei leads U.S.,
European, Chinese and emerging markets
indexes so far in September and Q3.

Japan’s economy has not been driving

the gains, with its conspicuously weak

PMI readings and subpar GDP growth
projections (+2.5%) in 2021. These readings
largely reflect lackluster consumer spending,
as the country struggled through several
lockdowns and a slow vaccine rollout.

However, the resignation of Prime Minister
Suga earlier this month opens the door to
well-timed elections and new leadership,
with the potential to move past COVID-19
and negative consumer sentiment and
refocus on growth. Political candidates are
promoting fiscal and monetary stimulus,
vaccination rates are now accelerating and
plans are in place to reopen the country by
year-end.

Against this backdrop, the case for select
Japanese stocks is based on inexpensive
valuations, strong balance sheets, net cash
positions and a focus on ESG factors. Banks
are significantly overcapitalized and will
negotiate with regulators to reinstate share
buybacks. The reopening trade could also
present opportunities, as tourism names
might see better earnings growth in 2022.
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A word on risk

Allinvestments carry a certain degree of risk and there is no assurance that an investment will provide positive performance over any period of time. Equity investing involves risk.
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