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Highland Associates 

Stocks: A Bounce Amid Oversold Conditions; Small-Caps, High Yield Bonds, ‘Value’

Underperformance Point Toward Economic Growth Concerns:

Domestic equities entered last week in oversold territory after the prior week’s selloff, an optimal

setup for a bounce at the very least. The S&P 500 closed 1.4% higher last week at 3,916 after trading

between 3,850 and 3,950 over the balance of the week, and from a technical perspective, the S&P

500’s 200-day moving average at 3,940 remains key upside resistance. While the S&P 500 turned out

a modest weekly gain, under the surface, we view the price action as far less constructive as

breadth was narrow and the equal-weight S&P 500 trailed the market cap-weighted S&P 500 by

1.7%. Small-cap stocks lagged the S&P 500 again last week, the Russell 2000 index falling 2.5%. The

weakness appears driven by expectations banks will tighten lending standards in coming months,

leading to higher funding costs or less access to credit for smaller companies typically more reliant

on bank financing. The underperformance of small-cap stocks, widening credit spreads on high

yield corporate bonds, and economically sensitive value sectors lagging by a considerable margin

on the week all point toward building economic growth concerns. We remain concerned

valuations are too rich, broadly speaking, and maintain a preference for quality, expecting

volatility and uncertainty to weigh on investor sentiment and risk appetite near term.

• While one week is a small sample size, the outperformance generated by both growth-

oriented and defensive sectors got our attention. The S&P 500 rose 1.4% on the week led by

the communication services and information technology sectors each surging 5% of more.

The constituent companies included in these growth sectors are capable of growing revenue

and earnings in a more adverse economic environment. At the same time, defensive sectors

also fared relatively well with utilities the big winner rising 2.3%, outperforming the S&P 500 as

Treasury yields fell. However, valuations for some of the largest companies by market cap are

1.5 to 3 times the 18.7X projected 2023 earnings of the S&P 500, and while a premium of some

sort is justified due to growth prospects and operational consistency, how much of a premium

is warranted remains to be seen. With great expectations and lofty valuations come the

prospect of larger declines if those expectations fail to be met or exceeded, and at some

point, valuations will matter.
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• The S&P 500 financial services sector continued to trade poorly last week, falling another 2% as

business models and future profitability for the banking sector received more scrutiny. In the

wake of the SVB collapse, it is reasonable to expect both banks and their regulators to focus on

addressing funding and interest rate risks for small/mid-size institutions, which could lead to

tighter lending standards/fewer loans being made, along with higher deposit costs as banks

shore-up liquidity. Taken together, these variables could serve to increase costs for banks and

lower profitability, while higher funding costs and less access to capital will likely lead to

earnings revisions for both the S&P 500 as well as small and mid-cap (SMid) U.S. companies.

• Developed markets abroad lagged last week as concerns surrounding balance sheet quality

at Credit Suisse plagued euro area indices, and the European Central Bank’s (ECB) decision to

move forward with a 50-basis point rate hike amid elevated inflation weighed on risk appetite.

Country indices tied to France, Germany, Italy, Spain, and the U.K. each fell 1.5% or more on

the week, with Italy and the U.K. each down 3% or more. Over the weekend, UBS reached an

agreement to purchase Credit Suisse for $3.2B in an all-stock transaction, a substantial discount

relative to where the shares were trading at the end of last week. While the Credit Suisse

situation was resolved, the fact that UBS acquired the bank in a take-under, and only with the

Swiss National Bank offering $100B of liquidity to UBS to sweeten the deal is evidence that

uncertainty is likely to further weigh on risk appetite and cash/liquidity remains king for most.

• Gold has staged an impressive rebound month-to-date, rising 8.5% as interest rates have fallen

and investors have desired safety above all else. Gold may be set up to perform well on a

relative basis over coming quarters as uncertainty on several fronts persists, and with Treasury

yields now sharply lower since the start of the month, the opportunity cost of holding gold, an

asset with storage costs tied to it that turns off no income stream, has been lowered. Gold,

specifically, holds appeal as a store of value, particularly with inflationary pressures persisting

and with the likelihood of an FOMC pause or pivot in the back-half of this year rising in the

wake of SVB’s demise. Broadly speaking, we believe real assets remain a valuable

diversification tool in portfolios as exposure can help reduce volatility and mitigate potential

portfolio drawdown, but a dynamic and tactical approach to the space remains a

requirement, in our view.
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Bonds: Market Participants Front-Run Expected Future Fed Rate Cuts, Force Treasury Yields Lower:

Last week brought with it more volatility in the Treasury market and again with a downward bias to

yields, particularly on the front-end of the yield curve. In just two weeks’ time, market participants

have pivoted from pricing in the prospect of a near-6% Fed funds rate by year-end 2023, to now

pricing in rate cuts starting in June with 100-basis points being expected through year-end in the

wake of two banks recently entering FDIC receivership. While directionally this shift makes sense

given recent news flow, the magnitude of the move lower in short-term Treasury yields appears

extreme, particularly with February’s CPI pointing toward continued elevated and sticky inflationary

pressures. The FOMC finds itself between the proverbial rock and a hard place this week as it must

convince markets that it has the tools at its disposal to balance financial stability with the price

stability component of its dual mandate. Barring additional banks entering FDIC receivership over

coming days, we expect the FOMC to hike the Fed funds rate by 25-basis points while trying to

maintain optionality surrounding future policy moves.

• The FOMC finds itself in a tough spot when it meets this week as a failure to hike the Fed funds

rate will likely be interpreted by market participants as the Committee being fearful or even

aware of additional shoes to drop in the banking sector, which would not inspire confidence

that the Committee has inflation under control. On the other hand, if the Committee hikes, it

will be viewed as tone deaf and responding to stale/lagging data on the inflation front

instead of focusing on financial conditions/stability in the banking sector, which would also

weigh on investor sentiment. The Committee is attempting to thread a microscopic needle

and Chair Jerome Powell will need to summon communication superpowers in his post-

meeting press conference to avoid a negative market interpretation/reaction to the FOMC’s

decision.

• Prior to last Thursday, Fed funds futures viewed the eventual outcome of this week’s FOMC

meeting as a coin-flip between either a 25-basis point rate hike or the Committee pausing due

to uncertainty surrounding liquidity concerns in the banking space. Given that the Fed has

been in a media blackout period since the onset of the SVB issue, the market has been flying

blind surrounding how liquidity concerns in the banking sector might impact this week’s

decision, spurring 20-basis point-plus daily moves in 2-year Treasury yields over the balance of

the week. Rate volatility should calm down somewhat after this week’s meeting, but the

Committee needs to leave itself some breathing room and optionality regarding the path

forward for monetary policy, so it may only be relative calm that is observed over the near-

term.
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• The release of the February Consumer Price Index (CPI) last Tuesday showed a 0.5% month over

month increase in the core reading, topping the consensus estimate of 0.4%, with core CPI rising

5.5% year over year, down only slightly from a 5.6% reading for January. Headline CPI rose 0.4%

month over month and 6.0% year over year, both readings were in-line with the consensus

estimate. From the FOMC’s perspective, core inflation data remains too hot and sticky for

comfort, and on the surface would provide the Committee with the cover to raise the Fed funds

rate by at least 25-basis points this week, but with financial stability taking precedent, it is far

from a slam dunk that the Committee will do anything other than pause and reevaluate.

WhatWe’reWatching:

• The Federal Open Market Committee (FOMC) concludes its two-day meeting on Wednesday

and is expected to narrowly approve an increase in the Fed funds rate by 25-basis points to a

range of 4.75% to 5.00%.

• U.S. Purchasing Managers Index (PMI) for March is released Friday and the Composite reading is

expected to fall to 49.4 from 50.1 in February. Manufacturing PMI is expected to remain in

contraction at 47.3, in-line with the February reading, while Services PMI is expected to fall

modestly to 50.3 during the month from 50.6 in February, barely remaining in expansion territory.

• Eurozone Market Purchasing Managers Index (PMI) Composite for March is also released Friday

and is expected to fall to 51.9 from 52.0 in February. Services PMI is expected to fall to 52.5 from

52.7 in February, while Manufacturing PMI is expected to rise to 49.0 from 48.5 the prior month.
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Important Notes & Disclosures for Institutional Investors and/or their Representatives:

The content and any portion of this newsletter is for personal use only and may not be reprinted, sold or redistributed without the

written consent of Regions Bank. Regions, the Regions logo and other Regions marks are trademarks of Regions Bank. The names and

marks of other companies or their services or products may be the trademarks of their owners and are used only to identify such

companies or their services or products and not to indicate endorsement or sponsorship of Regions or its services or products. The

information and material contained herein is provided solely for general information purposes.

Regions does not make any warranty or representation relating to the accuracy, completeness or timeliness of any information

contained in the newsletter and shall not be liable for any damages of any kind relating to such information nor as to the legal,

regulatory, financial or tax implications of the matters referred herein. This material is not intended to be investment advice nor is this

information intended as an offer or solicitation for the purchase or sale of any security or other financial instrument. Any opinions

expressed herein are given in good faith, are subject to change without notice, and are only current as of the stated date of their

issue. Regions Asset Management is a business group within Regions Bank that provides investment management services to

customers of Regions Bank. Employees of Regions Asset Management may have positions in securities or their derivatives that may be

mentioned in this report or in their personal accounts. Additionally, affiliated companies may hold positions in the mentioned

companies in their portfolios or strategies. The companies mentioned specifically are sample companies, noted for illustrative

purposes only.

The mention of the companies should not be construed as a recommendation to buy, hold or sell positions in your investment

portfolio. Neither Regions Bank nor Regions Asset Management (collectively, “Regions”) are registered municipal advisors nor provide

advice to municipal entities or obligated persons with respect to municipal financial products or the issuance of municipal securities

(including regarding the structure, timing, terms and similar matters concerning municipal financial products or municipal securities

issuances) or engage in the solicitation of municipal entities or obligated persons for such services.

With respect to this presentation and any other information, materials or communications provided by Regions, (a) Regions is not

recommending an action to any municipal entity or obligated person, (b) Regions is not acting as an advisor to any municipal entity

or obligated person and does not owe a fiduciary duty pursuant to Section 15 B of the Securities Exchange Act of 1934 to any

municipal entity or obligated person with respect to such presentation, information, materials or communications, (c) Regions is acting

for its own interests, and (d) you should discuss this presentation and any such other information, materials or communications with any

and all internal and external advisors and experts that you deem appropriate before acting on this presentation or any such other

information, materials or communications. Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark

of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of Barclays Bank

Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all

proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material or guarantees

the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to the results to be obtained

therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in

connection therewith.

Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates

(collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”),

used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays

Indices. Neither Bloomberg nor Barclays approves or endorses this material or guarantees the accuracy or completeness of any

information herein, or makes any warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent

allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection therewith.
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The information provided herein is for informational purposes only and is intended to report on various investment views held by Multi-

Asset Solutions (MAS) and Highland Associates. Opinions, estimates, forecasts, and statements of financial market trends are based on

current market conditions that constitute the judgement of MAS and Highland Associates and are subject to change. The information is

received from third parties, which is believed to be accurate, but no representation is made that the information provided is accurate

and complete. The information is given as of the date indicated and believed to be reliable. While MAS and Highland have tried to

provide accurate and timely information, there may be inadvertent technical or factual inaccuracies or typographical errors for which

we apologize. The information provided herein does not constitute a solicitation or offer by Highland or its affiliates, to buy or sell any

securities or other financial instrument, or to provide investment advice or service. Nothing contained herein should be construed as

investment advice or a recommendation to purchase or sell a particular security. Investing involves a high degree of risk, and all

investors should carefully consider their investment objective and the suitability of any investments.

Research services are provided through Multi-Asset Solutions, a department of the Regions Asset Management business group within

Regions Bank. Highland is a wholly owned subsidiary of Regions Bank, which in turn is a wholly owned subsidiary of Regions Financial

Corporation.

Past performance is not indicative of future results. Investments are subject to loss.


