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Macro Environment

The fourth quarter of 2022 was a microcosm of the year
for investors, albeit not so painful. Early in the quarter,
markets again got ahead of the Federal Reserve, rising
in hopes of an easing signal to come. When the Fed
clarified in November and again in December that it was
not yet done fighting inflation, sentiment turned. By the
end of the year, the quarter’s early gains had partially
evaporated.

For 2022 as a whole, the tally was grim. US bonds
experienced their worst year on record. Global equities
fell sharply. As a result, returns from a traditional 60:40

portfolio of stocks and bonds were the worst since 2008.

The new year began with markets again more optimistic
about the path of interest rates than policymakers.
Incoming data confirmed a slowdown in US price and

wage inflation in Q4, even as the labor market stayed
strong. Expectations grew that there will be a further
slowdown in the pace of Fed rate hikes from December’s
50 basis points to 25 basis points in February, with a
further 25 basis points likely in March and a question
mark thereafter. The arrival of earnings season, which
began with a mixed bag from the major banks, turned
attention towards the economic impact of the Fed’s past
moves. Concerns about growth were amplified in mid-
January by disappointing data releases for retail sales
and manufacturing at the end of Q4.

There remains a disconnect between market expectations
that rates will ease sooner rather than later and the
central bank’s hawkish Q4 projections, outlined in
December, which showed rates rising by a further 75
basis points or even a full percentage point, and staying
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above 5% through 2023. There are different explanations
for the disconnect. Do investors expect a weakening
economy and softening consumer sentiment to push

the Fed to loosen policy, perhaps prematurely before
inflation is beaten? Are they betting instead that inflation
will dissipate more rapidly than the Fed anticipates, with
less economic pain, resulting in the oft-hoped-for soft
landing? Or are financial markets looking beyond today to
anticipate the recovery that will eventually come?

Against this backdrop, RockCreek sees
four key macro themes for 2023:

1. Will the US have a hard or soft landing,
as monetary tightening feeds through to
the real economy?

2. When will an improving inflation
performance cause the monetary cycle to
turn?

3. Will the energy shock from war in
Europe continue to be contained, helped
by winter warmth, European subsidies,
and the US tapping the Strategic
Petroleum Reserve?

4. How successfully can China exit from
“Zero Covid”, and will a return to robust
growth be hobbled by longer-term trends
of demographics, shifting trade patterns,

and focus on state owned enterprises?

One thing we know about 2023: it will be
different

A year ago, as inflation accelerated around the world, US
growth appeared to stumble. There was much discussion
about whether the economy was already in recession.
The Federal Reserve was on the verge of tightening
policy in what became the sharpest rise in interest rates
since the Volcker squeeze of 1980. As inflation gathered
speed last year, reaching forty-year highs, Fed Chair
Jerome Powell and colleagues raced to raise rates and
toughen their message, repeatedly undercutting market
hopes for a reprieve. They focused increasingly on what
was happening in the labor market, concerned that wage
pressures would undercut their focus on bringing down
inflation. And the window for achieving a soft landing
seemed to narrow, as the labor market remained tight in
Q4 and initial wage data was strong.

The recession did not come. And inflation almost certainly
peaked in the middle of last year. It is still too high, with

a headline rate at 6.5% year-on-year in December,
compared to the Fed'’s 2% target. But the year-on-year
rate masked a sharp deceleration since last summer.

In Q4, core consumer prices rose by only 3.2% at an
annualized rate while wage gains were only a little over
4%. Interest rates will go up further in the coming months.
But the Fed’s focus in 2023 will increasingly be on how
and when to pause. Investors will be watching to see how
much pain occurs before then and how quickly recovery
can come.

At RockCreek, we expect that the economy will slow and
unemployment will rise as monetary tightening — much

of it already in the pipeline — squeezes housing and
construction and slows down investment and spending. In
Q4, retail sales disappointed, with an unexpectedly large
decline of 1.1% in December, reflecting both prices and
lower volumes, after a smaller drop in November. We also
believe that markets are likely underestimating the Fed’s
determination to crush inflation and its willingness to risk
overshooting and hurting the economy.
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Two factors that buoyed the US economy in 2022 may
help to cushion the slowdown this year and explain why
expectations now are that any recession will be mild.
The first is the underlying strength in employment and
consumption that has come from pandemic-related fiscal
support in the US and Europe. That complicated life for
central banks by helping to push up inflation. But, as
described below, it benefited many.

The second factor is the continued strength of the core
financial system, unlike in the global financial crisis when
the reverberations from systemic failures inflicted great
damage on the real economy. Financial institutions are
hurting now and laying off staff. But they are not in crisis.
Despite a year of swift and steep monetary contraction,
volatile markets, and sharp corrections in almost every
asset class from bonds and equities to emerging markets,
core financial institutions weathered the many storms of
2022, and markets continued to function.

What was good: a stronger economy,
higher wages for the poorer

The US and global economy in Q4 remained surprisingly
strong, despite the continued war in Europe,a Covid
crunch in China and a gradual spending slowdown.

With full Q4 GDP numbers to be released later this
month, real time trackers suggest that the US continued
to expand through year-end, but spending growth may
have petered out at the end of the quarter. Retail sales
weakened in November and December following a strong
month in October, with a quarter-over-quarter decline of
roughly -1.3% to close out the year. The strength of the
labor market, which has underpinned the post-pandemic
economy, surprised again in Q4. Unemployment, a
lagging indicator, dipped back close to pre-pandemic
lows, ending the year at 3.5%. Payrolls rose by a monthly
average of 247,000 during Q4, not much below the
269,000 reported in September. Job vacancies and quit
rates — key indicators that the Fed watches for labor
market tightness — drifted down only slightly during 2022.

There are still 1.7 open jobs for every American looking
for work, well above pre-pandemic levels.

Figure 1. The job market is still running hot, but the

cooling has begun
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One reason for US economic resilience was that workers
at the lower end of the income scale have done better,

in relative terms, than those higher up the income scale.
In contrast to most of the workforce, whose wage gains
were eaten up by higher prices, low paid workers saw
their real wages rise in 2022. And these workers tend to
spend more of their incomes than those who are better
off.

Labor force participation remains below its pre-pandemic
level, leaving companies bidding up wages. Will this
squeeze profit margins? As Fed Vice Chair Lael Brainard
has remarked, inflation can come from widening profits as
well as the wage spiral that has gotten most of the blame.

An online debate among mostly mainstream economists
broke out at the end of 2022 about the underlying
causes of inflation. Former MIT professor and IMF Chief
Economist Olivier Blanchard made the case that inflation
was primarily a result of a distributional battle between
workers, employers, and owners of capital. Others

stuck to the view that monetary policy determines price
inflation. A middle ground could be that a shock to supply
or demand — both of which happened with the pandemic
lockdown and resulting stimulus — ignites a distributional
battle, which only then can be stopped by pressure from
a cooling economy on both workers and companies.
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A sure sign of a distributional battle for higher wages and
better working conditions versus company profits is if
workers decide to take collective action. Work stoppages
and strikes have recently risen. This began even before
the pandemic — hitting a 17-year high in 2019, when 25
major work stoppages occurred, per BLS data. A broader
measure of stoppages from Cornell’s School of Industrial
and Labor Relations, which covers all collective actions,
showed that some 78,000 workers walked off the job in
the first half of 2022, compared with 26,500 in the first
half of 2021.

In Europe, the economy has been weaker, and the
energy shock has been a bigger component of decades-
high inflation. But there too, consumer spending and
production was not as weak as many had expected in
Q4. A slide in growth and contraction are still likely in
Europe in 2023, but European governments, excluding
the UK, are set to cushion the blow from energy prices.
Supportive fiscal policy may offset some of the impact
from continued monetary tightening.

But that’s also bad ... at least for interest
rates, and risky bets

Resilient spending and employment have kept US
inflation well above the Fed’s 2% target. In Q4, Chair
Powell reaffirmed again that 2% remains the central
bank’s goal. Last quarter’s announcement was bad
news for interest rates and for some risky bets. The

big question is whether a stronger economy means the
Fed will raise rates still further, to crimp hiring and force
unemployment up, or whether price pressures will ease
allowing for real wages to recover.

Some economists who called high inflation early and
pressed for rapid interest rate increases last year are
now wondering if the Fed will be able to pause after
lifting rates above 5%. Both former Treasury Secretary
Lawrence Summers and former New York Fed President
Bill Dudley have softened recent calls for rate rises.
Others expect further rate rises that would bring the fed

funds rate close to 6% at its peak, or “terminal rate.”

The era of more expensive money had brought casualties
among risky players, with the dramatic blowup of crypto
darling FTX, and a 15% drop in Bitcoin during Q4. In
the UK, a surge in government bond yields threatened
to bring down the country’s enormous pension industry.
Instead, it brought down a government, as blame was
heaped on Prime Minister Liz Truss’ “dash for growth.”
Both of these events showed the risks to financial
stability from tightening money. But they were also
reassuring. Spillovers across sectors were limited, and
the strengthening of the core financial system post-2008
worked to insulate banks from major damage.

Energy Rollercoaster

The war in Ukraine took a different turn in Q4, as both
sides stepped up the fighting. Ukraine inflicted further
battlefield defeats on the Russian army, most notably
with the November recapture of Kherson — the only major
city taken by Russia in its initial advance. Russia, in
retaliation, launched a relentless bombing assault across
Ukraine, targeting civilians and civilian infrastructure

with wave after wave of bombing and drone attacks. At
home, President Putin shifted course. No longer ignoring
the war, he called on Russians to unite in a fight that he
characterized as being against the West.

With both sides digging in, the conflict in the middle of
Europe will continue into 2023. But the economic impact
this year is likely to be smaller. And Europe has the
weather to thank for that. This winter has, so far, been.
unseasonably warm, making the frequent power cuts in
Ukraine caused by Russian bombing less painful than
they might have been and mitigating the costs of the
energy shock across Europe from the loss of Russian
energy. It has also allowed storage tanks to remain much
closer to full and prompted falling gas prices after last on
year’s surge. Agreement in Brussels and major capitals
subsidies to shield consumers and businesses, at least
partially, from energy price hikes will also help.
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Sanctions on Russia have not led to a domestic crisis

as some had hoped. But they are gradually making it
harder to produce weapons to fight the war and to sell oil
to finance imports. So far, the ban on Russian oil imports
into Europe that came into effect in December — covering
shipping, insurance, and purchases — has not led to the
feared spike in global oil prices as that oil was redirected
increasingly to China and India at lower prices.

China Pivot

While the rest of the world largely “moved on” from

Covid in the first half of 2022, the disease continued

to hamstring China throughout the year. Indeed, in Q4
China’s economy weakened still further, even as the
government suddenly abandoned its Zero Covid policy.
Rising infections and illnesses, rather than mandatory
lockdowns, undercut production and consumer spending.
The November data show a drop in retail sales from a
year earlier and contracting output.

China’s economy will rebound in 2023, in part just
reflecting the low base from last year. But it seems likely
that reopening and recovery will come with a terrible price
as Covid runs through a population with low vaccination
rates and poor health facilities. There may be a longer-
term hit to confidence in China from both the mishandling
of Covid and abrupt policy reversals on technology and
property that took businesses and ordinary citizens
unaware. President Xi won his historic third term in Q4,
but he may face greater challenges ahead than expected.
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Emerging Markets

With all major global economies open for business
for the first time in three years,and low valuations in
emerging markets, many investors are entering 2023
more excited about these markets. However, many
unknowns remain.

China is the most important variable that is likely to
give investors plenty of head scratchers. From the
stability of the country’s public finances, its ongoing
flirtation with a Taiwan takeover, and a re-opening that is
putting the country’s public health system under severe
pressure, there is no shortage of worries. Nevertheless,
as a lynchpin of global growth, China’s reopening may
indeed act as an economic tailwind, however subdued
it may be compared to years past. If 2022 was about
EM ex-China, 2023 may well play out differently. We
expect a broad-based recovery in much of North Asia,
led by consumer technology stocks in China, and tech/
hardware stocks in South Korea and Taiwan. Longer
term, we remain concerned about China’s prospects
and have adopted a more tactical stance on exposures.

Outside of North Asia, it is worth noting that sector
performance in markets such as India, Latin America,
and the ASEAN region was not well distributed in 2022.
Commodities and banks led the charge, while consumer,
healthcare, and tech related stocks lagged significantly.
At RockCreek, we expect the latter to outperform in
2023, backed by moderating inflation and lower interest
rates, particularly in Latin America; however, don’t count
commaodities out just yet. Recurrent labor unrest in Latin
America and South Africa are contributing to a supply
crunch in base metals, creating significant problems for
the automotive and tech hardware sectors.

Emerging markets are critical to any technology driven
societal transition, including electric vehicles, green
energy, fintech, and consumer-facing tech hardware.
For instance, Chile, Argentina, and Bolivia make up the
famous ‘lithium triangle’, collectively accounting for

close to 60% of globally identified lithium resources.
South Africa produces close to one third of the world’s
manganese and has the largest manganese reserves,
while Indonesia is the world’s largest nickel producer.
And of course, there is China, which tops the list

with 80% of global refining capacity for raw materials
needed for EV batteries and 60% of the world’s graphite
production.

On the currency front, emerging markets could see
some weakness, particularly if the Fed oversteers in
the coming months. But even if the Fed pauses and the
focus shifts to addressing slowing growth, high-beta
emerging market currencies may still be vulnerable.
Sticking to domestic sector stocks with input costs in
local currency should somewhat insulate investors from
the vicissitudes of the currency markets. EM financials,
on the other hand, could struggle, particularly if local
rates go lower. Lastly, 2022 was a veritable annus
horribilis for EM debt. Outflows were record breaking
and yet there could be more pain, particularly in the
corporate debt market. We do not expect issuances to
recover until the second half of 2023.

Emerging Markets Debt: An
Opportunity in 20237

Emerging market credit spreads in both sovereign

and corporate debt have widened alongside other
fixed income assets, and after several months of
underperformance following Russia’s invasion of
Ukraine, they have reached levels that may suggest
current valuations more than compensate for the
negative shock. These lower valuations could provide
opportunities for deep country-by-country analysis and
relative value security election to capitalize accordingly.
For example, fundamentals for many emerging market
corporate issuers look particularly strong within the oil &
gas, telecom, utilities, and infrastructure sectors.
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Emerging Markets

Moreover, most emerging market central banks were
well ahead of their developed market peers, having
collectively raised interest rates significantly, thereby
helping to lift emerging market local-market yields

to attractive levels. The rate-hiking cycle has been
unexpectedly extended by the inflationary impact of the
Russia/Ukraine conflict. Country differentiation remains
important here, as monetary policy responses have
varied, with some emerging market countries, such as
those in Latin America, nearing the end of their hiking
cycles. As global economic activity begins to normalize,
fiscal stimulus measures fade, and central banks
withdraw liquidity, inflationary pressures should begin to
subside. This would allow emerging market policymakers
greater latitude to stabilize rates before shifting to

an outright easing cycle, particularly considering the
economic slack present in many of these economies.

The technical picture is also showing nascent signs of
recovery. Emerging market debt has begun to see net
inflows return after record outflows of $87 billion from
the asset class over the first 10 months of 2022. We
anticipate stronger net flows in 2023 and specifically
we expect tactical credit managers, who drastically
cut exposure to the asset class in 2022, to increase
allocations as the outlook improves, providing further
support for spread tightening.
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Disclaimers

The contents herein are intended for informational purposes only. The information presented is based upon
RockCreek’s interpretation. There can be no guarantee that the information presented is accurate. The
information presented does not constitute tax, legal, investment or regulatory advice, and we encourage
you to consult your legal and/or tax advisors should you have any questions relating to the materials
presented herein. Opinions expressed reflect the current opinions of the Rock Creek Group as of the date
appearing in this material only.

This material is intended only to facilitate your discussions with RockCreek; it is not intended to be used as
a general guide to investing, or as a source of any specific investment recommendations, and makes no
implied or express recommendations concerning the manner in which any client’s account should or would
be handled, as appropriate investment strategies depend upon the client’s investment objectives.
Information included herein may be provided to discuss general market activity; industry or sector trends;
or other broad-based economic, market, or political conditions. Discussions herein concerning general
economic conditions and political developments are not intended to be used as a general guide to
investing, or as a source of any specific investment recommendations, and RockCreek makes no implied or
express recommendations or warranties concerning the manner in which any account should or would be
handled, as appropriate investment strategies depend upon the investor’s unique investment objectives.
This document does not constitute an offer or solicitation with respect to the purchase or sale of any
security in any jurisdiction in which such an offer or solicitation is not authorized or to any person to whom
it would be unlawful to make such offer or solicitation. As such, the information contained herein has been
prepared solely for general informational purposes. None of RockCreek or any affiliates or employees
makes any representation or warranty, express or implied, as to the accuracy or completeness of the
information contained herein and nothing contained herein shall be relied upon as a promise or
representation as to the past or future performance. Information and opinions are as of the date of this
material only and are subject to change without notice.

Any information contained herein regarding a fund or manager is based upon information prepared by the
underlying manager. RockCreek has not verified and is not liable or responsible for the completeness or
accuracy of such information (including but not limited to any information relating to the past or future
performance of such fund or manager, or any related vehicle).

Any information contained herein that relates to an investment in a company is based upon available
information prepared by such company. RockCreek has not verified and is not liable or responsible for the
completeness or accuracy of such information concerning the company prepared by such company. As
such, there can be no assurances that the information provided is a complete and accurate depiction of a
portfolio’s current performance and exposure. Prior transactions and their returns are not indicative of
future results.

Performance statistics herein, if any, are not financial statements prepared in accordance with accounting
principles generally accepted in the United States of America and have not been subject to audit.
Performance is expressed in US dollars.

The volatility of any indices referenced herein may be materially different from that of an investor’s
accounts portfolio. In addition, an account’s holdings may difter significantly from the securities that com-
prise the indices. The indices have not been selected to represent appropriate benchmarks to compare

an account’s performance, but rather are disclosed to allow for comparison of the performance of accounts
and managers in general to that of well-known and widely recognized indices. Information contained
herein regarding performance of any index or security is based on information obtained from the indicated
sources as of the specified dates, but there is no guarantee as to the accuracy of such information.
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Disclaimers

The quantitative methods that may be included and described herein are tools used in selecting
investments and controlling risk, but such methods cannot alone determine investment success.
Discussions and calculations regarding potential future events and their impact on the account are based
solely on historic information and estimates and/or opinions, are provide for illustrative purposes only, and
are subject to further limitations as specified elsewhere in this report. No guarantee can be made of the
occurrence of such events or the actual impact such events would have on the account’s future
performance. In addition, the opinions, forecast, assumptions, estimates and commentary contained in
this report are based on information provided to RockCreek on both a formal and informal basis. Further,
any such opinions, forecasts, assumptions, estimates and commentary are made only as of the date
indicated, are subject to change at any time without prior notice and cannot be guaranteed as being
accurate.

Please note that the investment outlook and opportunities noted above (and throughout this letter) are
prospective and based upon the opinion of RockCreek and there is no guarantee of success in our efforts

to implement strategies that take advantage of such perceived opportunities.

RockCreek, RockCreek Group, Rock Creek and the logo are unregistered trademarks of The Rock Creek
Group, LP in the United States and elsewhere.

Copyright © 2023 by The Rock Creek Group, LP. All rights reserved.
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