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 Encouraging inflation news – clear downward trajectory.
 EU economic data suggesting recession risks are receding.
 Upward revisions to GDP growth forecasts.
 Improved but cautious outlook on interest rate expectations. 
 China re-opening – A large contributor to global economic growth.
 Company earnings resilient across many sectors.

As we move through Q1, it would appear that 2023 is poised to potentially reverse many of the trends that
defined 2022. A number of factors have conspired to bring about this early mood change, namely:

As we alluded to in our 2023 Investment Outlook - it certainly could be the case that bond investors will have
the wind at their backs over the coming year, given the likelihood of peaking policy rates in H1 and a new
disinflationary trend which is already underway in many regions. We are starting to see that earnings for
equities, whilst resilient, are still under pressure from the global economic slowdown, and we see this
continuing in the same vein over the coming months. Despite this, investors have chosen to focus on more
positive developments so far this year, such as the prospect of rapid disinflation leading to a pause in rate
hikes, a stabilisation of the US dollar if not some further weakening this year, stronger than expected US and
Eurozone fourth quarter GDP results, and the positive supply and demand consequences of the Chinese
reopening. 

Thus, the S&P 500 and EuroStoxx 50 indices have moved circa 8% and 13% higher YTD respectively,
in local currency terms.

We believe much still hinges on the path of inflation in developed regions, CPI readings not only need to come
down towards the 2% mark but stay down durably and become anchored. While we have an optimistic view
on stocks for the medium and long-term, we must also remain cognisant of the potential risks present for
equity markets, which could lead to increased volatility as we move through Q1 and Q2. These include worse
than expected GDP numbers and recession risks, as well as less resilient reported earnings, which could lead
to further lay-offs in sectors outside of tech. Other risks include sticky core inflation that proves difficult to
remove from the system and therefore forces policymakers to remain aggressive, higher energy prices due to
supply-related factors, and the potential for a renewed wave of attacks on Ukraine from the east.

While inflation results are still crucial for now, there also exists the possibility that investors’ focus over the
course of 2023 may shift away from these economic data points somewhat, looking instead to slowing
economic growth, earnings, and unemployment figures. We would like to reiterate that we will be actively
monitoring any market pullbacks over the coming weeks or months and would likely look to use another leg
lower in equities as an opportunity to switch to an overweight positioning. Another bout of volatility at some
stage during H1 would also present us with an opportunity to create attractive structured investment
solutions for clients that can take a potentially longer-term view.

 Introduction
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A Change of Mood Music?



Source: Seaspray Financial, Feb 2023
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The debate that continues to dominate newspaper articles and research documents alike is the extent of any
recession that developed regions may see over the coming months or quarters. Data from Europe, along with
public comments from central banks and political leaders, has given new hope that the continent can
potentially escape recession, or if it does happen, that it will be mild and short-lived compared to previous
downturns. The depth and nature of any recession will in turn have a significant bearing on company earnings
and we predict that this will prove more important in the year ahead. This will become more apparent in the
Q1 and Q2 earnings seasons and if the downturn is indeed a mild one, then a modest year-over-year fall in
earnings should be well received by the market, at the time. 

Over the past few weeks, we have found it interesting to see both the United States and Eurozone beating
analysts’ expectations with regard to their Q4 GDP and January PMI (Purchasing Managers’ Index) results.
While many market participants have been calling for recessions in each of these regions in H1 of this year, it
came as a surprise to most to see this level of resilience from the world’s largest and third-largest economies.
PMIs in the Eurozone have been heading upwards now for a number of months, with the region’s
Manufacturing result for January even returning back above the 50.0 mark and therefore back in expansionary
territory.

Global 
Economy 
& Data

"While many market participants have been calling for recessions in each of
these regions in H1 of this year, it came as a surprise to most to see this level
of resilience from the world’s largest and third-largest economies..."
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"This is the first time the
International Monetary
Fund (IMF) has raised its
growth outlook in a year, as
it spoke about “surprisingly
resilient” demand in the US
and Europe in its quarterly
report, as well as an easing
of energy costs and the
reopening of the Chinese
economy...." 

Source:International Monetary Fund.

On the last day of January, the International Monetary Fund (IMF) upgraded its 2023 global growth outlook from 2.7% to
2.9%, as seen on the chart below. This is the first time the organisation has raised its growth outlook in a year, as it spoke
about “surprisingly resilient” demand in the US and Europe in its quarterly report, as well as an easing of energy costs and
the reopening of the Chinese economy. Next year, global growth is seen at 3.1%, down from their prior forecast for 3.2%
as the full impact of steep central bank rate hikes slows demand.

P A G E  0 4



The fund also sees world CPI falling to 6.6% in 2023, 0.1 percentage point higher than its projection from a few months
back and following 8.8% last year. It then forecasts further slowing to 4.3% in 2024. Since the release of our last update in
January, we have not seen a huge amount of inflation data and will likely have a clearer picture of the current
disinflationary cycle by the time our quarterly update is published at the beginning of April. Last week however, investors
did have their attention firmly focused on the latest set of US CPI figures for the month of January. The headline figure
came in at 6.4% y/y, down from the prior 6.5% but importantly ahead of expectations for 6.2%. Similarly, the region’s Core
CPI result was 5.6%, down from December’s 5.7% and above estimates for 5.5%.

While year-over-year consumer inflation did fall last month, these results are unlikely to cause the Fed to back off from
their current tightening campaign. While Powell has acknowledged that disinflation is now underway in the States, positive
price changes are not decreasing fast enough in many cases. Some concerns are starting to build that the remaining
excess inflation above 2% may be quite difficult to remove from the economy and will require rates to stay higher for
longer. We would feel the same way about Eurozone inflation, at present. While many investors chose to shine the
spotlight on falling headline Eurozone inflation earlier this month, we remained focused on the Core CPI reading that
actually came in at 5.2% y/y, slightly above analysts’ expectations and flat on the previous month.

US growth this year is now estimated to come in at 1.4%, up from the 1% expected by the IMF a few months ago and
coming after 2% growth seen there last year. Stronger than expected consumption and investment during Q3 last year,
as well as a robust labour market and strong consumer balance sheets were all cited as reasons for the upgrade. The
Eurozone is now expected to see growth of 0.7% for 2023, up from the previous 0.5% forecast, and down from the 3.5%
seen in 2022. According to the group, Europe has adapted to higher energy costs more easily than was previously feared,
has experienced an unusually warm winter for the most part, and is also now benefiting from an easing of energy prices
across the board. The UK, as seen on the right-hand side of the chart below, is now the only major advanced economy
forecast by the IMF to be in recession for the year, with a 0.6% fall in GDP as households struggle with the ongoing cost
of living crisis.

Source: International Monetary Fund, Bloomberg
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While many other Eurozone nations, along with our closest neighbours in the UK, are expected to be in recession at some
stage this year, we believe that Ireland can avoid this due to strong household savings and the ability for government
supports due to the best budget position in the Eurozone. As can be seen below, Irish households had the highest
savings ratio in the EU last year. As a result of savings built up over the pandemic period, we estimate that Irish
households have built up a level of excess savings which likely equates to roughly 20% of disposable incomes. Household
debt is also at all-time lows at present.

Taking a quick look at the domestic economy, we can see that Ireland has entered 2023 in relatively good shape. The
latest Credit Union Consumer Sentiment index for the nation showed a fresh seven-month high of 55.2 in January and up
from December’s 48.7, with the report citing positive factors such as lower energy prices, robust domestic economic
data, and the receipt of ongoing fiscal supports. Inflation now looks to be heading in the right direction, with the country’s
headline CPI down for the third consecutive month in January to 7.8%, and Core CPI falling half a percent to 5.0% during
the month. Of course, we also recently saw 2022 GDP growth for the nation come in at a positive 12.2%, with a 3.5%
reading for Q4, which if nothing else does point to our export sector and multinational firms remaining resilient. 

While we have not yet seen ‘Modified Domestic Demand’ (MDD) for the fourth quarter, which would exclude
multinational corporates, this GDP result makes Ireland the fastest growing European nation over the past year. MDD fell
by 1% during Q3 of last year, but still stands 9% above the pre-pandemic level recorded at the end of 2019. The indicator
is expected to slow to below 1% in 2023, down from last year’s 5.6%. 

Source: Goodbody, EuroStat

 

P A G E  0 6



Policymakers at the Federal Reserve came to a unanimous decision to hike US interest rates by a smaller 25
basis points when they met earlier this month, bringing the Fed Funds rate to a range of between 4.50 –
4.75%. This smaller hike did however come with a warning that “ongoing increases” will be required in order to
get inflation back down to 2%. The central bank also noted that while inflation has “eased somewhat,” it still
remains “elevated.” This more usual quarter-point increase represented a break from the half and three-
quarter point rate hikes we saw from the Fed in 2022. 

It was also worth noting that at this meeting earlier in February, Fed Chair Jerome Powell had an opportunity
to counter some of the recent market optimism and speculation that had built up around Fed rate cuts
towards the end of the year, yet he did not take this opportunity. Instead, he stated that a lot of tightening has
already taken place in the US and that disinflation is now convincingly underway. 

Still, Powell did remain chiefly concerned about the risks of doing too little to tame inflation rather than
squeezing the economy too much. He also appeared to rule out a situation in which the central bank would
pause rate hikes and then restart them at a later date, therefore indicating that policymakers at the Fed would
prefer to implement all the tightening in one cycle.

Since the Fed’s meeting on February 1st, we have heard some more mixed messaging from Jerome Powell as
well as some more direct calls for higher US rates from other Fed members, who claimed they should remain
elevated for as long as necessary. The Chairman chose to reiterate his previous messaging that the
“disinflationary process” in the US economy is underway, but that the Fed still has more to do in the way of
getting inflation to its intended target. He pointed out that this process of decreasing inflation “is going to take
quite a bit of time, and is not going to be smooth”, likely attempting to bring some realism to markets.

The head of the US central bank was questioned about the stronger-than-expected US jobs report for January
- which saw over half a million jobs added in one month as well as a new 53-year-low Unemployment Rate of
3.4%. Unsurprisingly, he said that the Fed may need to raise rates more than what is currently priced in, if we
continue to see either higher inflation or jobs reports. We thought it was also interesting to see Powell add
that the strength seen in the US labour market is structural and due somewhat to the pandemic, which shut
off immigration for some time and led to a shortage of workers in the country. He also believes these
pressures are beginning to abate, and that wage increases are also heading in the right direction. In the time
since this stronger jobs data, the market has moved to price in 25bp hikes at each of the March, May, and June
Fed meetings, which would bring US rates to 5.25 – 5.50%. Investors’ views on H2 are mixed, with most now
expecting a single 25bp rate cut by the end of this year.

Monetary
Policy
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Also, at the start of February, the European Central Bank communicated its first rate decision and monetary policy
statement of 2023, where the bank implemented a 50bp rate increase – which had been well communicated to markets in
advance. This hike brings the ECB’s Deposit Rate to 2.50%, Main Refinancing Rate to 3.00%, and Marginal Lending Rate to
3.25%. We also note that the ECB confirmed its December decision that the Asset Purchase Programme (APP) portfolio
will decline by €15 billion per month on average from the beginning of March until the end of June this year.

While a 50bp move was already priced in, what was more important for markets was any sort of forward guidance from
the ECB or any hints on where the terminal rate may be for the Eurozone. Importantly, Christine Lagarde and other
policymakers at the central bank seem to have already decided on another 50bp increase for their next meeting on March
16th and will then re-evaluate the overall situation ahead of their following meeting in May.

Similar to the Fed, who released on the same week, there were no updates to the ECB’s economic and interest rate
projections. These changes only come at every second meeting and will of course be heavily scrutinized next month.
Despite no new forecasts this month, the ECB did however acknowledge that the Euro area has proven to be more
resilient than was expected and should recover over the coming quarters.

Given the prospect of sharply falling headline inflation throughout 2023, markets now see the ECB hiking at their next two
meetings, before moving to an easing path by the end of the year, with close to a 25bp rate cut priced in by December
and 75bp more in cuts priced for next year. To judge by the comments from the ECB President in which she has overtly
stated the market has it wrong, there remains considerable tension between how investors view Eurozone interest rates
and how the ECB view the matter.

"Importantly, Christine Lagarde
and other policymakers at the
central bank seem to have already
decided on another 50bp increase
for their next meeting on March
16th, and will then re-evaluate the
overall situation ahead of their
following meeting in May..."
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Company earnings through 2021 and most of 2022 were very robust, providing somewhat of a support to equities in the
face of sharp interest rate increases last year. However, the slowdown in the global economy is now finally being felt on
companies’ bottom lines, and we have seen some evidence of this in what has been reported so far for the fourth quarter.
With disinflationary forces now in motion and the final few interest rate hikes likely to be smaller, the direction that
company earnings take could be highly influential for the short to medium-term outcome investors experience this year.

The likelihood of severe recession does appear to be abating as we move through the first quarter of 2023, but
nonetheless, worse than expected earnings numbers could be a risk to recovering stock markets. Conversely, we could
also of course see a situation play out whereby Q1 and Q2 corporate results hold up better than is expected, potentially
creating a significant upside for the asset class as we approach H2, alongside other factors such as a pause in central bank
tightening.

As the chart below highlights, equity prices usually trough and then rally out of a bear market while earnings are still falling,
not the other way around. Markets are constantly living in the future and their valuations will more so reflect future
earnings expectations, not past results. 

A driving analogy!.... Basing your investment decisions solely on what the market did last month or even yesterday, or
focusing too much on the previous quarter’s earnings, is akin to trying to drive a car while only looking in the rear-view
mirror!

The data below helps us to understand that most if not all of the current downturn in earnings was already being priced in
by equities when they entered an oversold state last September/October.

Earnings

Source: Seeking Alpha
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With over two-thirds of the S&P 500 index having now reported fourth-quarter results, we have a relatively
strong understanding of where we stand in this current earnings season. As can be seen below (highlighted in
the centre), 69% of these names have reported a positive earnings surprise, with 4% in line with analysts’
expectations and 27% of firms missing forecasts. This 69% figure compares to the index’s 10-year average of
73% and long-term average of 66%. When we take a mix of the Q4 numbers we have already seen along with
analysts’ forecast for the firms still left to report (a.k.a. the blended growth rate), we can see that the S&P 500
Q4 earnings decline is set to come in at -2.8% y/y. This would mark the first y/y EPS decline for the index since
Q3 2020, which was -5.7%. 

Earnings

As always, there is a fair share of sector divergence within these results. Interestingly, three of the four sectors
with the highest positive surprises (seen on the left-hand side above) are defensive by nature – Utilities,
HealthCare, and Consumer Staples). This fits in with a view that we expressed in our 2023 Investment Outlook
just as the Q4 earnings season was kicking off: that we believed investors over the first half of the year may be
better placed in more defensive parts of the equity market.

European earnings are holding up relatively well, especially compared to their American peers. The EuroStoxx
600’s blended earnings growth rate currently sits at a positive 11.3% y/y, with financials, energy, consumer
cyclicals, and industrials all seeing positive earnings growth. 62% of reported firms from the index have seen
their fourth-quarter results exceed analysts’ expectations, compared to a typical quarter where we would see
just 53% beat estimates.

Source: FactSet
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Warning: The value of your investment may go down as well as up and you may lose some or all of the money you invest. Warning: Past
performance is not a reliable guide to future performance. Warning: Investments denominated in a currency other than your base
currency may be affected by changes in currency exchange rates.

This material is approved for distribution in Ireland by Seaspray Financial Services Ltd .It is intended for Irish retails clients only and is not
intended for distribution to, or use by, any person in any country where such distribution or use would be contrary to local law or regulation.
Seaspray Financial Services Ltd Ire (“SFS”) is regulated by the Central Bank of Ireland.

Where SFS wishes to make this and other Seaspray Financial Services Ltd research available to Retail clients, such information is provided
without liability and in accordance with our terms and conditions that are available on the SFS website.

 No report is intended to and does not constitute a personal recommendations or investment advice, nor does it provide the sole basis for any
evaluation of the securities that may be the subject matter of the report. Specifically, the information contained in this report should not be
taken as an offer or solicitation of investment advice, or to encourage the purchased or sale of any particular security. Not all
recommendations are necessarily suitable for all investors and SFS recommend that specific advice should always be sought prior to
investment, based on the particular circumstances of the investor either from your SFS investment adviser or another investment adviser.

 
SFS takes all responsibility to ensure that reasonable efforts are made to present accurate information but SFS gives no warranty or guarantee
as to, and do not accept responsibility for, the correctness, completeness, timeliness or accuracy of the information provided or its
transmission. This is entirely at the risk of the recipient of the report. Nor shall SFS, its subsidiaries, affiliates or parent company or any of their
employees, directors or agents, be liable to for any losses, damages, costs, claims, demands or expenses of any kind whatsoever, whether
direct or indirect, suffered or incurred in consequence of any use of, or reliance upon, the information. Any person acting on the information
contained in this report does so entirely at his or her own risk

 
All estimates, views and opinions included in this research note constitute Seaspray Financial Services judgment as of the date of the note but
may be subject to change without notice. Changes to assumptions may have a material impact on any recommendations made herein.

Unless specifically indicated to the contrary this research note has not been disclosed to the covered issuer(s) in advance of publication.

Past performance is not a reliable guide to future performance. The value of your investment may go down as well as up. Investments
denominated in foreign currencies are subject to fluctuations in exchange rates, which may have an adverse affect on the value of the
investments, sale proceeds, and on dividend or interest income. The income you get from your investment may go down as well as up. Figures
quoted are estimates only; they are not a reliable guide to the future performance of this investment.
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