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Inflation Is a Three Act Play

Some of the similarities between the 1973 Yom Kippur War between Israel and the Arab states merit it as a non-
negligible tail risk today. Stocks sold off significantly over the following year, after the oil embargo led to a
quadrupling in the oil price

Inflation: A Three Act Play
== Headline CPI Index (100 = May 2020) Headline CPI Index (100 = October 1967)

01l Prices Rose Sharply After Arab Embargo

== WTI Dil Today ==WTI 0il in 1973-74 [Rebased to 100]
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Yom Kippur War: A Bad Precedent

War struck in 1973 just as CPIl was levelling off. Today is an uncanny repeat of that

The energy price shock met a stock market with as narrow leadership as today’s - the era of the Nifty Fifty.

Valuations are much higher today, yet then the market still went on to drop 45%

Stocks Fell and Dollar Rallied in 1973 Arab-Israeli War
S&P == DXY [Rebased to 100 on 6th Oct 1973
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Stock Valuations in 1973 Were a Lot Lower
== |JS Households, Equity Holdings as % of Financial Assets
Shiller S&P Cyclically-Adjusted P/E Ratio
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Rewriting the Risk-Off Playbook |

The dollar and Treasuries cannot be expected to behave as in prior risk-off periods

Reserve Managers Not Buying Cheaper Dollar Reserves
== Broad Trade-Weighted Dollar YoY (Reversed), rhs Reserves in USD YoY, lhs
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Dollar Rose in GFC As Inflows Beat Outflows
== Foreign Purchase of US Stocks (Capital Inflow)

Foreign Purchase of US Bonds (Capital Inflow)

US Sales of Foreign Bonds (Capital Inflow)
== S Sales of Foreign Stocks (Capital Inflow) [All 12m Sum]
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Rewriting the Risk-Off Playbook Il

Commodities are expected to sell off in a recession, but they typically rally through it when they are the cause of
the downturn

Commodities Rally in Commodity-Caused Recessions
- Median (Commodity-Caused Recessions) Median (All Recessions Back to 1960)
20th to 80th Percentile (recessions back to 1960) - Bloomberg Commodity Index
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Metals Investment Has Been Lagging Prices

— S&P Metals & Mining Index, Capex, lhs S&P Metals & Mining Index, rhs
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Yields Are Still Not Fully Pricing the Energy Shock

Breakevens heavily lagged CPI in both oil shocks of the 1970s, OPEC | and OPEC Il

OPEC | led to permanently higher oil prices, while OPEC II’s shock was more transient. But both shocks led to
higher core and headline CPI as inflation became deeply entrenched

Breakevens Heavily Lagged CPI in Both 1970s"' Energy Shocks The OPEC 0il Shocks of the 1970s

== |JS CPI YoY WTI 0il == CPI YoY == Core CPI YoY
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Energy Shock Should Lead to Curve Steepening

A growth shock — which is more likely energy prices stay elevated — will lead to lower real yields, and breakevens

will rise.

Add in an incoming Fed chair who’s more likely to resemble Arthur Burns (chair in OPEC |) than Paul Volcker
(chair after OPEC Il), the ingredients are there for a yield curve steepening

Real Yields Saw a Bigger Hit in OPEC I
== 10y Real 10y Breakeven
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Yield Rise Driven Mainly by Real Yields
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Food Prices Could Be More Troublesome Than Energy

It was underappreciated that food was a bigger price shock than energy in the 1970s

Food is currently contributing more to CPI than energy in the US, as it did in 2022 as well

Expect Iran to Lead to Higher Fertilizer Prices

== |JS Food CPI YoY, lhs Fertlizer Proxy YoY (Pushed Forward 6 Months), rhs
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[t Takes a War to Bring Down an Economy This Strong

The US economy is firing on all cylinders, with most of the main cycles — liquidity, business, inventory, housing
and credit — in good shape

To dismantle such a wide base of economic resilience would take a protracted war

The Global Economy Is in a Strong Upwards Trend
== |JS OECD Leading Indicator
Global Leading Indicator (Based on OECD Leading Indicators)

Excess Liquidity Is Rising and Supportive of Stocks
== MSCI US YoY, rhs
G10 Excess Liquidity Leading Indicator (Pushed Forward 6 Months), lhs
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Private Credit Is the Weakest Link

The credit cycle as a whole has yet to turn down

But private credit is vulnerable to the disruptible software sector, and could be further put at risk from a

prolonged war in the Middle East

Fundamentals for Credit Spreads Remain Positive
== 10y US HY Credit Spread (BarCap)
Credit Spread Leading Indicator (Pushed Forward 6 Months)
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Private Credit Funds' Shares Are Slumping
== Cliffwater BDC Index == S&P BDC Index [Rebased to 100 Jan 2025]
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Gold Is a Hedge Against Both Tails

Gold is not just an inflation hedge, it is also a deflation hedge. This unique property makes it indispensable
insurance for portfolios.

As the age of financialization reverts to a real asset world, gold is an unimpeachable source of high-quality
collateral with no fully viable alternatives

Gold Is a Hedge Against the Financial System

® Gold Average Monthly Return by CPI Quintile (1928 to Present)
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