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Verdict

Winning Hypothesis: The market is wrong. Its optimistic narrative underestimates early signs of stagflation
characterized by 'jobs remaining while consumption collapses.' The Consumer Sentiment Index (UMCSENT) converging
below 50 signals not merely a temporary contraction but a sustained decline in consumption driven by falling real
incomes. This will likely lead to reduced corporate revenues, accelerating the downward turn in the Industrial
Production Index (INDPRO). A strong Korean won is causing exchange losses for exporters, fueling USD selling pressure.
Combined with shrinking global liquidity, this creates significant downside pressure that could stifle any equity market
rebound. Furthermore, uncertainty stemming from the Fed's inflation concerns and political pressure may delay rate
cuts, keeping real rates elevated and increasing valuation burdens on risk assets (NDX, SPX). Thus, the market is erring
by underestimating the possibility that a 'Slowdown' will transition into a 'Recession.’

Market participants are attempting a market rebound based on expectations of the Fed's year-end rate
pause (80% probability) and the robust growth of the Al sector. They interpret the strengthening Won
as a reduction in FX hedging costs for exporters, favoring a 'Soft Landing' scenario.

However, the market's optimistic narrative underestimates the reality of actual demand contraction, with the
UMCSENT (Consumer Sentiment Index) falling below 50 to 49.5, and the rising burden of real interest rates as
the US10Y (10-year Treasury yield) climbs to 4.64%. Specifically, the NDX's 3-month decline of -2.55% suggests
that despite Al sector strength, the downward pressure of the high-rate environment on valuations is
dominant. Furthermore, the maintenance of a positive correlation (Beta 2.31) between VIX and USDKRW
proves that the strengthening Won reflects 'fear of global liquidity contraction' rather than an 'FX hedging
effect.' The persistently low ICSA (206,000) should be interpreted not as labor market resilience, but as a
prelude to stagflation where employment adjustments lag behind collapsing consumer sentiment ('jobs
remain, consumption dies'). Consequently, the market is erroneously underestimating the risk of a transition
from 'Slowdown' to 'Recession".

Action: Recommend underweighting NDX and overweighting US10Y
Invalidation: If ICSA exceeds 250,000 for two consecutive weeks

Macro Picture

Regime: slowdown
Key Themes: Clash between the Fed's rate-hold stance and political pressure, Overheating in semiconductor and Al
sectors amid market divergence, Concerns over exchange rate losses for export stocks due to KRW strength

Dominant Narrative: Market participants are attempting a stock market rebound based on expectations that the
Fed will hold rates steady through year-end as of August 2026 (80% of analysts forecast), but uncertainty persists
due to former President Trump's pressure for rate cuts coexisting with the Fed's inflation concerns. In particular, the
KRW/USD exchange rate has fallen to the 1,380 level, marking a 13-month low, intensifying KRW strength. This has
raised concerns about exchange rate losses among 'retail investors in US stocks' and prompted export-oriented
firms to sell dollars, dampening market sentiment.

Reality: According to FRED data, as of July 2026, the Industrial Production Index (INDPRO) stands at 102.99,
indicating sustained production activity. However, the Consumer Sentiment Index (UMCSENT) for June registered
49.5, converging below the 50 threshold and reflecting weakened consumer confidence. As of August 15, Initial
Jobless Claims (ICSA) totaled 206,000, signaling a resilient labor market. Meanwhile, the 10-year minus 2-year




Treasury yield spread (T10Y2Y) remains positive at 0.47%, suggesting no clear recession signal, though concerns
over growth slowdown persist.

Hypotheses

A (Market Right)

The market narrative is correct. The Fed's rate-hold stance and the robust growth potential of the Al sector are
strong enough to offset the contraction in consumer sentiment (UMCSENT 49.5). Furthermore, the stronger won
(around 1,380) can be interpreted as a structural enhancement of competitiveness rather than a short-term
earnings deterioration, as it reduces hedging costs for exporters. Additionally, the low ICSA (206,000) reflects not
labor market rigidity but a defensive posture where firms prioritize 'employment retention' by delaying
restructuring, indicating a transitional phase toward a 'Soft Landing' rather than a recession. Therefore, the
stock market rebound and risk-on sentiment merely reflect an excessive fear response to temporary data
distortions, and the market will revalue once the rate-hold expectation is realized.

While consumer sentiment is a leading indicator, it may diverge from actual consumption expenditure (PCE). A stronger won can
support corporate margins by reducing import raw material costs. Although rigidity in employment data is typical in the early stages
of a recession, the stability of the Industrial Production Index (INDPRO) at 102.99 indicates that production activity remains robust.
Thus, the current situation represents a normal adjustment within a 'Slowdown' rather than 'Stagflation'.

B (Market Wrong)

The market is wrong. The market's optimistic narrative underestimates the precursors to stagflation
characterized by 'jobs remaining while consumption dies.' The Consumer Sentiment Index (UMCSENT)
converging below 50 suggests not merely a contraction but the onset of consumption decline driven by real
income reduction, which will lead to future corporate revenue declines and accelerate the downward turn in the
Industrial Production Index (INDPRO). The strong won will cause exchange losses for export-oriented
companies, fueling dollar selling, which, combined with global liquidity contraction, acts as a powerful
downward pressure preventing a stock market rebound. Furthermore, uncertainty stemming from the Fed's
inflation concerns and political pressure will delay rate cuts, keeping real rates (Real Rate) elevated, thereby
increasing valuation burdens on risk assets (NDX, SPX). Thus, the market has erred by underestimating the
possibility that 'Slowdown' will transition into 'Recession.’

While employment indicators (ICSA) exhibit rigidity and lag in reflecting economic slowdown signals, consumer sentiment
(UMCSENT) reflects immediate demand contraction, making it a more reliable leading indicator. The strong won directly impacts
corporate earnings given Korea's export-driven economic structure, potentially leading to a slowdown in the global supply chain.

Expectations of rate freezes represent an optimistic view that ignores the risk of rekindled inflation; actual delays in rate cuts will
trigger asset price repricing.

Key Question: The key is to verify whether ICSA (Initial Jobless Claims) exceeds 250,000 within the next two weeks, breaking
labor market rigidity, or whether UMCSENT (Consumer Sentiment Index) falls further to the 45 range, signaling a shift from
consumption contraction to actual expenditure reduction.

Tensions

While market narratives attempt a rebound driven by expectations of Fed rate holds and strength in the

semiconductor sector, actual data reveals coexisting risks: weakening consumer sentiment (below 50) and

exchange rate loss concerns for export stocks due to KRW appreciation, highlighting growth slowdown risks.
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Narrative: Expectations of a stock market rebound driven by the Fed's rate-hold stance and

Reality: Concerns over deteriorating earnings for export-oriented firms due to the Consum
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The narrative incorporates former President Trump's pressure for rate cuts and expectations of USD weakness,
positioning declining Treasury yields as the primary upside driver. However, uncertainty stemming from the Fed's
inflation concerns alongside political pressure may limit the actual magnitude of rate cuts.
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Narrative: Risk-on sentiment fueled by declining Treasury yields and a weaker US dollar




Reality: Persistent uncertainty regarding the timing of rate cuts as the Fed balances inf
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Market participants judge that recession signals remain unclear, citing sustained industrial production. However,
the Consumer Sentiment Index entering contraction territory and subtle slowdown signals in the labor market

suggest a 'slowdown’ reality more strongly than the 'soft landing' narrative.
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Narrative: Absence of recession signals due to stable industrial production, supporting exp
Reality: Persisting concerns over growth slowdown and weakened consumer sentiment, with t
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VIX vs USDKRW — 5Y VIX vs USDKRW — 6M (R? drop: 0.001)
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