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Too much of a good thing...

In the oftentimes-counterintuitive world of financial markets,
the way that investors respond to fundamental data may
sometimes seem nonsensical. Indeed, market history is filled
with periods when “good” news is received by investors as
“bad” (bearish) news and “bad” news is perceived by the
markets as “good” (bullish) news.

For example, in an environment where inflation is undesirably
high, markets might celebrate a slowing economy and rising
» unemployment (“bad news”) as “good” news, as higher
- unemployment and a slowing economy should lead to lower
inflation and lower interest rates, which is normally “good” (bullish) news for the markets.

We believe that this is exactly the perspective that has prevailed since the “Fed pivot™ late last
year, when Fed Chairman Powell’s forward guidance abruptly shifted from the economy
being too strong; inflation remaining too high and interest rates needing to stay higher for
longer, to expectations for a non-recessionary economic “soft landing”, with inflation
returning to the Fed’s 2% target, a modest uptick in unemployment and the Fed responding
by lowering interest rates three times in 2024.

Chart 6: “Soft landing” the consensus for 2024
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macroeconomic environment itself,
where the outlook has changed from being modestly “bad” to remarkably “good”, and such
a substantial upgrade is causing investors to question whether the fundamental backdrop is,
in fact, so good (i.e., bad) that it will keep the Fed from lowering interest rates altogether or,
at minimum, substantially limit the number of potential rate cuts.

As recently as last December, there was a broadly accepted expectation that the U.S.
economy would slow down just enough to allow inflation to continue falling towards the
Fed’s 2% target, but not slow by so much that it actually slipped into recession. Market
expectations for such an economic “soft landing” were reflected in the December 2023 Bank
of America Global Fund Manager Survey (above), which showed that a remarkable 66% of
polled portfolio managers anticipated such a “goldilocks” outcome.
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Equally noteworthy is that only 6% of polled fund managers thought that the economy
would avoid a slowdown altogether, even though such a “no landing” scenario currently
looks like the most probable outcome.

Breaking Down CPI's Major Contributors

Those previous expectations of slowing
but sustainable growth, falling inflation,
strong corporate profits, and
expectations for the Federal Reserve to
start an aggressive interest rate-cutting
campaign early in 2024 was perceived as
market nirvana, which was reflected in
the first quarter’s impressive equity
returns.

The S&P 5007 10.2% gain represented

its biggest first-quarter gain since 2019
and its first record high in two years, while the technology stock-heavy NASDAQ
Composite (up by 9.1% for the quarter) hit its first record high since November of 2021 and
the Dow Jones Industrial Average’s 5.6%
quarterly gain represented its strongest
first-quarter performance since 2021.' —/

Underlying this surge in bullishness was

the belief that inflation would make

steady progress back towards the Federal
Reserve’s 2% target, and that such '
progress would catalyze the Fed to
aggressively cut interest rates.

However, for the time being, that

optimistic expectation has been put on

hold, as the Fed’s progress on battling inflation has not only stalled, but is showing signs of

reversal, particularly in the all-important “services” sector, which is dominated by shelter-
related costs (see the above CPI chart).

You can see this reflected in the Fed Funds
futures markets (above), where rate cuts that
were originally expected in March or May
are now being pushed back to September or
Decembet, or even latet.

st for 2024 (Yo%)

Further putting the prospects for rate cuts at
R—n e risk is that the U.S. economy continues to

S A look both strong and resilient, and arguably
stands alone (black line) as the only
economy (except China, if you believe their
data) that is expected to maintain an impressive rebound from the pandemic. Of note, while
the initial estimate of first quarter economic growth (GDP) just came out with a fairly
anemic growth rate of only 1.6% on an annual basis, which is down from 3.4% the previous
quartet, we suspect that the weakness is likely overstated.’
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More specifically, we believe that economic growth is being distorted downward by the
significant trade imbalance and a decline in inventories, both of which subtract from GDP
but, we believe, are actually an indication of
the remarkable strength of the American
consumer. At any rate, we believe that the
economy is likely stronger than this number
reflects and that there is even a growing risk
! that, if the economy does not moderate fairly
s

Contribution of Components to Real GDP Growth

soon, it could reignite the inflationary
pressures of recent years, which would be
reason enough for the Fed to delay and/or
limit any cutting of interest rates.

Further, contrary to previous expectations for

modest job losses, the U.S. job market
remains very tight and job growth continues to exceed expectations (below). Indeed, if not
for surges in worker productivity, immigration, and the labor force participation rate, the
U.S. would likely be facing significant labor inflation. As it is, unit labor costs have fallen
sharply, which has helped to keep inflation from rebounding even more substantially.

Payroll Beats/Misses
Release Minus Bloomberg's Median Estimate

Even so, such an abundance of “good”
news brings into question the need for
the Fed to cut rates in any substantial

way, if even at all, and particularly with S v | " .
inflation remaining well above the »= N ) NN I e e bl
Feds 270 e [T

Even Fed Chairman Powell himself

M Payroll First Release
W Payroll Median Estimate

and on April 16" gave updated
guidance that: “More recent data g
shows solid growth and continued
strength in the labor market, but also a
lack of further progress so far this year on returning to our 2% inflation goal...The recent
data have clearly not given us
greater confidence, and instead
indicate that it’s likely to take longer
than expected to achieve that
confidence...That said, we think
policy is well positioned to handle
the risks that we face...We can
maintain the current level of
restriction [i.e., high rates] for as
long as needed.”

yroll Beat/Miss (Initial Release

has reversed his previous -
foreshadowing of rate cuts by the Fed, - ... I
oozl s
i .
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Chart 1: Expectations for "No Landing" surging
What is the most likely outcome for the global economy in the next 12 months?
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In short, it has become increasingly
unlikely that investors are going to see either the economic slowdown or the rate cuts that
they have been so eagerly awaiting. This new reality is reflected in the most recent Bank of
America Global Fund Manager Survey (above).
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In sharp contrast to the aforementioned December survey, where only 6% of polled
managers were expecting the economy to avoid a slowdown, a full 36% of managers had

adopted that opinion as of the above April of
2024 survey.

Further, instead of the six or seven rate cuts

7 expected by the markets for 2024 (green line)
back in January, expectations have since been

slimmed down to only one or two cuts (red line)

for the year, and that impacts the stock and

bond markets.

: The most obvious and direct impact of this
change is on the debt and credit markets, as lower inflation and lower interest rates drive the
prices of bonds, bills and notes to higher levels.

BofA GLOBAL RESEARCH

Chart 11: Expectations for bond ylelds to fall now lowest since Oct'22
% of FMS expecting lower long-term rates

The impact on the equity markets is less
direct, but potentially equally powerful, as I
lower rates normally produce a

phenomenon called “multiples expansion”,
which is simply Wall Street’s way of
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This is likely of particular importance in the current environment when the S&P 500 Index
is already selling at almost 21 times its expected earnings, and because higher interest rates

historically depress high equity valuations.
Exhibit 1: Interest Rate Sensitivity Has Increased Recently,
Particularly for Small Caps...

T — Interest rate expectations traditionally have a

” A e SRS Gt particularly important impact on the part of a
b stock’s share price that is attributable to
My optimism about the future and other
% \ \ " A intangibles, rather than the more tangible
0 _F_T_y_ ; fi—  components like a company’s book value (its
. Y )\‘ \ \‘l WP(M i total assets minus its total liabilities) and its
5 A \//'." expected earnings.
wa o
B e Sl e s Ses  semh High and/or increasing interest rates also
Source: Bloomberg, Morgan Sarley Research enhance the attractiveness of bonds versus

stocks; reduce the value that investors are willing to pay for future earnings, and increase
debt servicing costs thus diminishing profitability.

This dimunition of the value assigned to future earnings is particularly challenging for the
stocks of technology and innovation-oriented companies, that are favored by investors more
for their future earnings potential than the earnings that they generate today. They are also
challenging for stocks of smaller companies who, on average, have more than 40% of their
debt in the form of floating-rate loans, which adjust as rates change, or short-term debt that
may need to be refinanced amid the higher rate environment.*
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Just as expectations for lower rates drove dramatic gains in the first quarter, expectations for
rates now staying higher than expected
for longer than expected have recently
catalyzed a correction from the year-to-
date highs. As noted on April 19" in
Bloomberg, “The bad news on Wall

Street this week has some thinking the big
| " | | | | il I . |I |I|" || boom of 2024 has come to an end. The
N I | | | | || rally looks close to unraveling as would-

S&P 500 Weekly Changes

be bulls turn tail and run, and money is
pulled out of equities and junk bonds at

the fastest rate in more than a year.”

— ~ For our part, we are more inclined to
view this as little more than a garden variety correction that the equity markets were arguably
very overdue for. By the start of April, equity valuations were very high, sentiment was
egregiously bullish, and the S&P 500 had experienced an almost uninterrupted advance since
the October lows.

mn TTII"NYY
Indeed, as is illustrated in the drawdown \ Y" [
chart for the S&P 500 the market had not
seen a net decline of as much as 2%° in
over four months, which is remarkable.
Put another way, the S&P 500 had gained
a whopping 27%’ in the five months
between the last week in October and the
last week in March without so muchasa =~ [eve
single 2% backwards step.’

Such suppressed volatility is very rare, particularly when you consider that, since 1928, the
U.S. stock market has experienced a double-digit correction on average once every year-and-
a-half or so and a bear market (a 20% or greater decline) once every four years.”

To carry forward our initial analogy, we think that investors went to the ice cream parlor with

S 500 Operting Earings their mouths all set for mint chip only to find
out that they could only have pistachio. It’s
not that pistachio is a bad outcome. It is just
that it is not what investors were looking
forward to. To wit, investors spent those five
months driving markets higher under the
premise that the Fed would start cutting rates
aggressively.

However, with rates now likely to remain
higher for longer, it will mean that investors
will instead need to rely upon improving
corporate earnings rather than lower rates to drive equity prices higher. Fortunately, that is
not an unreasonable expectation in an economy that continues to impress on the upside.
Indeed, Wall Street analysts are already predicting annualized earnings growth of 9% or
more for the second, third and fourth quarters of this year.
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Yes, the “bad” news is that the economy is strong and apparently resilient, the labor market
remains very strong, and consumer spending remains remarkably robust, all of which
suggest that the markets are unlikely to get their highly desired relief from higher rates any
time soon. In contrast, the “good” news is that it would be very unusual for a bull market to
end because the economy (and therefore likely
earnings) is too strong;

Bullish Se

Of note, we believe that the outlook for interest
rates will remain of great importance for almost
all financial assets, and do not believe that

| interest rates have yet reached their highs.

f “ ,m \ A 'LVV“ Further, until there is more agreement on where

‘ \M\ f Nk . . .

J\ | N rates are ultimately likely to peak, it will be
I\ ] W \I,‘MJJ \ it ”\‘N | challenging to call an end to the current
. ‘ correction in stock and bond prices.

That said, there are some indications that sentiment is already getting overly bearish
regarding both asset classes. Surges in bearishness tend to suggest that most potential sellers
have already sold, and market lows tend to take place at the point of maximum bearishness.

We will look at sentiment through
three of our preferred measures,

What Direction Do AAIl Members Feel The Stock Market Will Be In The Next 6 Months?

starting with an April 19" survey of —— Mmoo

investment newsletter writers (above). <
At present, only 37% of respondents
are bullish on bonds, which is well N - jm= x|
below the average of 47%, and could ™™ @
suggest that the bond market is ————

running out of potential sellers. = R

We are seeing similar indications of potential seller exhaustion in the equity markets. Starting
with the American Association of Individual Investors (AAII) sentiment survey’, which
shows that bears now outnumber bulls,
which tends to occur near market lows.
Indeed, the survey currently reflects the
v we highest bearish sentiment since last
November'’ and could be yet another

Fear & Greed Index

What emation is dnlqlh(—nark @t now?

Gy, o ) . . :
0 indicator that the markets are running out
- * of potential sellers.
2%
O =

Another useful measure that we track is
the CNN Fear and Greed Index'', which is
a measure of risk appetite in the markets, and also operates under the premise that market
lows take place at the point of maximum pessimism. After indicating investor “greed” a
month ago and “extreme greed” through most of the first quarter, this indicator suggests
that “fear” is now the dominant investor emotion and thus could provide yet another
indication that we are approaching the point of maximum pessimism.

z
i
8

Remember the sage advice of Warren Buffett that investors should “be fearful when others
are greedy and greedy when others are fearful”.
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Disclosures

Advisory services offered through Per Stirling Capital Management, LLC. Securities offered through B. B.
Graham & Co., Inc., member FINRA/SIPC. Per Stitling Capital Management, LLC, DBA Per Stitling Private
Wealth and B. B. Graham & Co., Inc., are separate and otherwise unrelated companies.

This material represents an assessment of the market and economic environment at a specific point in time and
is not intended to be a forecast of future events, or a guarantee of future results. Forward-looking statements
are subject to certain risks and uncertainties. Actual results, performance, or achievements may differ materially
from those expressed or implied. Information is based on data gathered from what we believe are reliable
sources. It is not guaranteed as to accuracy, does not purport to be complete and is not intended to be used as
a primary basis for investment decisions. It should also not be construed as advice meeting the particular
investment needs of any investor.

Nothing contained herein is to be considered a solicitation, research material, an investment recommendation
or advice of any kind. The information contained herein may contain information that is subject to change
without notice. Any investments or strategies referenced herein do not take into account the investment
objectives, financial situation or particular needs of any specific person. Product suitability must be
independently determined for each individual investor.

This document may contain forward-looking statements based on Per Stirling Capital Management, LLC’s
(hereafter PSCM) expectations and projections about the methods by which it expects to invest. Those

L LT3

statements are sometimes indicated by words such as “expects,” “believes,” “will” and similar expressions. In
addition, any statements that refer to expectations, projections or characterizations of future events or
circumstances, including any underlying assumptions, are forward-looking statements. Such statements are not
guarantying future performance and are subject to certain risks, uncertainties and assumptions that are difficult
to predict. Therefore, actual returns could differ materially and adversely from those expressed or implied in
any forward-looking statements as a result of various factors. The views and opinions expressed in this article
are those of the authors and do not necessarily reflect the views of PSCM’s Investment Advisor

Representatives.

Neither asset allocation nor diversification guarantee a profit or protect against a loss in a declining market.
They are methods that can be used to help manage investment risk.

Past performance is no guarantee of future results. The investment return and principal value of an investment
will fluctuate so that an investot's shares, when redeemed, may be worth more or less than their original cost.
Current performance may be lower or higher than the performance quoted.

Definitions

The Standard & Poor's 500 (S&P 500) is a market-capitalization-weighted index of the 500 largest publicly-
traded companies in the U.S with each stock's weight in the index proportionate to its market. It is not an exact
list of the top 500 U.S. companies by market capitalization because there are other criteria to be included in the
index.

The Nasdag Composite index tracks the performance of about 3,000 stocks traded on the Nasdaq exchange.
It's mainly used as an indicator of how well companies in the tech sector — both large and small — are doing.

Dow Jones Industrial Average is a price-weighted average of 30 actively traded blue-chip stocks, primarily
industrials including stocks that trade on the New York Stock Exchange. The Dow, as it is called, is a
barometer of how shares of the largest US companies are performing.

The Russell 2000 Index measures the performance of approximately 2,000 small-cap companies in the
Russell 3000 Index, which is made up of 3,000 of the biggest U.S. stocks. The Russell 2000 serves as a
benchmark for small-cap stocks in the United States.

Real gross domestic product (GDP) is a comprehensive measure of U.S. economic activity. GDP measures the
value of the final goods and services produced in the United States (without double counting the intermediate
goods and setvices used up to produce them). Changes in GDP are the most popular indicator of the nation's
overall economic health.
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The Consumer Price Index (CPI), which is produced by the Bureau of Labor Statistics, is a measure of the
average change over time in the prices paid by urban consumers for a market basket of consumer goods and

services. Indexes are available for the U.S. and various geographic areas. Average price data for select utility,

automotive fuel, and food items are also available.
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