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July featured notable economic and geopolitical devel-
opments. Steady growth, cooling inflation, and a slow-
ing US labor market cemented expectations that the
Federal Reserve (Fed) will begin cutting interest rates in
September. Against this backdrop, investors orchestrat-
ed a massive rotational shift from crowded mega-tech
and Al related equities to small-cap stocks which stand
to benefit from broader economic growth stemming
from lower interest rates. The Russell 1000 Growth in-
dex lost -1.7% in July (+18.6% ytd), while the small cap
stocks in the Russell 2000 gained +10.2% (+12.1% ytd),
the largest such divergence in over 20 years. Mean-
while, the S&P 500 pulled-back from its mid-month rec-
ord level, ending the period +1.2% higher (+16.7% ytd).
From a factor rotation perspective, value outperformed
growth by a sizeable 7.3% in July. Overseas stocks in the
MSCI EAFE index achieved a mid-month all-time high
(eclipsing the prior September 2021 peak) ending July
+3.0% ahead (+8.9% ytd).

Softening inflation and labor market data improved in-
vestor expectations for Fed rate cuts. Economists
brought-forward their forecasts for the first loosening of
US monetary policy to September, pricing approximate-
ly 150 basis points worth of cuts by June 2025. This opti-
mism boosted US Treasuries, which led the US Aggre-
gate bond index higher by +2.3% in July (+1.6% ytd).

Natural resources lost ground during the month, with
the Bloomberg Commodity Index decreasing by -4.0%
(-1.6% ytd). Crude oil prices (WTT -4.5% in July; +8.7%
ytd) contributed to the downdraft, as the market
weighed the impact of weaker demand from China
against supply issues arising from rising tensions in the
Middle East. Meanwhile, gold achieved a record month-
ly closing high of $2,448/0z, +5.3% (+18.7% ytd) acting
gsafe haven buoyed by declining bond yields.
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GEOPOLITICS

July was quite an eventful month in US poli-
tics. Republicans attended the 2024 National Conven-
tion. Former President Trump was shot. Senator JD
Vance (R-OH) was selected as the Republican nominee
for Vice President. President Joe Biden dropped out of
the 2024 election, and Vice President Kamala Harris
became the presumed Democrat nominee. Finally, as
we go to press, Harris picked Minnesota Governor Tim
Walz as her vice presidential running mate. In what is
expected to be a very tight election, Harris is estimated
to lead Trump by one point overall in the seven battle-
ground states likely to decide the election, according to
a July 24-28 Bloomberg/Morning Consult poll. Harris is
indicated to be ahead in Michigan, Wisconsin, Arizona
and Nevada; Trump in the lead in Pennsylvania and

North Carolina; and the two tied in Georgia.

The ongoing Israel-Gaza war in the Middle East expand-
ed its scope in July. A rocket, which Israel says was
launched by Hezbollah from Shebaa in southern Leba-
non, impacted onto a soccer pitch in the Druze town of
Majdal Shams in in the Israeli-occupied Golan Heights.
It was reported that twelve children, ranging in age
from 10 to 16, were killed while practicing. Hezbollah
denied responsibility for the strike. In response, Israel
sought retribution by killing Hezbollah’s most senior
military commander in Beirut. Ultimately, whether the

regional conflict escalates very much depends on if, and

how, Hezbollah retaliates. /
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The initial reading of second quarter US GDP indicated 5.25- 5.50%  5.25- 5.50% 4.25 - 4.50%
that the economy grew by 2.8% annually, ahead of 100.3 110.7 108.3
expectations of 2.0% and double the 1.4% seen in the 46.8% 47.4% 48.4%
first quarter. Retail sales showed solid levels of discre- 4.3% 3.7% 3.5%
tionary spending on goods (ex-autos and gas +0.8% 149.98 141.06 131.11
sequentially, well ahead of consensus +0.2%). This was 1.0825 1.1036 1.0702
corroborated by the Consumer Confidence Index $2,448.10  $2,062.59  $1,824.40

which improved to 100.3 in July from 97.8 in June. Oil (WTI)/bbl $77.91 87165 $80.26

Sources: see disclosure
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years. These data points have seemingly increased the purchases by 400 billion yen ($2.8 billion) per quarter
potential of a recession and caught the Fed’s attention.
Notably, Fed Chair Powell acknowledged that higher

unemployment outweighs risk of higher inflation. As a

starting in August, with a pledge to consider further
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£ consumers, a deviation from policymakers’ prior play-
book of pouring funds into infrastructure projects. Re-
garding the crisis-hit property sector, the Politburo reiter-
ated that China will continue to support the delivery of
unfinished projects and convert unsold apartments into
affordable housing. By implementing these countercycli-
cal adjustments the central planners seek to increase the

odds of achieving 5% economic growth in 2024.
OuTLOOK

Global markets are undergoing a rough patch of volatility.
Sequential data has pointed to a cooling economy, initially
spurring investors to rotate away from mega-cap and Al-
related technology stocks into small-cap equities and other
interest-rate sensitive asset classes. This has transitioned
into a “correction” (defined as a decline greater than 10%)
for semiconductor and growth-oriented stocks. Financial
market liquidity was already drying-up, as seen by the
Federal Reserve’s Reverse Repurchase Account having
dwindled to $338 billion from $2.5 trillion at the start of
last year. In addition, the Fed has reduced its balance sheet
by $1.7 trillion via its Quantitative Tightening program,
which continues at a pace of $50-60 billion per month.
Monetary policy tightening typically works with a lag of
12-18 months, having recently annualized nearly 5.5% of
interest rate increases, with the full impact now starting to
be felt by the economy. As a result, we expect the Federal
Reserve to swiftly deliver deep cuts over the coming

months and quarters.

Second quarter S&P 500 corporate earnings are off to a
good start with 60% of constituents having reported. Ac-
cording to FactSet data, nearly 80% of those corporate
reports have produced a positive surprise, averaging about
+4% above consensus, with a blended growth rate of
+10.2% (versus the +8.9% consensus expectation prior to
the start of reporting season). Given the earnings accelera-
tion, a further broadening of equity markets is possible,
which would be a positive and healthy development.
Overseas markets, which offer lower valuations, could
also benefit from the ongoing rotation of capital, while

(roviding additional diversification benefits. Thus, we

recommend that investors remain invested in a combib
tion of quality-growth and value oriented stocks, where
expected earnings growth rates are able to support valua-

tions.

Fixed income markets are also in the midst of a significant
re-rating, featuring large drops in yield. Further, the 10-
year Treasury Note’s yield recently topped that of the 2-
year, marking the first time the yield curve has un-
inverted since July 2022 (the longest period of inversion
on record). Recent economic data has shaken confidence
in the economy’s ability to orchestrate a soft landing, re-
vived recession fears, and worries that the Fed maintained
a tight monetary policy for too long. Traders are now
pricing an overwhelming chance of a 50-basis point inter-
est rate cut at the September FOMC meeting, with more
to follow. Over the next year, we forecast that Treasury
yields will settle in the 3.5%-4.0% range, relatively flat
across the yield curve. As such, investments in short dura-
tion bonds appear optimal. Looking ahead to the end of
August, investors will be keenly focused on commentary
from the Jackson Hole Economic Symposium which this
year is titled “Reassessing the Effectiveness and Transmis-

sion of Monetary Policy.”

The “healthy bout of fear” we referenced last month re-
cently came to pass, with the equity volatility index (VIX)
rocketing from 12 to over 60, indicating extreme fear. Our
research infers this resulted from a cocktail of technical
market factors, extreme investor optimism and leveraged
positioning. Active hedge funds and non-market correlat-
ed investments, that we recommend as an antidote to
such volatility, are intended to defend investor capital
while producing solid risk adjusted returns over time. Our
forecast of a capital rotation into small capitalization
stocks also materialized in a dramatic way, a trend that
our research indicates should continue. Elsewhere, we are
seeing opportunities in select software equities, with an
activist element. We have also identified compelling pri-

vate equity investments, revolving around European

/

growth, healthcare, and education-technology.
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