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When we wrote to you at the beginning of this year, we titled our report “Healthy Portfolios Need
Markets with Fresh Breadth”. We chose that theme because we thought that for indices to maintain their
positive trajectory in 2024 it would require participation of more asset classes and sectors rather than a
continued concentrated focus on US Large-Cap Growth. Specifically, we cited that while the headline
2023 performance of the S&P 500, and Nasdaq showed eye-popping numbers, Mid-Cap and Small-Cap
indices substantially lagged their Large-Cap counterparts. We also noted that certain sector such as
Energy, Financials, Healthcare and Consumer-Staples were largely left out of the 2023 rally and might
present investors with an opportunity. So, in 2024, we expected capital allocators to spread their bets
more evenly as valuations matured in some parts of the market. We also expected returns to be more
modest for the S&P in 2024, and therefore we believed it would be important to include income strategies
(dividends and interest) in portfolios in an effort to obtain a total return in the coming year.

Regarding interest rates, the yield on the US 10-year note ended 2023 at 3.86% after peaking a few months
earlier atabout 5%. The dramatic drop inyield in such a short period of time was triggered by commentary
from the Federal Reserve that its tightening cycle was coming to an end, and that at some point it would
pivot to interest rate cuts. Upon hearing that news, the market immediately priced in between 1.25 and
1.50 percentage points of cuts to the Fed Funds rate in 2024 — with the first cut coming as soon as the first
qguarter of this year. Our view, however, was that any cuts would take place later in 2024 and be shallower
than the market originally projected. We suspected that reports of inflation’s demise were perhaps greatly
exaggerated (to coin a phrase from Mark Twain), and that prices might resume their march higher if the
Fed’s loosening bias unleashed speculation in markets for financial assets (i.e. stocks and bonds) and real
assets (such as real estate and commaodities).

ECONOMIC BACKDROP:

Despite higher inflation and interest rates over the past 2 % years, the US economy continues to remain
relatively resilient in 2024. A recession in the US was not originally in our 2024 base case, and it seems
that the Fed might be able to orchestrate a soft landing as it battles inflation. However, we can’t rule
out the possibility of an economic contraction in the next 12 months based on the trends from more
recent data shown below.

Gross Domestic Product

Real gross domestic product (GDP) increased at an annual rate of 1.4% in the first quarter of 2024,
according to the "third" estimate released by the Bureau of Economic Analysis on June 27, 2024. In the
fourth quarter of 2023, however, real GDP increased at a 3.4% annualized rate. While still in positive
territory this year, we think the slower rate of change of GDP growth is an important indicator in the
context of other economic statistics.



Inflation

Inflation continues to decelerate from 2022 levels. In May, for example, the Consumer Price Index for All
Urban Consumers was flat for the month, seasonally adjusted, and rose 3.3% over the previous 12 months
according to the Bureau of Labor Statistics’ news release on June 12, 2024. That is 0.6 percentage points
lower than the 50-year average of 3.9%, but still above the Federal Reserve’s target of 2%. Again, the
correlation between slower inflation and slower GDP growth seems noteworthy.

Unemployment

Finally, the most-recently-released data, on July 5, also from the Bureau of Labor Statistics, showed that
the jobless rate in the US rose for another consecutive month in June to 4.10% - which is up from 3.6%
one year ago. When compared to the 75-year average unemployment rate of 5.72%, these figures still
imply a strong labor market. However, just as with the slower GDP growth, and the slower inflation, the
rate of change shows that the sustained higher interest rates may finally be having an economic impact
on the labor market.

EQUITIES:

Valuation

At the beginning of the year, our expectations for 2024 were consistent with the mainstream of large Wall
Street firms: 19x this year’s predicted earnings of $250* would put the index at 4750 by year end, and
under the most optimistic, clear-sky scenario the S&P 2024 would possibly trade at 19x next year’s
predicted earnings of $270*, or approximately 5130. These assumptions implied a best-case scenario of
an approximate 8% return for the S&P by year end. After corporate earnings came in much, much stronger
in the first quarter than originally anticipated (particularly for Information Technology), we moved up our
base-case 2024 year-end target for the S&P to 5130, with a new clear-sky scenario of 21x next year’s
earnings, or approximately 5670.

As stated above, one of the main drivers of earnings growth this year has been capital expenditure in the
Information Technology sector related to Artificial Intelligence infrastructure. Specifically, there has been
a surge in corporate spending to modernize data centers (i.e. purchasing servers, semiconductors, and
software) in order to accommodate the roll-out of new Artificial Intelligence applications. While this
earnings story has been a welcome surprise, instead of broadening the market’s breadth into other
sectors as we expected, Information Technology now makes up a whopping 34% of the total of the S&P
500 index as of June 2024.

*Source of earnings estimates: Yardeni Research



To look at the market’s most widely-used benchmark even closer, it’s important to note that the S&P 500
index is market cap-weighted — i.e. the highest valued companies have the biggest influence. As such,
the top 7 companies make up almost one third of the total market impact of the index. So, while the S&P
500 index registered a 15.13% return through June 30" of 2024, much of that return came from just a
handful of companies — just as it did in 2023. As shown below, an ETF which applies an equal weight to
each of the 500 constituents of the S&P 500 index (instead of a market-cap weight) had only a 4.07%
return through June of this year. In our opinion, this demonstrates just how concentrated the S&P index
has become over time.
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Further, even when stock market predictions are based on commonly-used, fundamental, price-to-
earnings valuation metrics, short-term equity-market forecasts are very difficult to make. The graph
below, however, demonstrates that valuation is a much better predictor of longer-term market
performance. At 21x earnings, the S&P 500 is currently trading in the 10™ percentile — i.e. above the
earnings valuation range that it typically trades at 90% of the time.



This doesn’t necessarily preclude the market from continuing to move higher from here by year end. It
does, however, mean that this current level of elevated equity valuation, historically, tends to translate
into lower future expected longer-term returns. So, if these levels do manage to hold up until December,
we imagine that long-term capital-market assumptions for future calendar years will demonstrate more
muted expected returns and higher volatility for the S&P 500 index over the coming periods.
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Political Issues’ Effect on Equities Markets

When our domestic economy is strong, and markets are upwardly biased, we sometimes forget how
fragile the situation in the world is. Russia’s ongoing invasion of the Ukraine and the unrest in Israel
remind us of war’s grave human toll. China also continues in its ambition to bring Taiwan under its control
and North Korea has been forging strategic alliances with the West’s enemies. Additionally, elections
around the world seem to be favoring nationalist leaders perhaps as a backlash against existing policies
seen as globalist in nature.



Domestically, the Presidential election is now only months away. That said, at this point it isn’t clear who
the candidates for the 2 major parties will even be on November 5™ - given Trump’s trials in New York
(with sentencing to occur in September) and Biden’s shaky performance during the recent Presidential
Debate.

Equities markets participants don’t seem to be taking international or domestic political matters into
account, but we expect they will soon focus on the election as they attempt to handicap uncertainty of
policy initiatives of a new administration or new Congressional make-up. In fact, we have chosen “The
Impact of the Political Landscape on Investments” as the topic of our fall event which will be held just 4
weeks from the election. (Please look for the Save the Date email which should be forthcoming soon.)

In the meantime, here is some interesting historical data of how certain sectors performed under various
administrations.
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We are making all of these points to reiterate our original thesis from the beginning of the year. Despite
the fact that US Large Cap Growth has been the continued stalwart performer in 2024, we still believe it
is important to include income strategies (dividend payers) in equity portfolios in an effort to obtain a
total return and manage risk. Furthermore, outside of the Information Technology sector, there are many
high-quality large-cap, mid-cap and small-cap companies here in the US and in foreign markets as well.
Our preference is generally to include multiple equity strategies (in addition to US Large Cap Growth) in a
broadly diversified portfolio, and that stance hasn’t changed. If anything, we think the ongoing disparity
in valuation could be creating an opportunity to diversify.



FIXED INCOME:

At the beginning of the year, we were outside of the mainstream (and correct) when we opined that the
bond market was mistakenly pricing in sharper and quicker rate cuts from the Federal Reserve this year.
We believed the bond market’s original assumptions would only have been accurate in the event of an
impending recession, which, while possible, was not our base case at that time. Therefore, we expected
the 10-year US treasury bond to trade with a yield of between 3.5% to 4.5% in 2024 — and that is basically
what has played out thus far. Based on the most recent economic data cited above, it would seem that
the Fed’s higher-for-longer stance is finally slowing inflation by both dampening economic growth and
increasing unemployment. Therefore, the components necessary for rate cuts are starting to come into
view. Assuming these more recent economic trends continue, we now expect the Federal Reserve to cut
rates at least once if not twice during 2024. We also predict that the Fed will possibly cut more
aggressively in 2025 if it appears the US is heading into a recession, or at a slower pace if inflation remains
stubborn. Because the market originally misread the rate curve heading into 2024, the Bloomberg
Aggregate Bond Index (a widely used index for intermediate-term investment-grade credit) has actually
experienced a negative return through the first 6 months of this calendar year (including interest).
However, we believe that trend in the fixed-income market will eventually reverse course once the Fed
begins to cut rates in earnest — returning various fixed income strategies to their traditional status of being
portfolio-diversifiers, income-producers, risk-mitigators, and even return-generators. By way of example,
the graph below shows the historical 1-year return of various fixed-income assets following the first rate
cut during a loosening bias from the Federal Reserve:

Fixed income 1-yr returns after the first rate cut
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Sitting in cash while the Federal Reserve cuts interest rates can mean missing out on attractive yields in bonds, says Janus
Henderson Investors.

JANUS HENDERSON INVESTORS, MORNINGSTAR, BLOOMBERG DATA AS OF DEC. 31, 2023.
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OPPORTUNITIES:

The opportunities remain somewhat the same as they were at the beginning of the year:

- Innovation, automation, and Al are creating demand growth in new markets. This is a long-
term trend that we expect to unfold over the balance of the decade and beyond.

- Large cap companies (especially growth companies) generally have solid balance sheets
and have thus far proven resilient in the face of inflationary pressures. From a valuation
perspective, though, they are at the higher end of their historical range.

- Small-cap and Mid-cap equities may be due for a “catch-up” relative to large cap peers.
- Llarge disparity between growth and value could spark a rotation into lagging sectors.

- Higher dividend yields in various asset classes may offer attractive potential long-term
returns.

- Atactical tilt towards sectors with strong cashflows remains in focus.

- Bonds continue to be an attractive risk hedge and income provider if inflation continues to
retrace back toward central bank targets and the Fed begins to cut rates.

- Alternatives and Satellite strategies may offer appealing diversification benefits, inflation
protection, and income production.

- International valuations appear compelling relative to domestic markets.

Income, As Usual

While the Federal Reserve has pivoted from its strategy of raising rates, it has left rates higher for longer.
Despite the higher rate environment, corporate defaults still remain relatively low for the time being, and
some companies at risk of default have used debt exchanges to avoid the traditional reorganization
process. Thus, excellent opportunities have emerged across the spectrum in fixed income. If rates do
ultimately continue to fall over the next few years, there will likely be many candidates within the asset
classes of bonds, dividend-paying stocks, and multi-strategy funds which attempt to generate income.
Since we generally believe in compounding income as a key component in the mission of obtaining a total
return, we remain encouraged by the opportunities evolving in the current environment.

Diversification of Style, Market-Cap, Geography, and Sector

Our research will continue to be devoted to identifying managements that reflect on their profit picture
while maintaining their corporate balance sheets. Companies with stable cashflows and solid balance
sheets not only have sustainability in bad economic conditions, but they have flexibility to pay (or
increase) dividends, buy back stock, and maintain their credit ratings. We believe that essential industries
with long-term staying power are also vital to societal infrastructure — namely communications (including
equipment), software (particularly data management and cybersecurity), and biotechnology. For the rest
of 2024, we continue to believe the market will begin to recognize that such opportunities are not limited
to just a small number of Mega-Cap names, but exist across Market-Caps and geographic locations.
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RISKS:
On the other side of the ledger, we still view the following as some of the risks for 2024 and beyond:

- US large cap equities are currently at extended levels of valuation, historically (in the 10t
percentile).

- Geopolitical concerns — Middle East Conflict, War in Ukraine, China / Taiwan Tension, North
Korea

- Inflation may re-emerge if Fed loosens too quickly

- Decreased corporate profits from higher commodity and interest expense

- Higher energy prices and interest expense seem to be effecting consumers, households
- Market liquidity and strains

- Financial system shocks, defaults, real estate valuations

- Possibility increasing of US, Eurozone, or Emerging Market recessions

- China property developer leverage

- Overvaluation of US dollar vis-a-vis other currencies

Election-year confusion regarding future tax and regulatory policy

SUMMING IT ALL UP:

Earnings of many companies exceeded expectations in the first part of 2024 — particularly the US Large-
Cap Information Technology sector because of the outsized capital expenditure on Artificial Intelligence
applications. While this has been a pleasant surprise, we persist in our belief that a healthy market should
have broader-based participation, be spread wider geographically, and include more asset classes. The
market also seems to be overlooking many risks and uncertainties given the low volatility and extended
valuations this year. The Federal Reserve has left interest rates higher for longer in an attempt to suppress
inflation and it appears that its strategy has indeed slowed economic growth and softened the labor
market. Time will tell if the Fed’s mission of taming inflation will result in a so-called soft landing, or if the
sustained level of higher rates will push the economy into a recession in 2025. In the meantime, we will
be looking for opportunities to diversify portfolios, invest in quality companies (and funds) at reasonable
prices, and to take advantage of still-high interest rates to generate income through dividends and
interest.

We are honored and privileged that you have entrusted us to guide you in your pursuit of achieving your
long-term financial goals. Speaking of which, it’s always a good time to reassess your risk profile and
objectives. If they have changed, or you would like to modify risk in your portfolios, please let us know.
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