July produced the most sanguine and welcome markets of the year — with just about everything that
wasn’t the Magnificent 7 rallying -- prompted by the well-suspected but now Powel-confirmed fall
Federal reserve rates cuts. As Lisa Shallett, our Chief Investment Strategist, wrote in this month’s On the
Markets, “after one of the longest Federal Reserve policy pauses in history, markets spent the bulk of
July discounting a September start to rate cuts with near-100% certainty. Catalyzed by a convincing
slowdown in June inflation, including improvement in “sticky” components, the upshot was plunging US
Treasury yields, with the bellwether two-year rate down 46 basis points, accompanied by a rotation in
equity leadership emblematic of the traditional policy-easing playbook.” For the month, the Dow Jones
increased 4.5 percent, the Russell Mid-cap gained 4.7 percent, and the Russell 2000 (small caps) gained
10.2 percent. The Nasdaq was the only major index to decline, by 0.7 percent, as international stocks
also rallied by about 3 percent, depending on the particular index. Bonds also had a good month as rates
began to fall in anticipation of Fed cuts — the Aggregate Bond index gained 2.3 percent.

So far, August has proved as tumultuous as July was sanguine, with recession fears spiking on the heels
of a poor jobs report the first week of August and the great unwind of the Yen-carry trade to start the
second week. In fact, the first 5 days of August erased all of July’s gains other than those found in the
bond markets. Essentially every equity market globally had its worst day since the 2022 correction — or
since the great financial crisis in the case of many Asian markets — on Monday August 5. So what
caused such a tumultuous drop on the 5™ and immediate rebound on the 6%?

As you probably know, Japan has been mired in deflation or disinflation for most of the last 20 years.
Consequently, their Federal Reserve equivalent, the Bank of Japan, has held Japanese interest rates at
zero for the last 15 years or so. This policy — and its extended duration — encouraged Japanese investors
and institutional investors alike to borrow money in Japan at very low rates and invest in securities in
other countries that had a higher yield. If you can borrow at 1 percent and earn 5 percent, you make a 4
percent spread on someone else’s money. If the Yen also weakens against the currency of that foreign
investment, that’s gravy on top, as when you convert back to Yen, you have more Yen than required to
repay your debt. This is called the Yen-carry trade. Consequently, there are millions of Japanese
investors, hedge funds, institutions, and even retail traders that are effectively short Yen — they borrow
Yen — and long non-Japanese stocks and bonds. Lately, this policy has made the Japanese Yen very weak
versus the dollar especially. So, on Wednesday the 31 of July, the Bank of Japan decided to raise interest
rates for the first time in 15 years or so in order to lessen domestic inflation as a weaker currency, all else
held equal, makes foreign imports more expensive and Japan is suddenly facing inflation. The hawkish
policy change caused the Yen to immediately appreciate versus the dollar. In turn, all the Yen-carry
traders rushed to liquidate non-Yen assets to cover their short/borrowed Yen positions. Hence, the big
sell-off in global markets. This was a classic liquidity rush as investors liquidated everything under the
sun to generate dollars to purchase Yen and cover their Yen borrowings.

Is it over? We can’t know for sure yet. On the one hand, there is a still a significant amount of Yen-carry
trade out there. On the other hand, the Bank of Japan and the US Federal Reserve certainly took note of
what happened and seemed likely to respond based on their public comments. Japan has the
unfortunate position of having to choose between inflation and higher rates/Yen carry unwind. It’s not
going to be an easy choice and they may very well continue to raise rates. In the United States, a broad
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decline in stock values triggered but further Yen-carry unwind would almost certainly increase the odds
of a recession as the high-end consumer would, for the first time, likely begin to pare spending as has
already occurred among the less wealthy. Right now, Morgan Stanley’s base case, and ours, remains that
there will not be a recession 2024 or early 2025. One poor jobs number — a notoriously unreliable
government statistic — did not alter that thinking. Nor did one day of Yen-carry unwind. But, we cannot
say this is insignificant either.

What happened on the 5" does parlay into one of our big concerns, however. As you know, our team has
steadfastly maintained the inflationary impulse is broadly on the rise globally. What is happening in
Japan right now is a microcosm of where the whole Western world has positioned itself. We remain
concerned investors underappreciate the risk that inflation will not return to its pre-covid status where 2
percent functioned as a cap on the inflation rate. Instead, we think going forward, 2 percent is more
likely to be a floor — with periodic spikes above 3 or even 4 percent becoming increasingly common. Our
Global Investment Committee wrote an excellent Special Report this month addresses the asset
allocation implications of this concern — in a more inflationary environment, the benefits diversify only
between stocks and bonds lessens as the correlation of bond and equity markets increases. In other
words, during persistent inflationary regimes, portfolios will require more investments in non-corelated
fixed income, floating rate bonds, inflation protected bonds, and alternative investments to hedge
recession/equity risk. Absent those additions to portfolios, it may prove very difficult to smooth the ride
during periods of market volatility so retirement income and portfolio predictability can be assured.

Overall, we have not changed our thoughts on positioning as a consequence of this early August
upheaval. We remain are optimistic on the rest of the stocks outside the magnificent 7 for earnings
reasons. As Lisa Shallet wrote, “the earnings-growth-rate disparity between the Mag 7 and the 493 other
S&P 500 stocks is poised to mean-revert, based on FactSet estimates for the second half of 2024 through
2025. Notably, the Mag 7 is now facing prior-period earnings levels that will make for more-difficult
comparisons, contributing to deceleration to the 15%-17% year-over-year range; meanwhile, earnings
growth for “the 493" is positioned to rebound off flat prior-year comparables and accelerate to an
average annualized 12%-15% gain.” The GIC is less excited than our team about the prospects for small
and mid-cap stocks, but they also see no recession as the base case and a rally in “everything else” as we
move toward the first fed rate cut. We are happy that our call for falling rates has finally come to fruition
and bond investors are being rewarded for their patience this year.

As always, if you have any questions or concerns, please don’t hesitate to reach out to any member of
the team.


https://advisor.morganstanley.com/the-double-pendulum-wealth-management-group/documents/field/d/do/double-pendulum-wealth-management-group/GIC_Special_Report.pdf
https://advisor.morganstanley.com/the-double-pendulum-wealth-management-group/documents/field/d/do/double-pendulum-wealth-management-group/On_the_Markets_August.pdf

NOTICE: Morgan Stanley is not acting as a municipal advisor and the opinions or views contained herein are
not intended to be, and do not constitute, advice within the meaning of Section 975 of the Dodd-Frank Wall
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