May proved to be a good month for stock markets; fixed income markets also produced
positive returns. The S&P 500 rose about 5 percent last month; the rally extended down the
capitalization spectrum with the Russell 2000 (small caps) and Russell Mid Cap indices up
5.0 percent and 2.9 percent respectively. International stocks rallied about 3.9 percent as
measured by the MSCI all cap world ex-US index. Bonds rose as rates retreated after the
April scare. The Bloomberg US aggregate gained 1.7 percent for the month. All in all, May
was a welcome reprieve from April’s declines.

As you know, these monthly missives focus on the risks we see that others might not. At the
beginning of the year, our worry was that inflation would persist and interest rates would
remain higher for longer. That has proven to be the case. At this point, we think the
consensus is about right with regard to rates — the Fed will likely cut short-term interest rates
one to three times at the end of 2024. Inflation will average something like 3.2 or 3.3 percent
for the year. Much as we said in January — that’s not a bad environment for stocks or bonds.
Falling inflation and fed rate cuts normally correlate to broad market rallies. We still
anticipate high single digit returns for an average stock in 2024 and mid-single digit returns
for bond portfolios. Frankly, we could use a ”normal® year where nothing to exciting or
dramatic occurs and we are hopeful 2024 turns out just so.

The Bank of Canada, that country’s central bank, cut rates on Wednesday June 5 — making it
the first G7 central bank to do so. In this Month’s On the Markets , Morgan Stanley’s GIC
anticipated that “both the European Central Bank (ECB) and the Bank of England will cut
short-term rates in June and August, respectively on the back of soft inflation that approaches
their targes by the end of the year.” The Bank of England ultimately chose not to cut. The
GIC expects the Federal Reserve to delay as well ”with a rate cut in September, lagging
because of noisy inflation data.” Ultimately Morgan Stanley does not think inflation will hit
the Fed’s 2% target on its preferred measure, the Personal Consumption Expenditures Index
(PCE), until late 2025 at the earliest. That sounds reasonable as a time frame to us.

As we often say, as financial advisors, we are compensated to manage risk. What risks do we
see now? Lisa Shallett wrote in her GIC Weekly from May 29t that “with the 10-year
Treasury yield at 4.5 percent, the S&P 500 equity risk premiums is a mere 35 basis points vs
the 25-year average of more than 250 basis points, a level that implies a forward
price/earnings ratio of nearly 21.... this is one of the highest forward multiples in the last 35
years, rivals the 2021 high, approaches the all-time might hit in the dotcom bubble and is in
the 90" percentile of the last 100 years.” The risk we see (and that she sees) relates to
valuations on the Magnificent 7 stocks; should their sales growth disappoint and/or their
competition erode profit margins, the ensuring share price declines could be substantial.
Furthermore, excess profits tend to invite more competition over time, not less.

That said, we also think the risk is concentrated in those Magnificent 7 stocks. The PE of the
Mag 7 is close to 40 — but the PE of the Equal Weight S&P is around 16 or 17 and the PEs of
the S&P Small Cap index, MSCI EM, and Europe are all less than 15. None of the other parts
of the market appear expensive by historical standards. This performance difference between
the Magnificent 7 and the rest of the stock market mostly occurred after 2022. Normally,
most stocks and high-yield bonds are highly correlated to the overall business cycle. As
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Richard Bernstein wrote on April 30", ”the divergence in the performance of large and small
capitalization stocks and high- and low-quality bonds is highly unusual and extremely
inconsistent. Something must give. We continue to believe that economic precedent will
hold. Profits are accelerating and credit conditions remain healthy. The broadening of
fundamentals suggests it is the Magnificent 7 that will be the asset to ‘give’ and
underperform.* Our team agrees and remains cautiously optimistic that the Fed’s first rate cut
this fall will prompt a rally in small cap stocks, mid cap stocks and perhaps even the average
stock, while also ushering in an overall positive year for investment grade bonds — even if the
returns stack toward the last few months of the year. Much the same thing occurred in late
2023.

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