Morgan Stanley

Tuesday Aug 27, 2024

August 2024

The Heartland Group at
Morgan Stanley
Investment Insights

Lots of relevant economic news to report so far this month
of August. But before | get into the details, we have been
fielding calls from clients about the political climate and how
that may affect the stock and bond market, and more
specifically their portfolios. In short, | would say that
typically, stock markets are not significantly impacted by
whom is elected. Sometimes there are trends when an
incumbent party wins or if there is a change to leadership.
There can be knee jerk reactions, but the outcome has less
impact than most people think, and company performance
is still the best statistic to gauge stock prices. We do have
research reports on market expectations based on election
outcomes, feel free to reach out if you want more
information.

Now on to the economic news at hand. As of writing this,
the S&P 500 is at 5625, up about 1.874% mtd (month to
date) and the Nasdaq is at 17754 up .883% mtd, and the
S&P 500 equal weightindex is up 1.425% mtd, hitting an all-
time high at 7055."

As noted in our last Newsletter, we were expecting
increased volatility into this earnings season.? Investors were
weighing many factors: slowing economic news, CPI
reports, unemployment reports, and continued earnings
announcements from companies. The S&P 500 started to
drop in mid-July but by Aug 1% it accelerated to the
downside. And what | believe was the cause can be
explained in 2 factors. One, the unemployment data that
came out on Aug 2". U-4 Unemployment number was up
.2% for the month of July and went to 4.5% annualized. The
U-6 number was up .4% monthly to 7.8% annualized total
unemployed.® A bit more than expected. These numbers,
even though still well below the healthy norm, made
investors think that perhaps the FED had waited too long to
ease interest rates. Which in turn increased fears of a
recession. Two, the Bank of Japan raised their interest rates
to the highest it has been in a long time and causing the Yen
to drop vs the US dollar, which in turn caused the Asia
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markets plummeted.* This was adding skepticism to US
investors psychology that the markets have rallied up so
much and valuations were getting far too stretched. Many
investors started to take some money off the table. And the
selling persisted for four more days.

The VIX (Volatility Index) spiked to the highest we have seen
since Covid, from 16.81 on Aug 1%, to 65.73 on Aug 5"
Now the VIX is back down to 15.43 as of today’ That type of
spike and recovery is typically savead for truly extreme
corrections. From July 17 to Aug 5" we had a peak to trough
correction in the S&P 500 of -7.19% and the Nasdaqg had a
peak to trough correction from July 10t to Aug 5" which was
down -13.12%." We have already recovered much of that
drop just in the last 16 trading days, and in my opinion the
fear index (VIX) spiked exceptionally high, which to me
means investors are jittery.

So here we are now, the S&P at 5625, still knocking at the
door of our 5700-price target. Most of the earnings
numbers are in and 79% of the companies in the S&P 500
surprised to the upside, beating their expectations, and with
a 10.9% earnings growth, the highest earnings growth we
have seen since Q1 2021, companies are still very
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profitable.> However, P/E ratios are still stretched at 21,
which is above the 5-year average (19.4) which tells me the
market is still a little expensive.® But considering that the
FED is now about to start an easing cycle, making it cheaper
for companies to borrow and expand, a higher P/E ratio
seems reasonable.

In fact, the CME tracker now has a 65.5% chance of a 25
basis point cut in rates for September and a 34.5% chance
of a 50 basis point cut. Furthermore, December fed Funds
futures are pointing to a very high probability of 100 basis
points cut or more at 75% chance.® What does that mean,
the market is baking in a very aggressive easing cycle by the
FED.

CPl inflation numbers came in on Aug 14" at up .2% for the
month vs -.1% last month, and year-over-year number is at
2.9%.” These numbers can be a bit chunky but the trend still
points to inflation being reduced to manageable levels.

So, if corporate earnings are the strongest, we have seen in
nearly 4 years, and inflation is in check, employment and job
growth is still robust, the FED is easing monetary policy, why
is there still fears of a recession. Honestly, | don't know, |
think some investors just like to be fearful. It's one thing to
be cautious, but fear can cause investors to make bad
mistakes, even if that mistake is inaction. Some pundits are
still worried about a recession, but | don't see one on the
near horizon.

Of course, something from left field could always occur, but
you can't plan for Black Swan events. The only stats that we
see to be cautious of, is wage growth and employment
numbers. As | stated above, | think investors sold off in fear
of the unemployment number coming in a too cool, perhaps
a sign that the FED waited too long to cut rates. | have also
heard a fear that the FED may need to tighten again. Wage
growth, specifically total compensation is up 4.1% year-

over-year.® So maybe if people are fully employed and their
income is growing, inflation will show up again, and cause
the FED to start hiking rates once more. | don't see thatas a
real possibility, and the FED has been cautious to wait as
long as they did to help ensure they won't need to turn
around and start hiking rates up. Pundits and worriers can't
have it both ways. Its time to stop second guessing the FED
and just admit they probably nailed this soft landing about
as good as anyone could have thought possible.

The only other interesting stat this past month is a revision
to total job creation from the Dept of Labor. The annual
nonfarm payroll revision found 818,000 less jobs were
created. Originally the March 2023- to March 2024 job
creation was at 2.9 million, but numbers are refined and
there was a huge change.? The economy still created over 2
million jobs. But we thought that revision stat may be of
interest to readers. Of course, if there is a significant hit to
job growth, that could affect the chances of a recession. But
as of right now, | don't think that one-off correction stat nor
the employment number is remotely in recession territory.
In fact, its in a growth territory.

Where does that leave us this month? We don't think a
recession is coming, and although markets have made
significant gains this year, we probably have a bit more to
go. However, it is unlikely we keep up the current pace. We
will probably have a bit of a hard time breaking thru the
5700 mark on the S&P 500 while seeing some rotation to
more defensive sectors. Especially given thatthese next few
months can historically be difficult for bull markets.
Nevertheless, | would stay fully invested. Get cash off the
sidelines as money market rates and short-term investments
will be paying less soon. Look for modest returns in the
markets from now to year end, but probably more volatility
(both up and down) until November elections are finished.

The greatest compliment one can give us is a referral to their friends and family.
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Disclaimers:

The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its affiliates. All opinions are subject to
change without notice. Neither the information provided, nor any opinion expressed constitutes a solicitation for the purchase or sale of any security. Past performance is no
guarantee of future results.

The strategies and/or investments discussed in this material may not be appropriate for all investors. The appropriateness of a particular investment or strategy will depend
on an investor’s individual circumstances and objectives.

This material contains forward looking statements and there can be no guarantees they will come to pass. The information and statistical data contained herein have been
obtained from sources believed to be reliable but in no way are guaranteed by Morgan Stanley as to accuracy or completeness.

For index, indicator and survey definitions referenced in this content please visit the following:
https://www.morganstanley.com/wealth-investmentsolutions/wmir-definitions
An investment cannot be made directly in a market index.

Technical analysis is the study of past price and volume trends of a security in an attempt to predict the security's future price and volume trends. Its limitations include but
are not limited to: the lack of fundamental analysis of a security's financial condition, lack of analysis of macro-economic trend forecasts, the bias of the technician's view and
the possibility that past participants were not entirely rational in their past purchases or sales of the security being analyzed. Investors using technical analysis should consider
these limitations prior to making an investment decision.

The value of fixed income securities will fluctuate and, upon a sale, may be worth more or less than their original cost or maturity value. Bonds are subject to interest rate risk,
call risk, reinvestment risk, liquidity risk, and credit risk of the issuer.

An investment in a money market fund is not insured or guaranteed by the Federal Deposit Insurance Corporation or any other government agency. Although the Fund seeks
to preserve the value of your investment at $1.00 per share, it is possible to lose money by investing in the fund.

Investors should carefully consider the investment objectives, risks, charges and expenses of a mutual fund before investing. The prospectus contains this and other
information about the mutual fund. To obtain a prospectus, contact your Financial Advisor or visit the mutual fund company’s website. Please read the prospectus carefully
before investing.

Duration, the most commonly used measure of bond risk, quantifies the effect of changes in interest rates on the price of a bond or bond portfolio. The longer the duration,
the more sensitive the bond or portfolio would be to changes in interest rates. Generally, if interest rates rise, bond prices fall and vice versa. Longer-term bonds carry a longer
or higher duration than shorter-term bonds; as such they, they would be affected by changing interest rates for a greater period of time if interest rates were to increase.
Consequently, the price of a long-term bond would drop significantly as compared to the price of a short-term bond.

The value of fixed income securities will fluctuate and, upon a sale, may be worth more or less than their original cost or maturity value. Bonds are subject to interest rate risk,
call risk, reinvestment risk, liquidity risk, and credit risk of the issuer. High yield bonds are subject to additional risks such as increased risk of default and greater volatility
because of the lower credit quality of the issues.
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