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What We’re Watching: Key Observations:

The Non-Manufacturing or Services Purchasing Managers 
Index (PMI) for February is released Tuesday and is expected to 
fall to 52.8 from 53.4 in January. A reading above 50 indicates 
that the non-manufacturing economy is generally expanding; 
below 50, that it is generally contracting/declining. Continued 
strength out of the services sector has prevented inflation from 
subsiding as quickly as monetary policymakers might have 
hoped, and fed funds futures could key off this metric and 
recalibrate rate cut expectations on the heels of the release. 

U.S. nonfarm payrolls for February are released Friday and 200k 
jobs are expected to have been created during the month, 
which would be a sizable and noteworthy drop from the 353k 
created in January. The unemployment rate is expected to 
remain static month over month at 3.7% while average hourly 
earnings are expected to rise 0.25% month over month which 
would be a notable deceleration from 0.6% month over month 
growth in January. A modest cooling of the labor market, 
evidenced by a month over month drop in jobs created and/
or average hourly earnings would likely be welcome news 
for the FOMC after January’s hotter than expected inflation 
readings. 

Stocks were rudderless and range-bound into mid-week 
leading up to the closely watched release of the FOMC’s 
preferred inflation gauge from January, a report that universally 
met expectations. Investors took some level of comfort from 
the inflation report and fear surrounding the FOMC’s next move 
being a hike, not a cut, subsided. 

Domestic equity indices staged a late week rally with smaller 
capitalization stocks keeping pace with large caps. Within 
small cap indices, the least profitable, lowest quality names 
appeared to lead the charge, evidence of robust investor 
risk appetite, but also cause for skepticism given how far the 
broader market has come year-to-date and over the past four 
months.  

Bond investors were able to breathe a sigh of relief as a closely 
watched inflation report for January matched the consensus 
expectation. Treasury yields across the curve ended the week 
lower, with most maturities closing within 5-to-10 basis points 
of where they started the week. With January PCE now in the 
rearview mirror, bond investors could find themselves in a clip 
your coupon environment for the next few weeks leading up 
to the FOMC’s March 19-20 meeting. 
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Stocks: Tailwinds Building For Small Caps, 
But Skepticism Is Warranted; Japan, India, 
Taiwan Lead Abroad As Investors Seek 
Reasons To Become More Constructive On 
China.

What Happened Last Week:

Small-Cap Tailwinds Building As The Asset Class Closes 
In On Its December ‘23 High. Large-cap stocks (S&P 500) 
have turned out an impressive 7.9% total return year-
to-date, outperforming the S&P 600 small cap index by 
8.2% over that short time span. However, small caps as 
a group could be poised to play catch-up over coming 
months, particularly if inflation data shows signs of cooling 
and Treasury yields stabilize and/or move lower. The 
recent rally in some of the unprofitable areas within small 
caps, specifically biotechnology stocks, signals robust risk 
appetite and could be a sign that either investors don’t 
expect interest rates to move markedly higher from here 
or that M&A activity is expected to heat up as the year 
rolls along. Investors appear to be focused on riskier, 
higher beta exposures and potential upside as opposed 
to fundamentals which has caused the S&P 600 to lag 
lower quality small cap indices due to its profitability filter. 
However, giving up a few basis points of return to own 
companies that are likely to come out ahead in the long 
run, with lower volatility to boot, is still preferable. 

Japanese Stocks Remain A Standout Abroad, But Some 
Caution Is Warranted. The MSCI Japan index continued to 
charge higher last week with Japan’s Nikkei 225 index rising 
another 2.1% and after finally breaking above its all-time 
high reached back in 1989 in recent weeks, more gains 
likely lie ahead. Japan is export-reliant and continued 
weakness in the Japanese yen versus the U.S. dollar has 
been a nice tailwind for sales and profit growth, but that 
tailwind could moderate somewhat in coming months. In 
3Q/4Q of last year, it appeared as though rising inflation 
in Japan would potentially force the Bank of Japan (BoJ) 
to tighten monetary policy early in the new year, perhaps 

aggressively so, likely leading to a stronger Japanese yen. 
Recent inflation data out of Japan has cooled modestly, 
but the BoJ has continued to prepare markets for a policy 
shift of some sort in the coming months, which could lead to 
a strengthening of the yen into the summer. The Nikkei 225 
could experience heightened volatility after an exceptional 
11.9% total return in U.S. dollar terms year-to-date should 
the BoJ decide to raise the allowable ceiling, both from a 
strengthening of the Japanese currency and a rising cost 
of capital.  

Emerging Markets Marking Time As Investors Await A 
Positive Catalyst For Chinese Stocks. Year-to-date, the 
broader MSCI Emerging Markets (EM) index has posted 
a lackluster 0.3% return as China’s 25% weight within the 
index and -2.7% year-to-date return has acted as a drag. 
However, while investors don’t have much to show from 
their exposure to developing markets so far this year, 
we have been encouraged by the broader EM index’s 
resiliency. Country indices tied to India and Taiwan, which 
together account for over 34% of the EM index, have each 
rallied 3.5% or more year-to-date, serving to offset China’s 
drag and prop up the MSCI EM index. While skepticism 
surrounding China is warranted, we remain constructive on 
emerging market stocks over the balance of this year and 
see reasons for optimism. Even a modest improvement in 
sentiment and positioning surrounding Chinese stocks could 
lead to a sharp rebound/rally, and with rhetoric between the 
U.S. and China growing noticeably quiet in recent months, 
we believe the Chinese government is increasingly focused 
on improving consumer sentiment and spurring economic 
growth, in turn boosting equity prices. More importantly for 
the MSCI EM index, if inflationary pressures subside in the 
U.S. over coming months/quarters, rate cut expectations 
will again build and the U.S. dollar (USD) should weaken, a 
feather in the cap for developing economies required to 
purchase commodities in USD.  
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Bonds: January Inflation Data A Non-Event 
For Treasuries, But Falling Prices Paid Put 
Downward Pressure On Yields; The Riskiest, 
Lowest Quality High Yield Corporate Bonds 
Outperform On The Week.

Closely Watched January Inflation Print Proves A Non-Event 
For Bonds. January Personal Consumption Expenditure (PCE) 
was released last Thursday, and the release was universally 
in-line with expectations, no matter how you slice and dice 
it. Core PCE Deflator, the FOMC’s preferred inflation gauge, 
rose 0.4% month over month and 2.8% year over year. While 
the month over month reading was well above the 0.14% 
increase in January, the year over year reading continued 
to trend lower, albeit at a slow pace, which will likely be 
viewed positively by the FOMC when it meets in mid-March. 
Despite angst leading up to the release that PCE could 
come in hot, Treasury yields were little changed on the day, 
with the 10-year yield falling just 2 basis points last Thursday to 
close at 4.25% and fed funds futures barely budged on the 
heels of the PCE release. The futures market still expects the 
FOMC to deliver its first 25-basis point rate cut in June and 
at present we wouldn’t quibble much with that projection.

Ho-Hum Treasury Auction, Falling Prices Paid Force 
Yields Lower On The Week. Another low drama Treasury 
auction, this time $42B of 7-year paper last Tuesday, points 
toward a willingness on the part of institutional investors to 
scoop up new issuance, even with only modestly higher 
yields. Consistent demand makes it difficult to envision an 
environment where yields break higher as buyers have cash 
and appear eager to buy any back up in yields. On the 
economic data front, the Institute for Supply Management 
(ISM) released its prices paid index for February last Friday 
which showed prices cooling modestly month over month, 
while the January figure was revised lower. Taken together, 
this dynamic suggests some of the immediate concerns 
around inflationary pressures r ising a nd p utting upward 
pressure on yields have been exaggerated.

High Yield Credit Spreads Back To Levels Last Seen In 
April of 2022, With Lower Quality Issues Outperforming.  
The Bloomberg U.S. Corporate High Yield Index had a 
forgettable week, ending the week higher by 0.2% even as 
spreads widened modestly after narrowing in each of the 
prior three weeks. According to the textbooks, widening 
credit spreads should, in theory, hit the riskiest corporate 
bonds the hardest. But last week CCC-rated issues, bonds 
that carry the lowest credit rating above those in default, 
saw tighter spread levels which led to a 1% gain. It’s a stark 
reminder that bond markets don’t always trade in a linear 
fashion and at times relative valuations can be a more 
powerful driver of returns than fundamentals. Some weaker 
credits are far from cheap relative to historical norms but 
with CCC’s trading at a 7.6% spread compared to a 3.1% 
spread for the broader U.S. Corporate High Yield index, 
it’s not so difficult to see why investors are maintaining 
exposure when the outlook for economic growth and 
earnings appear supportive. While we’re always wary 
of corporates in the lowest credit tranche, and invoke 
seasoned active managers to navigate those markets, we 
can’t deny the 12.2% yield-to-worst for the subset provides 
a reasonable margin of safety within a diversified portfolio 
if sized appropriately.
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