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What We’re Watching: Key Observations:

The Federal Open Market Committee (FOMC) will conclude its 
two-day monetary policy meeting on Wednesday with Chair 
Jerome Powell’s post-meeting press conference to follow. 
The FOMC isn’t expected to adjust the Fed funds rate at this 
meeting, but will issue an updated summary of economic 
projections, or dot-plot, which will be monitored and dissected, 
with particular attention paid to Committee members’ 
expectations for the neutral funds rate in 2025 and beyond. 

U.S. Manufacturing and Services PMI’s (Purchasing Managers 
Index) for February are released Thursday. Manufacturing PMI 
is expected to fall to 51.8 from 52.2 in January, while Services 
PMI is also expected to fall to 52.0 from 52.3 the prior month. 
A reading above 50 indicates growth or expansion, while a 
reading below 50 indicates contraction.

Japan’s Consumer Price Index (CPI) for February is released 
Thursday with year over year core inflation excluding fresh food 
and energy expected to rise 2.9%, down from the 3.5% reading 
in January. Headline CPI is also expected to rise 2.9% year over 
year, a sizable jump from the 2.2% reading from January. The 
Bank of Japan (BoJ) is widely expected to alter its yield curve 
control program and potentially scrap its negative interest rate 
policy (NIRP) prior to this release, but the trend in Japanese 
inflation is still worth watching as it will inform just how aggressive 
the BoJ might need to be in tightening monetary policy. A BoJ 
policy shift could lead to further strength in the Japanese yen, 
higher yields on Japanese Government Bonds, and volatility 
with potential downside in Japanese equities over the near-
term.

Small cap stocks trail as rising Treasury yields and continued 
strength in the labor market spur profit taking, but fundamentals 
are improving as U.S. economic growth drives profit growth. 
Small and mid-cap (SMid) stocks have been revalued lower 
as expectations for rate cuts have been recalibrated in recent 
months, with fewer cuts expected over the balance of this 
year. This backdrop leaves us more constructive on small and 
mid-cap (SMid) stocks over the balance of this year, with an 
improving economic growth outlook and an uptick in M&A 
activity tailwinds.      

Stocks shrugged off a warmer than expected February 
Consumer Price Index (CPI) reading but were unable to ignore 
a hotter reading on wholesale prices (PPI) later in the week. 
Wholesale prices (PPI) flow through to finished goods prices 
with a lag, and as a result market participants ratcheted 
expectations for rate cuts over coming months lower. On the 
heels of the CPI and PPI releases, Fed funds futures shifted and 
view the likelihood of a 25-basis point rate cut in June as a coin-
flip down from just shy of 70% the prior week.  

February Consumer Price Index (CPI) and Producer Price Index 
(PPI) came in above expectations, pointing toward upward 
pressure on prices of both goods and services persisting. 
A backdrop of above trent economic growth and stickier 
inflation is likely to favor stocks relative to bonds over the near-
term, but both asset classes could see heightened volatility in 
the coming weeks.  

This is more than business.
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Stocks: Continued Signs of Rotation, Both 
Within The S&P 500 And The ‘Magnificent 7;’ 
Sharp Rise In Treasury Yields Leads To Profit 
Taking In Small Caps; More Room To Run For 
Energy Stocks?

What Happened Last Week:

Capital Rotating Both Within The ‘Magnificent 7’ And 
Between Tech And Economically Sensitive Sectors:  
Signs of sector rotation have become evident over the 
past month and were again present over the balance 
of last week. Capital has made its way out of some of 
the ‘Magnificent 7’ and has found a home in cheaper, 
economically sensitive sectors such as energy, financial 
services, and materials, among others. Notably, while both 
the communication services and information technology 
sectors have lagged the S&P 500 over the past month, it’s 
not lost on us that both sectors have still outperformed the 
index year-to-date after posting double-digit returns up to 
this point in the year. Judging by last week’s price action, 
investors continue to view even the smallest of pullbacks in 
some select names within the ‘Magnificent 7’ as a buying 
opportunity and it doesn’t appear as though this cohort 
of stocks is going to cede its leadership position without 
putting up a fight.   

Small Cap Momentum Stalls As Treasury Yields Rise Sharply 
On The Week: The sharp rise in Treasury yields in the back-
half of last week led to profit taking in smaller capitalization 
stocks and pulled the S&P 600 lower by 1.7% on the week. 
Small caps rallied in February as falling Treasury yields and 
labor market data pointing toward a modest cooling/
loosening of the jobs market provided a tailwind. But some 
of that momentum appeared to have been lost last week 
as hotter February inflation data put upward pressure on 
yields and a sharp drop in initial and continuing jobless 
claims called into question whether the labor market was 
indeed cooling.  

Energy Stocks Jump As Crude Oil, Gasoline Inventories Fall 
More Than Expected: The S&P 500 energy sector posted a 
3.8% weekly gain as West Texas Intermediate (WTI) crude 
oil closed above $81 per barrel for the first time since 
November as crude oil and gasoline inventories came in 
well below estimates. A seasonally strong period for crude 
and gasoline prices into the spring/summer travel season 
is just starting, and with inventories already tight, upward 
pressure on prices of both could persist, providing a further 
boost to energy-related equities. The energy sector has 
quietly moved its way into the 3rd spot year-to-date among 
S&P 500 sectors, trailing only communication services and 
information technology, and the necessary ingredients 
may be in place for the sector to continue its climb up the 
leaderboard into the summer months.

Improved Technical Setup for Chinese Stocks, But Reasons 
for Skepticism Remain: The MSCI China index has stabilized 
in recent weeks and turned out a 2.7% weekly gain last 
week, a move likely to get the attention of investors. The 
index reached a high-water mark for 2024 last week with 
leadership centered around embattled communication 
services and consumer discretionary names, which are the 
two largest sectors in the MSCI China Index. While last week’s 
strength resulted in a break above the index’s 100-day 
moving average for the first time since November, it remains 
to be seen if this will end up being a floor of support and 
launchpad for additional gains or a barrier capping upside. 
Gains since the year began have been primarily a result of 
fiscal intervention, but market participants do appear more 
willing to view the combination of stimulus, restrictions on 
short positions, and the latest rollback of renewable energy 
limits as incremental positives. Notably, last week, one of 
China’s leading economic officials visited the headquarters 
of Baidu and Naura Technology, a move that has historically 
preceded support for the country’s national champions. 
Targeted fiscal support for key industries appears more likely 
than sweeping stimulus in China given Xi Jinping’s focus on 
equality within the country, but there are no quick fixes, and 
we see reasons to maintain a cautious outlook on Chinese 
stocks.
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Bonds: February Inflation Data Puts Upward 
Pressure On Treasury Yields; Inflation 
Readings Unlikely To Alter The Path Forward 
For The Fed; Treasury Auctions Paint A 
Decidedly Mixed Demand Picture.

Bond Rally Reserves Course As Hot February Inflation 
Readings Roll In:  Yields were higher across the Treasury curve 
last week as the February Consumer Price Index (CPI) came 
in warmer than the consensus expected, registering 3.2% 
on headline and 3.8% on core year-over-year, both 0.1% 
ahead of the consensus estimate. Duration sensitive sectors 
were hardest hit with the Bloomberg Corporate Bond index 
falling 1% after gaining ground in each of the prior three 
weeks. Equity markets initially shrugged off the CPI report, 
but the rates market appeared far more jittery leading up 
to the release of the February Producer Price Inflation (PPI) 
on Thursday, a release that also surprised to the upside and 
led to a more pronounced selloff in Treasuries which was 
accompanied by a pullback in stocks as well.

February In lation Data Unlikely To Alter The Path Forward 
For The Fed: On the heels of the hotter than expected 
February CPI and PPI readings, Fed funds futures shifted 
meaningfully over the balance of last week. Entering the 
week, the futures market placed the odds of a 25-basis 
point rate cut in June at around 70%, but after the inflation 
readings adjusted and ended the week viewing the 
prospect of a June cut as little more than a coin-flip. What’s 
most interesting to us is that with the likelihood of a June 
cut falling, Fed funds futures didn’t shift the first quarter-point 
cut to July, the market pushed it all the way to September, 
implying it expects hotter readings in the coming months as 
well. Notably, while the futures market has greatly lowered 
the odds of a rate cut in June, it still expects either two or 
three 25-basis point cuts through year-end. Two or three 
cuts remains our base case as well, but we would still put 
the likelihood of a June cut at greater than 50% and above 
where the market is currently priced as the pendulum may 
have swung too far to the hawkish camp on the heels of the 
February CPI and PPI.   

Our Takeaways From Last Week’s Treasury Auctions:  The 
U.S. Treasury auctioned $39B of 10-year notes last Tuesday 
and followed that up by issuing $22B of 30-year paper the 
following day. The 10-year issue wasn’t well received as the 
dealer community took down a larger percentage of the 
offering relative to recent auctions, while indirect bidders, 
primarily foreign central banks, took down less, and the 
yield ‘slipped’ to 4.166% from a few basis points below that 
in the primary market. Conversely, the 30-year auction on 
Wednesday was very well received with dealers forced to 
inventory a much smaller percentage of the issue relative to 
recent auctions and indirect bidders aggressively bidding 
for the issue, i.e. requiring a lower yield. On balance, the 
10-year auction is evidence that market participants are 
finding no shortage of available options in which to deploy 
capital and thus require a higher yield before allocating 
to a specific issue. On the other hand, the robust demand 
from foreign central banks for the 30-year issue points to a 
lack of suitable investable options out there to allocate a 
sizable sum of capital 20+ years out on the Treasury curve. 
How this dynamic might impact the U.S. Treasury’s quarterly 
refunding announcements remains to be seen, but based 
upon recent auctions, a barbell approach might be more 
apparent with sizable issuance on both the short end and 
very long end of the Treasury curve, with perhaps less 
issuance in the belly, which could help cap how high the 
10-year yield, specifically, might rise over coming quarters.
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