
WMC00000073© 2024 Highland Associates
HighlandAssoc.com

Multi-Asset Solutions
Weekly Commentary
July 29, 2024

What We’re Watching: Key Observations:

The Eurozone Consumer Price Index (CPI) for July is released 
Wednesday with headline CPI expected to rise 2.5% year over 
year, in-line with the June reading, while core CPI is expected 
to rise 2.8% year over year during the month, which would be 
a modest deceleration from 2.9% in the prior month. 

The Federal Open Market Committee (FOMC) concludes 
its two-day July meeting on Wednesday. The Committee is 
expected leave the Fed funds rate unchanged while leaving 
the door wide open for a rate cut when it meets in mid-
September.   

July Nonfarm Payrolls are released Friday with 177.5k jobs 
expected to have been created during the month. Average 
hourly earnings are expected to rise 0.3% month over month 
and 3.7% year over year, versus 0.3% and 3.9% readings from 
June. The unemployment rate is expected to remain static 
month over month at 4.1%. 

Investors continued to reposition portfolios last week by pulling 
capital out of the information technology and communication 
services sectors and increasing exposure to value-oriented 
sectors such as financial services, health care, industrials, and 
materials, as well as small cap stocks for the third consecutive 
week.  

Expense guidance provided by Alphabet and Tesla, both 
members of the anointed Magnificent 7, rattled markets mid-
week as investors became more concerned that spending 
on artificial intelligence (AI) wouldn’t be generating a return 
anytime soon. However, investor fears could be eased in 
the coming week as Amazon, Apple, Meta Platforms, and 
Microsoft are all set to report quarterly results, and most should 
be able to communicate a more upbeat story. 

Yields on short-term U.S. Treasuries fell over the balance of 
the week as a 2-year Treasury auction was very well received 
and July inflation data (PCE) met expectations, doing little to 
alter the case for a rate cut out of the FOMC in the coming 
months. When the FOMC meets this week, it will likely prepare 
markets for a policy shift when it comes together again in 
mid-September, and Fed funds futures are pricing in a 100% 
probability of a 25-basis point rate cut at that time. 

This is more than business.
This is moving the world forward.
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Stocks: More Signs Of Rotation As Value, 
Small-Caps Continue To Outperform U.S. 
Large-Caps; ‘Mag 7’ Results Rattle Markets, 
But Could Shift From Market Headwind To 
Tailwind In The Coming Week; Japanese 
Stocks Falter As The Yen Strengthens.

What Happened Last Week:

Still Reasons To Be Constructive After Another Tough Week 
For U.S. Large Cap Stocks. Stocks. The S&P 500 fell over 
the balance of last week as capital continued to rotate 
into value-oriented sectors and small cap stocks. While the 
headline S&P 500 index ended the week lower by 0.8%, 
the equally weighted S&P 500 rose by 0.8%, evidence that 
breadth remains more encouraging when looking under 
the surface. From a technical perspective, the S&P 500 
closed below its 50-day moving average around 5,430 
last Thursday, the first time since mid-April it has done so. In 
mid-April, the S&P 500 declined another 3% before finding 
a bottom and rallying, so while the S&P 500 traded back 
above the 50-day moving average on Friday, that potential 
level of support is well worth watching as a series of closes 
below 5,435 or thereabouts could usher in a continuation 
of the selloff as trend following strategies sell into weakness. 
As of Friday’s close, over 50% of S&P 500 and Nasdaq 
Composite constituents still were trading above their 10-
day moving average and 2/3 of the S&P 500 still traded 
above their 50-day moving average, hardly evidence of a 
‘sell everything and run for the hills’ mentality dominating. 
From a sector perspective, financial services, health care, 
industrials, and materials each ended the week with 1% 
or greater gains, while consumer staples and real estate 
closed with a more modest 0.5% rise. The communication 
services, consumer discretionary, and information 
technology sectors was noticeably weak, with each of 
the three sectors finishing the week lower by 1.5% or more. 
However, much of that weakness was driven by a relatively 
small number of names with Alphabet (communication 
services) and Tesla (consumer discretionary), along with the 
semiconductor industry (information technology) acting as 
significant detractors. 

Expense Guidance Out Of ‘Mag 7’ Names Weighs, But Fears 
Could Be Eased In The Coming Week. The S&P 500 closed 

out the week lower by 0.8% as Alphabet (GOOG/GOOGL) 
and Tesla (TSLA), both members of the ‘Magnificent 7’ cohort 
of stocks, rattled markets mid-week. Both companies posted 
quarterly results that either met or exceeded expectations 
for sales and earnings, but both stocks sold off on higher-
than-expected expense guidance tied to spending on 
artificial intelligence (AI) as investors are increasingly 
skeptical that companies can reap benefits and generate a 
positive near-term return on those sizable investments. Most 
notably, Alphabet’s CEO on the post-earnings call noted 
that the risk to underinvesting in AI is greater than the risk of 
overinvesting in the technology. Statements like this give us 
confidence that there will continue to be winners tied to the 
AI theme over the near-term, but stock picking – both within 
the ‘Mag 7’ and outside of that cohort of stocks, will likely 
matter more in the coming quarters, potentially setting up a 
better backdrop for active managers in the growth space 
to outperform their benchmark after a challenging stretch 
over the past year. The Microsoft, Meta Platforms, Amazon, 
and Apple management teams likely learned a thing or two 
from the Alphabet and Tesla calls and should do a better job 
when framing spending plans when they report this week, 
which could ease lingering investor concerns surrounding 
when capital invested into AI is going to boost returns.

Small Cap Summer’ Gets A Boost From Higher GDP Print. 
Last Thursday, 2nd quarter GDP was released, and at 2.8%, 
it doubled 1.4% GDP growth from the first quarter and came 
in well-above the consensus estimate calling for growth of 
around 2.0% for the U.S. economy. The upside surprise to 
quarterly growth was welcomed by investors in small cap 
stocks as the S&P Small Cap 600 advanced 2.3% on Thursday 
and ultimately 3.5% on the week, with the index now 
outperforming the S&P 500 for the third consecutive week. 
The GDP growth figure likely shouldn’t be taken at face 
value due to the incomplete nature of the data in the initial 
reading, but directionally the stars are aligning for cyclical 
companies farther down the market cap spectrum. From 
a sector standpoint, higher relative weights to healthcare 
and financial services did the heavy lifting with each sector 
outperforming the 600 by 1% or more on the week. The 
backdrop for small caps has improved in a short period 
of time and if revenue picks up as the consensus expects, 
momentum could continue to build, particularly as inflation 
fears and monetary policy uncertainty subside. 
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Yen Rally Weighing Heavily On Japanese Stocks.  Shares of 
Japan-based exporters have come under pressure in recent 
weeks from a stronger yen and fears of waning demand for 
tech and tech-related products produced in the country. 
Japan’s Nikkei 225 Index fell 3.7% last week in U.S. dollar 
terms as the Japanese yen strengthened from 157.5¥ to 
$1 to 153.7¥ as yields on Japanese Government Bonds 
rose further and expectations built that the Bank of Japan 
(BoJ) might have to raise rates soon. Macro traders and 
trend followers took profits or outright closed longstanding 
short positions in the Japanese yen as the currency broke 
through its 100-day moving average at 155¥ to one U.S. 
dollar. Attention now turns toward the BoJ meeting this 
Wednesday with expectations that bond purchases will 
slow further after the odds of a rate hike rose to 68% from 
42% at the start of last week. The BoJ will likely raise rates 
while downplaying expectations for two or more hikes over 
the balance of this year, which should serve to limit further 
strength in the yen and allow Japanese stocks to catch their 
breath after the recent slide.

Bonds: Economic Data Provides A Tailwind 
For Lower Quality Bonds; FOMC Set To Meet 
This Week And Lay The Groundwork For A 
September Rate Cut.

GDP, Inflation Data Provide A Boost For Shorter-Term And 
Lower Quality Bonds. Core Personal Consumer Expenditure 
(PCE), the FOMC’s preferred inflation measure, rose by 2.5% 
year-over-year in July, in-line with the consensus estimate 
and furthering the case for a cut to the Fed funds rate in the 
coming months. While the lower PCE reading didn’t exactly 
meet the consensus forecast of 2.4%, it was still received well 
by stock and bond investors and the Bloomberg Aggregate 
Bond index finished the week with a modest 0.2% gain. 
Riskier, higher yielding corporate bonds and emerging 
market debt also gained ground last week as recent U.S. 
economic data has removed some of the final hurdles to 
less restrictive monetary policy. The Bloomberg High Yield 
Index gained 0.3% and the Bloomberg Emerging Markets 
Bond index rose 0.2% on the week. Improvement to inflation 
and the recent upside surprise in GDP growth for Q2 leave 
the case for riskier fixed income in good standing as higher 
yields continue to attract capital especially as yields on 
cash appear poised to drift lower over the next 6-12 months.

FOMC Unlikely To Move This Week, But Should Pave The 
Way For A September Cut. On the heels of last week’s PCE 
release, the Federal Open Market Committee (FOMC) 
concludes its regularly scheduled two-day meeting on 
Wednesday. The Committee is expected to leave the 
Fed funds rate unchanged while leaving the door ajar 
for a rate cut in September. Fed funds futures place the 
likelihood of a rate cut this week at just 4.5% but view a 
cut in September as a slam dunk, with a 109% probability, 
implying there is some chance that any September cut 
will be greater than 25-basis points. Given the FOMC’s 
desire to avoid surprising markets, we suspect the 
Committee will telegraph that a rate cut is increasingly 
likely in September, while also restating that any shift in 
policy remains dependent upon upcoming inflation prints 
continuing to cool and moving in a sustainable fashion 
toward the FOMC’s 2% target. 

2-Year Treasury Auction Results Point To Strong Demand For 
Short-Term Government Debt. The U.S. Treasury auctioned
off $69B of 2-year notes last Tuesday and the issue was well
received with especially strong demand out of foreign
central banks which took down 76% of the issue vs. the
ten-auction average of 63%. Demand from direct bidders
(pension plans, insurance cos.) was a bit weaker at 14% vs.
21% average, but the dealer community only received 9%
of the issue, well below the 16% average. Short-term U.S.
Treasury yields fell throughout the balance of the week
and the 2-year yield closed at 4.36%, down from 4.50%,
and with the 10-year closing at 4.20%, down 5 basis points
on the week, the yield spread between the two bonds
closed at its lowest level since January. The narrowing
spread between 2s and 10s leaves the Treasury market on
the cusp of an upward sloping yield curve after one of
the longest inversions on record. Historically, a dis-inversion
of the yield curve is an ominous signal that could bring
near-term volatility to both the stock and bond markets
but with a resilient U.S. economy and the FOMC likely to
begin easing monetary policy in the coming months, we
don’t believe it has the same predictive power as it has
historically.
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