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A What We're Watching:

A August US. Retail Sales are released Tuesday and are
projected to be flat month over month, a potentially sharp
drop from a 1.0% month over month rise in July. Retail sales
will be closely monitored as a reading on the wilingness
and/or ability of the U.S. consumer fo spend after concerns
surrounding discretionary spending have mounted over the
past month.

The Federal Open Market Committee (FOMC) concludes its
two-day meeting on Wednesday. A cut to the Fed funds rate
is all but assured, but the magnitude of any move remains
uncertain in the eyes of market participants and the futures
market views the decision between a 25-basis point and a
50-basis point cut as a coin-flip.

The Conference Board will publish its index of Leading
Economic Indicafors (LEls) for August Thursday with the
consensus estimate expecting a drop of 0.25%, which would
be an improvement over the -0.6% reading in July.

A Key Observations:

A Risk appetite returned with US. stocks of all market
caps and corporate bonds rallying over the balance of
the week. Insfitutional investors and those in charge of
corporate buyback programs returned from vacations
and appeared eager to put cash to work after the selloff
in riskier assets that took place during the Labor Day-
shortened week.
Information technology stocks, specifically
semiconductors, stfaged an impressive comeback after
falling sharply the prior week, providing a much-needed
boost for investor sentiment as a notoriously challenging
seasonal stretch for stocks remains in place info mid-
October. Economically sensitive sectors such as energy
and financial services were sources of funds as capital
rotated back into the ‘Magnificent 7' with six of the seven
members of this anointed group rallying 4% or more on the

week.

Yields on U.S. Treasury bonds across the maturity spectrum
ended the week lower by 5- to 10-basis points as investors
shrugged off a ‘warm’ August inflation reading, and strong
10- and 30-year Treasury auction results put downward
pressure on yields. The 3.65% level for the 10-year Treasury
yield remains as a key support level, in our view, and
given our view that the U.S. economy is normalizing, not
cracking, a bounce in yields on long-term Treasuries could
materialize in the near-term with 3.85%-3.90% a reasonable
upside target for the 10-year yield.
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What Happened Last Week:

A Stocks: The ‘Magnificent 7, Mega-Cap
Technology Leads The Charge In A Bounce
Back Week For U.S. Stocks; The Corporate
Buyback Window Closing Could Act As
A Near-Term Headwind; Economically
Sensitive Sectors Are Sources Of Funds As
Capital Rotates Back Into ‘Growth.’

A A Bounce Back Week For The Technology Sector With
Semiconductors Leading The Way. Many of the fop names
in the information fechnology sector found their foofing
last week after faltering the prior week, propelling the
sector to a 7.3% gain. The closely watched Philadelphia
Semiconductor Index staged an impressive 10% rally after
faling over 12% the week before, easily outpacing the
S&P 500's more than respectable 4% weekly gain. The
bulk of those returns came in the back half of the week
as Nvidia's CEO Jensen Huang commented that customers
appeared “tense’’ when it came to being able to acquire
the company’s chips and software given the outsized
demand the semiconductor behemoth is seeing. These
remarks threw cold water on the narrative that spending on
semiconductors and other companies tied to the artificial
infelligence (Al) and data-center ecosystem was set to
slow materially in the coming quarters. Huang's comments
coincided with a ‘warmer’ August core CPl print on
Wednesday, but the CPI reading was quickly dismissed as
noise and litftle more than a rounding error, causing only
a short-lived market hiccup. Institutional investors largely
absent during the Labor Day shortened week appeared
eager fo jump back info mega-cap technology names
frading at discounted prices after the prior week's low
volume selloff. Investors may be well served to fread lightly
in higher beta areas such as semiconductors in the coming
weeks to blunt the potential negative impacts of seasonal
headwinds, but the Al and data center buildout themes
remain alive and quite well, in our view, and investors
maintaining allocations in these secular growth areas
in the coming years should be rewarded for doing so. In
the near-term, one dynamic worth watching that could
impact stock prices is the closing of the buyback window
for corporations in the lead-up to quarterly earnings season
kicking off in three weeks. After the prior week’s sharp selloff
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in growthier pockets of the market, we suspect corporations
repurchasing their own shares at discounted prices provided
a market tailwind last week, but that support will be removed
in the coming weeks and this source of demand for stocks
may not refurn until the back-half of October as earnings
seqason is wrapping up.

Energy, Financial Services Underperform As Capital
Rotates Back Into ‘Growth.’ Seesaw price action continued
last week as capital rotated out of cyclical sectors such
as energy and financial services and back intfo secular
growth names in the communication services, consumer
discrefionary, and information technology sectors. Energy
and financial services, both cyclical sectors, both lagged the
S&P 500 meaningfully on the week with financials rising 0.4%
and energy falling 0.7%. Money center banks experienced
price declines mid-week as heavyweights J.P. Morgan
and Goldman Sachs came under selling pressure amid
less encouraging remarks made by executives from both
companies at conferences last week on the outlook for net
interest margins (NIM) and the prospect for an acceleration
in capitalmarkets and frading activity in the coming quarters.
Also of note, Ally Financial reported an uptick in auto loan
delinquencies and net charge-offs, prompting concerns
that otherlenders in the consumer finance area could be at
significant risk should economic growth slow even modestly.
For now, credit quality concerns appear company-specific
but merit wafching info earnings season to ensure any
pockets of weakness remain contained. For the energy
sector, China's weak economy continues to put downward
pressure on oil prices, with West Texas Intermediate (WTI)
crude oil tfrading as low as $65.75 per barrel in the middle
of last week before rallying to end the week at $69.24. The
S&P 500 energy sector has only managed fo eke out a 1.8%
year-to-date price return, well below the S&P 500’s 17.9%
gain and is now one of the cheapest segments in the S&P
500 with a price-to-earnings ratio of just 12.3 fimes. However,
buying economically sensitive stocks based on ‘cheap’
valuations and in the absence of positive fundamental
catalysts increases the likelihood you're buying a value trap
as opposed to frue value. With energy inventories elevated
and China's economy showing few signs of reaccelerating
in the near-term, potential drivers of a rally in crude oil and
the S&P 500 energy sector are less easily identifiable, leaving
us with the opinion that energy stocks may be more trap
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than value over the near-term.

Bonds: Treasury Yields End The Week Lower
Investors Shrug Off ‘Warm’ Inflation Data
With Strong Demand For 10- and 30-Year
Auctions Evident; FOMC Set To Cut Rates
This Week, But The Messaging May Be More
Meaningful For Markets Than The Magnitude
Of The Move.

Few Signs Of A Drop Off In Demand Despite Lower Treasury
Yields. Bond market participants benefited from volatility
early last week as demand for Treasuries rose in the lead-
up to CPI mid-week. This was a welcome coincidence for
the U.S. Treasury which was scheduled to auction off both
shorter-term and longer maturity bonds during the week.
Our attention was fixed on the 10- and 30-year Treasury
auctions given the prospect of significantly weaker
demand on the back of falling yields on the long end of
the yield curve in recent months. Instead, both auctions
were well-bid with the 30-year auction posting a bid-fo-
cover ratfio (a higher number indicates greater demand)
of 2.38, modestly above the ten-auction average of 2.31
with indirect bidders, primarily foreign central banks, more
active than expected. The midweek 10-year auction
posted an even higher 2.64 bid-to-cover, underscoring
just how strong demand for infermediate and longer-term
paper continues to be despite the sharp decline in inferest
rates. Market participants have appeared willing, if not
eager to venture info longer maturity bonds in advance
of the start of a Fed easing cycle beginning this week,
but as fears of an economic slowdown prove unfounded,
Treasury vyields could bounce from current levels. The
Bloomberg Aggregate Bond index ended the week with
a 0.5% gain and is now higher by 4.9% year-to-date, but
given our view that economic growth is normalizing, not
collapsing, we see Treasuries, broadly speaking, as a clip-
your-coupon asset class, at best, over the coming months.

FOMC Meeting Preview: All About The Messaging. With
the Federal Open Market Committee (FOMC) all but
certain tfo cut the Fed funds rate when it meets this
week, market participants have been placing their bets
in recent weeks as to whether the Committee will initially
cut by a measured and largely symbolic 25-basis points,
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or if it could potentially make a more impactful, albeit
potfentially problematic from an optics and messaging
perspective, 50-basis point move. A 25-basis point cut is
undoubtedly easier to defend and wouldn't likely rattle
markets as investors tend to prefer gradual to sudden
when it comes to monetary policy adjustments. However,
a quarter-point cut wouldn't do much to halt the cooling
labor market, which could deteriorate further between
now and the FOMC's next meetfing in mid-November with
the Committee unable to do much about it, potentially
requiring a more aggressive policy adjustment seven
weeks hence. By its own admission, the FOMC doesn’t
seek further deterioration in the labor market to ease
inflationary pressures, and a 50-basis point rate cut would
send a strong message to corporations and market
participants that the Fed has shifted its focus from the
price stability (inflation) component of its dual mandate
to the full employment component, which could boost
corporate confidence and potfentially spur an uptick
in hiring in the coming months. However, one counter
argument fo a larger rate cut could be that the market's
intferpretation of such a move would be that the FOMC is
increasingly behind the curve and should have cut when
it met in late July, and/or that the economy and labor
market are slowing/deteriorating more rapidly than had
been previously appreciated by Committee members
and market participants. How the market infterprets
this week’s policy shift will likely rest on the shoulders of
Chair Jerome Powell and his ability fo communicate the
rafionale for the move and allay fears or concerns that
the FOMC has lost credibility by not acting sooner to make
monetary policy less restrictive.

August Inflation Mostly In-Line, But ‘Warm’ Core CPl Makes
The Case For A 50-Basis Point Cut This Week Tougher
To Make. Consumer Price Index (CPI) for August was
released last Wednesday with the headline reading rising
0.2% month over month and 2.5% year over year, while
core CPl rose 0.3% month over month, after rounding up
from 0.28%, and 3.2% year over year. Headline readings
were in-line with consensus estimates, but the headline
grabber was month over month core coming in ‘warm’
versus the consensus estimate. The modestly higher than
expected core CPlreading initially led Fed funds futures to
lower the likelihood of a 50-basis point cut to the Fed funds
rate when the FOMC meets this week to around 15% from
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33% the day prior. The probability of a half-point cut was
viewed as a coin-flip on Friday as at least one vocal former
FOMC member voiced his support for a more sizable cut. While
less likely now than it was in the lead-up to the CPI release,
in our view, a more sizable and impactful half-point cut sfill
can't be ruled out entirely. Committee members focused on
the cooling labor market could make the case fo move more
aggressively now given the seven-week gap between FOMC
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meetings and any additional deterioration in the labor
market between now and then could lead to even
more drastic measures. Our base case continues fo call
for a 25-basis point cut this week, followed by additional
quarter-point rate cuts in November and December.
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