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Quarter-In-Review — It was a mixed quarter for financial
assets, with optimism about tech and Al driving some
sectors, while poor earnings performance, election
uncertainty, and sheer apathy weighing on other segments.
Once again, the S&P 500 stands out as the best major index
around the world. But even here you don’t have to look
too far below the surface to find a far more nuanced picture.
Mega-cap tech stocks shone, and NVIDIA on its own
contributed to almost half the index return for the quarter.
For the full year just six stocks (MSFT, NVDA, AAPL,
GOOGL, AMZN, META) have made up 62% of the
index's return. But the chart below shows the percentage
of stocks in the S&P 500 that have outperformed the index
each year going back to 1973. This measure is at the lowest
level ever!! It’s a similar story looking beyond the S&P
500 index. Small-cap U.S. stocks lost -3.3% in the second
quarter while real estate stocks dipped -1.9%. The
developed market EAFE index lost -0.2% after a relatively
good first quarter. Election uncertainty in France played a
large part in this result.

The table above also highlights that longer-term interest
rates drifted higher in the second quarter despite a modest
dip in core inflation. Intermediate-term Treasury bonds
lost -0.2% in Q2, bringing the YTD loss to -1.5%, while
longer-term government bonds lost -2.0% (-5.6% YTD).
Within the government bond universe, only bonds with
maturities of less than 2 years gained ground (+0.8% for
the quarter, +1.1% YTD).

Needless to say, any diversified investor was left frustrated
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Market Benchmarks

Market Indices 2Q24 YTD 3-Yr An
Global Equities +2.5% +10.5% +5.1%
S&P 500 Index +4.3% +15.2% +9.9%
Russell 2000 -3.3% +1.6% -2.7%
Int'l Index (EAFE) -0.2% +5.8% +3.0%
Emerging Mkts +5.2% +7.2% -3.9%
Other Indicators 6/30/24  3/31/24 12/31/23
Fed Funds Rate 525%55% 5.25%55%  5.25%-5.5%
2-Year Treasury 4.73% 4.62% 4.25%
10-Year Treasury 4.35% 4.20% 3.88%
S&P 500 P/E Ratio* 21.0 21.0 19.5
Crude Oil $81.35 $82.99 $71.31
Core Inflation 2.6% 2.8% 3.2%

*Forward 12-month operating earnings per S&P

drive the markets in the second half of the year, the most
important factor will remain the direction of the global
economy. Certainly, elections can matter over the secular
horizon, and the upcoming vote in the U.S. seems
particularly important (more below), but at the end of the
day it is hard to escape the fact that the economy drives
earnings, and earnings drive stock prices.

A number of pundits have achieved brief media attention
over the last two years claiming a recession was just around
the corner. The typical reasoning was that higher interest
rates would do what they normally do — trigger a recession.
This cycle has been different, though, and the U.S.
economy has proved surprisingly resilient to the Fed’s
monetary medicine. There are a number of reasons, most
of which we’ve touched on in prior letters. Briefly, fiscal
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services  sector
contraction  in
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seen since the COVID crisis.
It’s historically unusual for
service activity to contract in
the U.S., after all,
consumption seems to be a
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years when activity briefly
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worth watching.
Furthermore, the ever-resilient labor market is certainly
slowing, and the trend in the unemployment rate is one of
the few reliable predictors of recession, at least historically.
There’s even a rule for it — the Sahm Rule, named after the
former Fed economist Claudia Sahm. This rule stipulates
that a recession is headed our way when the three-month
average of the unemployment rate rises by 0.5% or more
relative to the lowest level over the last twelve months.
Proponents of this indicator argue that rising
unemployment can feed on itself as job losses lead to lower
consumption, which feeds back into more job losses. The
chart below shows this measure over time, and after the
July 5™ payrolls report, we are only 0.1% from hitting the
required level (0.4% versus a threshold of 0.5%). Of
course, every indicator works until it doesn’t, but it is
another data point worth watching.

We should point out that few economists are making a
recession call today.  The post-COVID world is
undoubtedly different, and there are still strong tailwinds
for the U.S. economy. Personal income growth remains
solid and household balance sheets are in fine shape, as are
corporate finances. But activity is softening around the
edges and the global economy is more vulnerable to an
outside shock than before.

Inflation — The Goal Is In Sight — A few months ago many
would have argued that the most likely shock would come
from a resumption of inflation triggering the need for even
higher policy rates. The odds of this scenario seem to be
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Canada to cut rates in June.
The Bank of England is
expected to cut in August.
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Will moderating price
pressures in the U.S. also lead
toward an easing cycle?
There’s a lot of skepticism
about this scenario amongst
analysts, and we are certainly
sympathetic to this view.
However, we shouldn’t lose
sight of the fact that real
interest rates (after adjusting
for inflation) are historically
high today. As you can see from the chart at the bottom of
the next page, the real Fed Funds rate is as high as it’s been
in seventeen years. The Fed has been vocal about the fact
they are sensitive to this situation and that the problems in
the commercial real estate market are a possible early
warning sign of too tight a policy setting. Of course, there
is another school of thought that real rates before 2000
were consistently running between 4% and 5% and that in
the post-COVID world, we need to get back to similar
levels. But we suspect the Fed is going to err on the side
of caution. If the unemployment rate continues to tick
higher we think the Fed will use that as an excuse to cut a
couple of times this year, possibly in September and
November. Then they are likely to wait to see what the
legislative fallout from the November election proves to
be.

Election Wildcards Around the World — If there’s a
surprise in the second half it will probably be political. The
U.K. just concluded a snap election that saw a change of
power, while France went through two rounds of voting
after a shock result in the European Parliamentarian
elections. Earlier in the quarter both Mexico and India held
national referendums. While each election garnered
justifiable attention in its own right, only the French
election triggered a meaningful market reaction. The
surprising resurgence of the Far Right unnerved the French
bond market for a period of time, leading to lower prices
and higher yields.

Of course, for those of us in

diminishing, though. Take
the so-called ‘supercore’
inflation number which
looks solely at inflation in
the services sector.  This
indicator is back down to the
Fed’s goal of 2% (see chart
at the top of the next page).
It is a similar story in many
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Unemployment rises fast once it passes a threshold - which it hasn't reached

the U.S. this is all but a
prelude before November.
Recently, the odds of a

H _as, | Trump  victory in the
-30 | upcoming U.S. election have

-25 | risen sharply following
President Biden's  weak

performance during the first
presidential debate. The odds
of a Republican sweep in
November have risen, but it
is too soon to bet on such an
outcome given the chances of
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did nothing but go down,

Congress will be able to do  t———————o
after inauguration day, regardless of who wins. Even a
clean sweep for one party does not guarantee a productive
legislative agenda. In recent history, Congress has been
particularly unproductive, and it would take a brave person
to argue that we are going to see a flood of new legislation
in 2025.

Two main economic issues loom large for investors.
Former president Trump has promised a 10% across-the-
board tariff if he returns to the White House, and he would
pull out all the stops to extend the Tax Cuts and Jobs Act
of 2017. A Democratic administration may differ in the
details, but broadly speaking, they probably favor
aggressive trade policy and an extension of the tax cuts as
well. Both topics could be market-moving. Goldman
Sachs estimates that Trump’s 10% tariff would, if it
provoked retaliation by America’s trading partners, add
1.1% to American inflation while marginally reducing
growth. Euro-area output could fall by 1%. It’s a similar
story, at least as it concerns inflation, if annual deficits
continue to run at $1.5 trillion a year or more. Higher
inflation would force the Fed to raise interest rates—
putting them on a collision course with former president
Trump and other populist politicians. This scenario isn’t
our base case for the next two to three years, but it is
something worth watching.

What Are Bonds For? — 1t’s certainly been a trying few
years for bond investors. They suffered through losses in
2021 and 2022 and saw only a modest recovery in 2023.
So far this year they are probably sitting on losses once
again. While the inflation spike in 2022 was the immediate

and returns over this period were in the double digits.
Money flooded into fixed income. But by late 2020 there
was no value left in government bonds with yields so low,
and almost any future scenario was going to lead to losses.
Today, the valuation picture has fundamentally changed.
You can once again earn income in fixed income, and while
we wouldn’t claim bonds are cheap at today’s levels, they
do provide two important roles for some investors:

- Income. Cash yields over 5% today, and bonds with a
maturity of two years pay roughly 4.6%. Muni yields
are also very attractive for investors in a high tax
bracket.

- Recession hedge. No one knows what the future holds.
We have noted above some economic indicators that
are starting to flash yellow, but other indicators remain
firmly in growth territory. But one thing we know with
a high degree of certainty is that the economic cycle
has not been consigned to the ‘ash heap of history.’
There will be another recession at some point in the
future. Recessions are usually deflationary. A
deflationary recession would mean higher quality bond
yields would fall and prices would increase.

This last point is important for investors who want to hold
diversified portfolios. What’s going to zig when the rest of
your portfolio zags? While this seems like a quaint
question to ask when Al stocks are adding the equivalent
of France’s GDP to their market cap each week, we
subconsciously know that trees don’t grow to the sky.
We’d argue that stocks will do what stocks typically do in
a recessionary scenario, go down (historically it has been

cause of the bond bear

about -30% or so). We don’t

market, the fact that starting
yields in late 2020 were so
low was the precondition for
subsequent returns. We
shouldn’t forget that the yield
on the 10-year Treasury hit a
low of roughly 0.5% in late
July 2020!!

One feature of human
psychology is that we all tend
to be trend followers. There

As Inflation Falls, Real Rates Rise
The real fed funds rate is its highest since 2007, after 2022's all-time low
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think this is imminent, but a
portfolio with a time horizon
beyond the next twelve to
eighteen = months  would
probably benefit from some
fixed-income exposure.

As we did last quarter, we’d
still argue the front part of the
yield curve remains the most
attractive. Look at the table at
the top of the next page. You
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Finally, a quick word on market
abidt  Lans e corrections.  Simply put — we

should expect them. As of July
403% |-620% | 30 | ond the S&P 500 has not

extending maturities to benefit
more from falling rates, we think this move is still
premature. We’d subjectively assign less than a 1 in 3
chance of a recession starting before year-end. And
depending on how the election unfolds and what policy
path is chosen, inflation could still hurt long-maturity
bonds.

Can a Lopsided Stock Market Get More So? — We noted
at the beginning of the letter that the returns for the U.S.
equity market have really been driven by a small handful
of companies that are a play on the Al theme. The average

experienced a single-day
correction of over 2% in 351 days. You have to go back to
February 2018 to find a similar period of calm, and before
that 2007. The table at the bottom of the page shows S&P
returns going back to 1976 and intra-year drawdowns. The
average correction over this period is -16% (and the data is
very similar if you go back to 1928). We are still in the
camp that stocks will beat bonds as long as economic and
earnings growth persists, but this view would not preclude
a 5% to 15% correction in the second half of this year.

Final Thoughts —The second half of this year is shaping

stock in the S&P 500 is up just +5% this year while the
index is up over +15%. Can this continue? You’ll read
firm views on either side of the argument, but we don’t

up to be one of big crosscurrents. Obviously, the election
in the U.S. is on many people's minds, and there are a
number of scenarios that could play out going into
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ith much certainty. Can the .
with h cert Can th S&P 500 Annual Returns and Intravear
. will be the legislative agenda
Al trend lead to once-in-a- Drawdowns: 1976 to 2023 that emerges after
generatlo.n. gI‘OWt.h Year Return |Drawdown Year Return |Drawdown inauguration day.
opportunities and geometric 1976 238% | 84% 2000 90% | 172% Furthermore. there are some
earnings growth? It certainly 1977 70% | -156% 2001 119% | -207% hi > .
. = = ints of economic softening,
could. But are investors 1978 6.5% -136% 2002 -220% | -338% . .
overpaying for what’s likely 1979 18.5% 10.2% 2003 28.4% 14.1% and while we think the odds
. 1980 31.7% A7.1% 2004 10.7% -82% favor continued growth, we
to be an underwhelming 1981 -4.7% -18.4% 2005 4.8% -7.2% have to be attuned to trends in
earnings stream (at least 1982 204% | -166% 2006 15.6% 7.7% . fivit d
relative to expectations)? 1983 | 223% | 69% 2007 55% | -10.1% service actvity an
This is undoubtedly going to 1984 62% | 127% 2008 | -366% | -488% employment going forward.
b ¢ th y dividual 1985 31.2% -7.7% 2009 25.9% -27.6% Finally, the equity market has
¢ ftrue a ¢ Individua 1986 18.5% 94% 2010 148% | -160% been a one-way bet for some
company level. But trying to 1987 5.8% -33.5% 2011 21% -19.4% ¥ ally in the t
time the transition from the 1088 16.5% 7.6% 2012 159% 9.9% Ime now, especially mn the top
f to the latt L. 1989 315% -7.6% 2013 32.2% 5.8% market cap names. While we
omer 0 'e a GI" Scenario 1s 1990 -3.1% -19.9% 2014 13.5% -7.4% wouldn’t be so bold as to bet
neigh on impossible. Our 1991 30.2% 5.7% 2015 1.4% 12.4% asainst the trend. we do think
recommendation and 1992 7.5% 62% 2016 11.8% | -105% 'tg' dont ¢ ’ 1 in ret
. .. . = ~ . it is prudent to pull in return
OrthhO ositionin is to 1993 10.0% -5.0% 2017 21.6% -2.8% )
ﬁ 1d P £ th & h 1994 1.3% -8.9% 2018 42% | -198% expectations for the second
0 some o € grow 1995 37.2% -2.5% 2019 31.2% -6.8% half Of the year and prepare
segments of the market that 1996 227% -7.6% 2020 180% | -33.9% mentally for a correction
1 1997 33.1% -10.8% 2021 28.5% -5.2% y '
are benefiting from the Al
phenomena while at the same 1998 28.3% -19.3% 2022 -18.0% -25.4% Charles Blankley, CFA
. . cpe 1999 209% | -121% 2023 261% | -10.3% ;
time diversifying into cheaper e e ) | Chief Investment Officer

Index and fund data sourced from Bloomberg unless otherwise noted. The material presented (including all charts, graphs, and statistics) is based on current public information that we consider reliable, but
we do not represent it is accurate or complete, and it should not be relied on as such. The material is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer
or solicitation would be illegal. It does not constitute a personal recommendation or take into account the particular investment objective, financial situations, or needs of individual clients. Clients should
consider whether any advice or recommendation in this material is suitable for their particular circumstances and, if appropriate, seek professional advice, including tax advice. The price and value of
investments referred to in this material and the income from them may fluctuate. Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital may
occur. Fluctuations in exchange rates could have adverse effects on the value or prices of, or income derive from, certain investments. No part of this material may be (i) copied, photocopied, or duplicated in
any form by any means or (ii) redistributed without the prior written consent of Gemmer Asset Management LLC (GAM). Any mutual fund performance presented in this material are used to illustrate
opportunities within a diversified portfolio and do not represent the only mutual funds used in actual client portfolios. If you would like a complete list of mutual funds used in an actual client portfolio, please
contact our office. Any allocation models or statistics in this material are subject to change. GAM may change the funds utilized and/or the percentage weightings due to various circumstances. Please contact
GAM, your advisor or financial representative for current information on allocation, account minimums and fees. Any major market indexes that are presented are unmanaged indexes or index-based mutual
funds commonly used to measure the performance of the US and global stock/bond markets. These indexes have not necessarily been selected to represent an appropriate benchmark for the investment or
model portfolio performance, but rather is disclosed to allow for comparison to that of well known, widely recognized indexes. The volatility of all indexes may be materially different from that of client
portfolios. This material is presented for informational purposes. If you would like a complete listing of previous and current recommendations, please contact our office.
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