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I've said many times that there will be surprises, both positive and
negative, on the journey to lower interest rates and economic
re-acceleration globally. And last week’s news brought us a bit of both. On
the bright side, US industrial production rose more than expected, and UK
stocks showed strength in the face of some sticky inflation. However, new
projections showed that the US deficit is expected to increase sharply,
and rising crude oil prices could have an impact on goods inflation.

1. Mixed data on the US economy raises questions about the Federal
Reserve.

The US continues to get mixed economic data. US retail sales in May were
far weaker than expected, especially ex-autos,' and housing starts fell to a
four-year low.? However, industrial production rose 0.9% in May, which
was better than expected,® and flash US Purchasing Managers’ Index (PMI)
readings for June were better than expected. Composite PMI was at a
26-month high, and S&P noted an improvement in business confidence,
especially in the services sector.*

This mixed data comes on top of previous signs that the US is
experiencing a “two-speed” economy, with lower income households
under significant pressure. And so we're watching a delicate balancing
act: The Federal Reserve (Fed) wants the US economy to slow enough to
warrant rate cuts - but not slow so much that it goes into recession. With
that goal in mind, weak retail sales data was bad news for the economy
but good news for markets; strong PMIs were the opposite. We will want
to follow the evolving data closely to see if the economy is running too
hot for the Fed to be comfortable cutting in the third quarter.

2. UK stocks show strength as the July 4 election looms

Last week UK stocks were standout performers, with the MSCI UK Index
gaining 1%.° That happened even though the inflation print early in the
week showed services inflation to be stickier than expected. And it
happened even though the Bank of England decided to sit on its hands
and not cut rates at its June meeting.

So what was behind the performance of UK equities? There are a variety
of drivers. Idiosyncratic stories about private equity deals helped lift
financials last week. In addition, consumer confidence has improved. But
it seems the key driver is that UK stocks are reacting to the political
certainty leading up to elections on July 4.

Polls are showing a strong preference for Labour. Some might think that
would cause a negative reaction by markets, but that hasn't happened.
Why not? | think markets are ready for a leadership change after many
years under the Tories. There is the potential for improved trade relations
with the European Union under a new government. Also, it's no longer
Jeremy Corbyn’s Labour party; this party is now led by Keir Starmer, who
seems to be more of a pragmatic centrist. Nostalgic voters who are



hoping for a return to the Tony Blair years might be disappointed since
the UK faces some very significant challenges. However, | believe UK risk
assets should benefit from gradual rate cuts, which | think will start in
August.

3. More signs of central bank divergence emerged during June’s
meetings

It was not only the Bank of England that decided to sit on its hands last
week. The Reserve Bank of Australia (RBA) also decided to keep rates at
current levels. The RBA said they think it will take some time before
inflation gets sustainably within the target range, so this central bank
might be the laggard among major Western developed central banks.

At the forefront has been the Swiss National Bank (SNB), which led the
pack by cutting in March. Last week it decided to cut rates again. The SNB
cited several reasons for the cut — a decline in inflationary pressures
(inflation in Switzerland was down to 1.4% in May)®, a strong Swiss franc,
and an increase in global uncertainty.

As | said last week, it's clear central banks are reacting to their specific
economic conditions in the timing of their rate cuts. Western central
banks are all moving in the same direction, but | anticipate the next few
months will likely be a time of significant divergence.

4. US spending drives a spike in federal deficit projections

Last week, the US Congressional Budget Office (CBO) released new
projections showing that the federal deficit is expected to be $1.9 trillion,
or 6.7% of gross domestic product, in the current 2024 fiscal year that
ends this September.” What's surprising is that projection is more than
$400 billion higher than the last projection we got from the CBO back in
February. For context, the deficit shrank to 5.4% of GDP in 2022, but has
widened over the last two years, even as the real economy has been solid
and the unemployment rate has been low.®

| see this as a cause for concern because the US is no longer in a crisis
and should not need to be doing this level of deficit spending. Servicing
the debt is the biggest issue for me. Net interest expense in fiscal year
2024 is expected to be $892 billion, eclipsing defense spending of $849
billion.® Obviously the higher the rates, the bigger the expense on that
debt. I'm hoping the Fed begins to cut rates soon to give a little breathing
room to the federal budget. As some historians have pointed out, when a
great nation’s spending to service its debt exceeds the amount it spends
on defense, it usually doesn’t stay great for long.

In recent years, we've seen gold evolve as the “safe haven” asset class of
choice - likely because of concerns over US fiscal sustainability - and |
suspect this trend will continue. | would anticipate more pronounced
“bond vigilantism” in the face of these projections, with investors selling
bonds (or threatening to sell them) as a protest of sorts against this level
of spending.

It's worth noting that the Committee for a Responsible Federal Budget will
be tracking the presidential candidates’ campaign pledges to assess how
they will impact the federal deficit. This could be a fool's errand given the
many random campaign promises that may be made in the spur of the
moment, but trying to do so is a noble cause when fiscal sustainability is a
significant question.



5. Eurozone inflation not too concerning

The flash reading of euro area inflation showed it rose 2.6% year-over-year
in May, up from 2.4% in April.”© This wasn't just headline inflation; core
inflation was 2.9% year-over-year in May, up from 2.7% in April."® Services
inflation experienced a surprisingly significant increase.

But it seems there is at least one driver that is temporary: One particular
headline-grabbing concert tour has contributed to services inflation in
places such as Spain and Portugal, which saw package trips and
accommodation services inflation rise very significantly." By the way, this
would not be the first time economists have posited that this tour has had
an economic impact; you may recall that it was attributed with helping to
boost the US economy last summer.

6. Crude oil prices have been on therise

West Texas Intermediate crude oil briefly rose to $81 per barrel last week
before settling slightly lower.” The recent flare-up in tensions in the
Middle East - especially Houthi attacks on ships in the Red Sea - has likely
been a driver, as have been falling inventories. | don't expect any dramatic
increase in oil prices but we certainly want to watch this closely.

Looking ahead

There's a lot of “Fedspeak” on the docket for this week, but it will be fairly
irrelevant in comparison to the single most important gauge of inflation for
the Fed - the US Personal Consumption Expenditures (PCE) Price Index,
which comes out on Friday. Core PCE is expected to be down to about
2.6% year-over-year, which | believe will help the Fed feel confident about
starting to cut rates by the end of the third quarter. Similarly, we will be
waiting on inflation data in Canada - this will help dictate if the Bank of
Canada cuts rates again in July. | expect it will.

We will also be focused on the Chinese economy. Last week we got China
retail sales results that were better than expected, indicating a more
resilient consumer. At the end of the week, we will get China PMIs, which
hopefully will provide more positive data on the state of the Chinese
economy.

| expect there will be surprises, both positive and negative, on this journey
to lower rates and economic re-acceleration globally. But | anticipate this
journey will present multiple opportunities for investors, especially in
undervalued, underappreciated areas of markets. Revisit our midyear
investment outlook to read more about those anticipated opportunities.



Dates to watch

Date Event What it tells us
Jun?24  Germany Business Measures the expectations of
Expectations businesses in Germany for the next
six months
Bank of Canada Governor Gives further insight into the Central
Macklem speaks bank’s decision-making process
Jun25  Canada Consumer Price Index Tracks the path of inflation
S&P Case Shiller US Home Measures prices in the residential
Price Index housing market
Jun26  US New Home Sales Indicates the health of the housing
market
Japan retail sales Indicates the health of the retail sector
Jun27  Bank of England Financial Discusses the stability of the UK
Stability Report financial system and efforts to remove
or reduce risks
Eurozone Consumer Tracks sentiment among Eurozone
Confidence consumers
US Gross Domestic Product Measures a region’s economic activity
Bank of Mexico Monetary Reveals the latest decision on the
Policy Decision path of interest rates
US Durable Goods Orders Measures current industrial activity
Jun 28 UK Gross Domestic Product Measures a region’s economic activity
Germany Retail Sales Indicates the health of the retail sector
UK Business Investments Tracks the value of capital
expenditure made by companies in
the private sector
France Consumer Price Index  Tracks the path of inflation
US Personal Consumption Tracks the path of inflation
Expenditures Price Index
Michigan Consumer Inflation  Assesses US consumers’ expectations
Expectations for the path of inflation
Jun29  China Purchasing Managers’”  Gauge business conditions within the
Indexes manufacturing and service sectors
Notes
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Important information
Allinvesting involves risk, including the risk of loss.
Past performance does not guarantee future results.

This does not constitute a recommendation of any investment strategy or product for a particular investor.
Investors should consult a financial professional before making any investment decisions.

In general, stock values fluctuate, sometimes widely, in response to activities specific to the company as
well as general market, economic and political conditions.

The risks of investing in securities of foreign issuers, including emerging market issuers, can include
fluctuations in foreign currencies, political and economic instability, and foreign taxation issues.

A value style of investing is subject to the risk that the valuations never improve or that the returns will trail
other styles of investing or the overall stock markets.

Personal Consumption Expenditures (PCE), or the PCE Index, measures price changes in consumer goods
and services. Expenditures included in the index are actual US household expenditures. Core PCE excludes
food and energy prices.

Purchasing Managers’ Indexes (PMI) are based on monthly surveys of companies worldwide and gauge
business conditions within the manufacturing and services sectors.

The MSCI United Kingdom Index is designed to measure the performance of the large- and mid-cap
segments of the UK market.

Gross domestic product is a broad indicator of a region’s economic activity, measuring the monetary value
of all the finished goods and services produced in that region over a specified period of time.

Safe havens are investments that are expected to hold or increase their value in volatile markets.

The opinions referenced above are those of the author as of June 24, 2024. These comments should not
be construed as recommendations, but as an illustration of broader themes. Forward-looking statements
are not guarantees of future results. They involve risks, uncertainties and assumptions; there can be no
assurance that actual results will not differ materially from expectations.



