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In a Quarter Chock
Full of Surprises

THE FEDERAL RESERVE MAKES A SIGNIFICANT SHIFT IN POLICY
BY CUTTING INTEREST RATES IN AN ELECTION YEAR

KEY TAKEAWAYS

Amid a parade of consequential events, US stocks rose more than 6%,

with performance broadening to include real estate, financials, banks,

utilities, and small-cap stocks.

The long-anticipated Federal Reserve pivot finally came to fruition in
the third quarter with a substantial 0.50% cut to the federal funds rate.

Geopolitical, economic, and technological changes are creating opportunities

and uncertainty. Meanwhile, traditional economic indicators have been

less predictive, making it more important than ever to hold a dynamic,

well-diversified portfolio.

BY RICK PITCAIRN, CFA
Chief Global Strategist

“Fairly uneventful, stable economic backdrop, and rising
equities” is how | would succinctly describe the second
quarter of 2024. It was quite a different story in the third
quarter as one consequential or unexpected event followed
another in rapid succession. And through it all, the equity

rally resolutely soldiered on.

PITCAIRN

Here's a quick summary of noteworthy events that happened

since the last quarter:

m A presidential debate sparked a dramatic reset in US
politics with President Joe Biden ending his campaign and
Vice President Kamala Harris becoming the Democratic

nominee mere months before election day.
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B Two assassination attempts were made on the Republican presidential

nominee, former President Donald Trump.
m US and global equities took a tumble in August but quickly recovered.
® Ukraine launched an incursion into Russia.
m A ceasefire between Israel and Hamas remained out of reach.

B The conflict between Israel and Lebanon-based Hezbollah escalated.
Israel’s killing of the militant group’s long-time leader and Iran’s retaliatory

missile attack raised fears of a broader regional war.

B The Federal Reserve reversed its monetary policy stance and cut the
federal funds rates by a significant 0.50%, an unusual move so close

to a national election.

® China's government implemented an array of measures to stimulate
its slowing economy, and Chinese stocks rose more than 4% after a

long, long period of malaise.

® Two major hurricanes cut a swath of destruction across the

southeastern US.

While that list of extraordinary events might, logically, cause a fear-
induced sell-off, US stocks continued their march upward in 2024,
seemingly unphased by US or world events. The Russell 3000 Index
returned 6.2% for the quarter, with a 20.6% gain year to date.

Backed by Data, the Fed Cut Rates as US
Election Approached

The long-anticipated Federal Reserve interest rate cut finally occurred
in the third quarter. The Fed prides itself on independence and normally
avoids actions that might be perceived as partisan. In past election
cycles, it has sometimes continued rate-cutting or hiking cycles already
underway, but a meaningful pivot this close to an election is exceedingly
rare. Nevertheless, the Fed reversed its monetary policy stance at its

September meeting and initiated a cutting cycle.

With GDP growth still solid, employment numbers just beginning

to slow, and stocks at all-time highs, it's worth discussing the Fed’s
motivation. My perspective is that the Fed remains sensitive to criticism
it was caught flat-footed when inflation started to rise and wants to
show it has a firm grip on the data and can control inflation without

sending the economy into a sharp recession.




Chart A: US Growth Expectations

Third quarter GDP is projected to grow 2.5%
Quarterly US GDP (Annualized)
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Source: Bloomberg, Atlanta Fed GDPNow, October 1, 2024
Source: https://www.atlantafed.org/cqer/research/gdpnow.

In July, the Fed indicated it would hold rates steady and consider further
data. Subsequent data indicated some weakening, and, in hindsight,
the Fed might have wished it had cut 0.25% in July and another 0.25%
in September. Rather than risk continued deterioration and confident
that data released after the July meeting supported its action, the
Fed moved decisively in September, cutting the federal funds rate
by 0.50%.

Eighteen months ago, investors and pundits were preoccupied by the

intractable 1970s inflation and the possibility of a repeat performance.
Today's consensus is that recent inflation was mainly pandemic-driven,
fueled by supply chain issues and monetary stimulus, and has now been
brought to heel. Seeing inflation as a cyclical phenomenon, with another
wave possible, is a minority view at the moment, one that may overlook

longer-term inflationary forces.

Chart B: Fed Takes Bold Action

Pre-election changes in policy are rare
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Excessive US Spending and Economic
Chokepoints Suggest Higher Base Inflation

We may have just entered a Fed-cutting cycle, but the world has still
turned the corner from the nearly zero inflationary environment of 2009
through 2020. Signs point to future inflationary pressures, including
high US spending that may debase the US dollar and new economic

choke points that could cause supply/demand imbalances.

We have written frequently about high US deficit spending and my
hope for greater fiscal responsibility. Current US economic strength
is at least partly supported by massive deficit spending over the past
24 to 36 months. Spending is already at recession levels, and while it
appears an economic soft landing may be successful, will spending

run up to 10 or 11% if a recession occurs? Politicians of both parties
are comfortable with a massive debt load. It remains to be seen how
that will affect the dollar and perception of US debt quality, as well as
whether colossal productivity gains from Al make deficit concerns

a moot point.

Chart C: Energy Demand Will Be Strong

Al related energy requirements will alter the demand landscape

2015 2022 Change
Internet users 3 billion 5.3 billion +78%
Internet traffic 0.6 ZB 447B +600%
Data center workloads 180 million 5.3 billion +340%
Data center energy use
el G 200 TWh 24-340 TWh +20-70%
Crypto mining energy use 4 TWh 100-150 TWh +2300-3500%
Data transmission energy us 220 TWh 260-360 TWh +18-64%

In terms of possible economic choke points, energy is an example
of a constrained resource that could prove inflationary and disruptive.
At its peak, energy consumption for crypto mining rivaled the energy
use of entire countries such as Australia and Sweden. Al energy needs
are exponentially higher. Microsoft recently inked a deal to reopen
Pennsylvania's Three Mile Island nuclear plant and sell that power
exclusively to Microsoft to fuel its Al energy needs. Microsoft must
foresee a severe crimp in energy availability to make this commitment.
On the positive side, rising energy demand may translate to a strategic
advantage for the US with its vast energy resources relative to Asia

and Europe.
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Similarly, the ingenuity and dynamic nature of the US economy is likely
to mute any risks to the US dollar. No other currency poses a credible
threat to the US dollar’s global dominance, precisely due to US
economic leadership. If we compare the three major global commerce
realms — the US, Asia, and Europe — which one do you want? The US
economy stands head and shoulders above the rest, and US stocks have

trounced stocks in Asia and Europe for as long as | have been at Pitcairn.

Chart D: US Dollar

Solid GDP growth and high interest rates are supportive of a strong US dollar
US Dollar (DXY)

March 2022: First Fed interest
rate increase since 2018

October 2023: Fed signals
90 end of rate hiking cycle
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Market Tenor Subtly Shifts as Stocks Quickly
Move Past August Dip

Stocks experienced one notable dip during the quarter. You might
reasonably presume the catalyst was politics, but in fact, the focus

has been much more on the Fed. Inflation and job-related data caused

some concern about the health of the US economy and technology sector.
The combination of heightened US concerns and a surprise rate increase
by the Bank of Japan led to the unwinding of an esoteric Yen carry trade,
further roiling global markets and erasing recent gains in Japanese stocks.
Ultimately, the August decline was barely a hiccup in the US equity

market’s upward trajectory.

There was, however, a change in the nature of the rally. Before the dip,
market gains remained top-heavy, driven by a small number of stocks,
notably the Magnificent Seven tech stocks (Alphabet, Amazon, Apple,
Meta, Microsoft, Nvidia, and Tesla). After the dip, technology was still
doing well, but other sectors began to share in the gains, including real

estate, financials, banks, and utilities.

| have been preaching for quite a while that narrow market leadership is
bad, so this broadening is good news. However, it did raise the question
of whether stronger performance from financials, utilities, and real

estate marked the beginning of a rotation into stocks that might do
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The ingenuity and
dynamic nature of the

US economy is likely
to mute any risks to
the US dollar.

better in an economic slowdown, a possible precursor to weakening US
growth. That concern faded as the Fed's rate cut reignited a fire under
growthier stock segments. As further evidence of market broadening,
small-cap stocks saw better returns after the August dip and even more
so since the rate cut. Small-caps ended the quarter up 9.3%, well ahead

of large-cap stocks.

Global Tensions Remain, But China’'s Stimulus
is a Strong Pro-Asia Signal

Consequential geopolitical changes are happening, with potential
ramifications for non-US investments. The realignment of populations,
the Russia/Ukraine war, and tensions in the Middle East and Asia all
contribute to a theme of global uncertainty. A geopolitical surprise
is not probable before the election. Meanwhile, | am looking beyond

the election.

| am constitutionally a bullish investor and maintain a bullish outlook
for global asset classes. That does not mean overlooking or discounting
possible risks but rather trying to determine a realistic probability of
a risk occurring. For example, a bear might say that now is a time to
avoid China for fear that it might invade Taiwan. | assign a low probability
of China invading Taiwan and a higher probability of China’s recent
economic stimulus being a strong pro-Asia signal and a tailwind for
emerging market stocks. Consequently, | would conclude that being

short Asia in the current environment is short-sighted.

At a time when China's government has taken steps to push its stocks
higher, and the US is concurrently debasing its currency, at least at the
margin, we should consider how this paradigm might color investing in
other countries. History shows us that periods of prolonged Chinese
stimulus provide tailwinds for much of the emerging market universe.

Brazilian and Mexican markets and currencies have performed well



in such times. India may be an exception. | am a fan of India and its
prospects. However, the attraction of India’s markets rose as China's
prospects dimmed, and now some investors are retracing that move

and rotating from India back into China.

US Stocks Anticipate Gridlock No Matter the
Election Outcome

We have always discouraged Pitcairn client families from letting politics
unduly sway their investment decisions. That said, we still carefully
monitor all factors that may affect short or long-term market results,
certainly including the 2024 election, which has been anything but
typical. One party's candidate was convicted of fraud in May, the other’s

stepped down after a widely disparaged debate performance. Election

news bombards us from every side, yet the markets seem agnostic.
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Before President Joseph Biden withdrew, we had analyzed the
historical outcomes when a president runs for re-election. Technically,
this is now an open election, but we can't discount Vice President
Kamala Harris’s role in the incumbent administration. Generally, the
incumbent party retains power if the stock market performs well in the
weeks preceding an election. That's logical because people express
satisfaction and optimism through activity in the capital markets. The
stock market has been doing well for the last few weeks, which leans
toward a Harris win. Nevertheless, markets have largely shrugged off
headlines favoring one candidate or the other and appear comfortable

with the prospect of a divided government.

Markets typically prefer divided power — a president of one party and
at least one legislative house controlled by the opposition — because

it reduces the possibility of unfettered policy progress. In the unlikely
event that either Democrats or Republicans sweep this election, history
suggests markets would react negatively, but that is not a given in the
current environment. Our colleagues at Strategas Research Partners
contend that even if one party gains full control, its ability to move policy
would be limited by the near 50/50 party divide within the Senate and
the House of Representatives. This entrenched national divide may be

a key reason there has been so little market volatility in the face of

changing political tides.

| should note one caveat. A protracted contest involving court cases,
recounts, etc., as in the Bush/Gore 2000 election, could disrupt

markets. The best-case scenario is that we wake up on Wednesday
after Election Day with some governance certainty for the coming
year. If not, we may see stress in the capital markets, but nothing that

should disrupt long-term investment plans.

Long-term US Equity Prospects are Favorable

US stocks feel a little uncomfortable at these elevated valuation levels,
but it would be even more painful to be out of a market with so much
momentum behind it. Once the election is over, if results are generally in
line with market expectations, a near-term rally would not be surprising,
given increased certainty for the coming year. Beyond that, | don't

believe trees grow to the sky.

The capital market assumption for US stocks is about 8% annually, a
superior return that results from a mix of double-digit, single-digit, and
negative returns. With US stocks having risen about 25% in 2023 and
over 20% so far in 2024, it would not be surprising if markets take a

breather to bring us back to the long-term assumed rate.

Of course, if productivity gains from the Al revolution meet expectations,
potentially offsetting the effects of rising US debt levels, the long-
term outlook for US stocks looks awesome. The bearish counterpoint
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for the short term would be that the Al/technology revolution might
take much longer than expected to produce massive earnings growth.
Under that scenario, the Fed's 0.50% cut might end up being premature.
There's currently some air under US stock valuations, and if support
softens, we might wish the Fed had held its fire until the rate cut could

have done more good rather than making the cut when stocks were

already at record highs.

Unparalleled economic
dynamism and vast
energy resources give
the US substantial Expanding Opportunities and Rising Uncertainty
Iong “term strategic Reaffirm the Value of Diversified Portfolios
advantages over the
rest of the world,
including China and

As the world responds to geopolitical, economic, and technological
changes, we find ourselves in a period of expanding opportunities
and rising uncertainty. It has been particularly disconcerting to see the
predictive ability of familiar economic indicators, including the inverted

yield curve, fail so spectacularly during the post-pandemic period.

E Less reliable economic indicators make capital markets less predictable,
u ro p e - making it more critical than ever to hold a dynamic, well-diversified

portfolio so you are exposed to a broad range of promising investments

and not bet the house on any particular opportunity or outcome. We
have promoted the value of diverse portfolios for a long time, and we
Still, unparalleled economic dynamism and vast energy resources give will continue to do so because our clients have been successful in
the US substantial long-term strategic advantages over the rest of the pursuing precisely this strategy.
world, including China and Europe. | am confident that will not change,
regardless of dollar strength, inflation, the Al story, or November’s election
results. Instead of focusing on how various factors might tweak markets
in the short term, investors should consider how consequential, longer-
term trends may play out to the advantage or disadvantage of different
asset classes. You won't be shocked to know this leads me directly to

the importance of holding diverse portfolios.
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