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Good morning,

What’s in this week’s Report:

e  Why A Hawkish Fed Isn’t Necessarily Bad for Markets

e  Weekly Market Preview: Is Economic Growth Stable? (It Needs to Be)

o Weekly Economic Cheat Sheet: The “Big Three” Monthly Reports This Week (including the Jobs Report)
e  Why Did Tech Drop on Monday? Two Reasons

Futures are marginally lower after the U.S. and Iran traded attacks for the first time in weeks.

The U.S. and Iran traded strikes over the weekend in the first military exchange in weeks, and oil prices are 3% higher in
response. However, markets still do not expect material escalation (which is why futures aren’t down more).

Economically, Chinese data was mixed: the manufacturing PMI beat estimates (49.8 vs. (E) 49.5), while non-
manufacturing was slightly weak (49 vs. (E) 49.4).

Today there are no notable economic reports or Fed speak, so focus will remain on geopolitics. Markets still strongly
assume there won'’t be any material military escalation between Iran and the U.S. Still, if the headlines turn negative on
that front, it’ll introduce a new headwind on the market.

Market Level Change % Change

S&P 500 Futures 7,698.00 -24.00 -0.31%

U.S. Dollar (DXY) 99.52 -0.13 -0.13%

Gold 4,491.44 -38.46 -0.83%

WTI 86.23 2.83 3.39%

10 Year 4.748% 0.026 0.55%
Stocks

Last Week (Needed Context as We Start a New Week)

Stocks rose modestly last week on strong tech earnings, stable Treasury yields, and optimism about a resumption of
ceasefire progress between the U.S. and Iran. The S&P 500 rose 0.50% on the week.

Stocks saw a modest decline to start last week as two cautionary stories on Al, one involving more price hikes for chips
and another questioning Al margins, weighed on the sector, which in turn pressured the S&P 500. SPY dropped a modest
0.28% in generally quiet trade.

Stocks bounced back on Tuesday, however, thanks to positive geopolitical news as Pakistani officials voiced optimism
that progress was being made on reinstating a U.S./Iran ceasefire. That pressured oil prices, which further weighed on
U.S. Treasury yields, and the S&P 500 rallied 0.32% to effectively recoup Monday’s losses.
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Stocks were flat on Wednesday amid a dearth of actionable news, as investors awaited NVDA earnings after the close.
Still, markets rallied solidly on Thursday on incredibly strong sales guidance from NVDA and generally positive tech
earnings. The tech rally, led by NVDA, offset the fact that the other 10 sector SPDRs were negative on the day, and the
S&P 500 closed up 0.7%.

Stocks were little changed to start trading on Friday, as traders awaited Fed Chair Warsh’s Jackson Hole speech, which
turned out to be modestly hawkish. That pushed the 10-year yield higher and weighed on the growth parts of the
market, especially tech and small caps. However, the rest of the S&P 500 held in place or traded higher, and despite that
tech and small-cap weakness, the S&P 500 finished the day with only a marginal loss.

Why a Hawkish Fed Isn’t Bad

Fed Chair Warsh’s speech on Friday was more hawkish than expected, and Treasury yields rose (the 10-year climbed 5
basis points), which ultimately pressured growth stocks (both the Nasdaqg and the Russell 2000). But while that one-day
reaction was negative, a slightly more hawkish Fed is not automatically negative for markets.

Normally, a hawkish Fed is negative for stocks. Generally, that’s because investors have been trained always to want
lower rates (which support economic growth). More officially, higher rates reduce the value of future cash flows
(because you can earn more now in a “risk-free” investment), and that, in turn, lowers market multiples.

However, these are not normal times. The U.S. economy has an inflation problem. That is not debatable. What is
debatable is how bad this problem is and how long it can reasonably be expected to last. The reality is the Fed has not
reached (or even come that close to) its 2% inflation target in five years!

So, investors want to know if the Fed is serious about containing inflation, and this isn’t a theoretical desire.
Uncontrolled inflation saps consumer spending and pressures stocks because long-dated yields rise (which hits stocks).

Part of the reason yields have risen recently is that the Fed’s credibility on inflation is eroding. That erosion really
accelerated when Fed Chair Warsh talked about changing most things at the Fed, and later, when it was revealed that he
was in frequent contact with President Trump and Treasury Secretary Bessent.

Warsh'’s speech on Friday, which rightly increased expectations for a rate hike in September, helped to halt and reverse
that erosion of Fed credibility on inflation. Yes, yields rose, and growth stocks dropped as a result, but if the Fed hikes
rates once in September, that will help reestablish credibility that it is serious about solving the inflation problem.

A hike (or maybe two) in September and/or before year-end is unlikely to hurt economic growth (the economy is on
solid footing and 25 or 50 bps of rate hikes shouldn’t change that). So, a hike or two could reestablish Fed credibility on
inflation, which should push the 10-year and 30-year Treasury yields lower, creating a tailwind on stocks. That’s the
positive scenario, and it’s reasonable.

What we don’t want to see is the Fed hike rates and say it’s the start of an extended rate hike campaign, which means
rates will likely go much higher. That would be negative for stocks and bonds (like we witnessed in 2022).

Bottom line, rising yields are a problem for this market, and they aren’t going to be fixed quickly, but fixing them is
important. A rate hike or two, along with restored Fed credibility, would be a medium-term positive for markets and
would likely ultimately lower long-dated yields; that is why, in this case, hawkish is not necessarily bad for stocks
(beyond a short-term reaction).
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Economic Data (What You Need to Know in Plain English)

Last Week

The key event from last week was Fed Chair Warsh’s speech at Jackson Hole. While his comments were slightly hawkish,
we view the speech overall as positive for the markets.

First, Warsh helped ease concerns about the metrics the Fed will use to set policy, and he specifically cited the PCE Price
Index as a key measure of inflation. That’s important because it’s long been considered the Fed’s preferred measure of
inflation, although that has come under some doubt recently given Warsh's task force and lack of communication.
Reiterating that the Warsh Fed will use the Core PCE Price Index for its inflation target reassured markets that not that
much is changing at the Fed.

On policy, Warsh’s tone was hawkish, and the odds of a September rate hike went up moderately from about 35% pre-
speech to 60% post-speech (so not a sure thing, but more likely than not). Specifically, Warsh said that the labor market
was healthy but that inflation metrics remained troubling.

As mentioned, because the market is looking for more credibility, it welcomed the clarity and slightly hawkish tone from
Warsh (yields did rise in response, but not materially, so it didn’t weigh on stocks).

Shifting to last week's economic data, the key report was the Core PCE Price Index and, despite some chatter that it was
“hot,” it came in line: the Core PCE Price Index rose 0.2% m/m and 3.3% y/y, both meeting expectations. The PCE Price
Index (not excluding food and energy) was a touch hot vs. expectations. Still, the Fed doesn’t follow that metric (the
Core PCE Price Index is much more important), so it didn’t alter the outlook for rate hikes (which was a 50/50
proposition before the Core PCE Price Index and a 50/50 proposition after the release). Bottom line: inflation pressures
appear to have peaked in May, but for rate hikes to come off the table, we will need to see inflation metrics decline
further (and get closer to the 2.0% target).

Turning to last week's growth data, it was solid. Durable Goods were solid on both the headline and in the details, as
New Orders for Non-Defense Capital Goods ex-Aircraft (NDCGXA) missed estimates at 0.2% vs. (E) 0.9%, but June was
revised sharply higher to 1.7% from 0.9%, which made the report solid overall.

Jobless claims remained historically low at 203k, and there are no signs that layoffs are increasing at a rate that would
cause a problem for the markets. Bottom line: economic data was broadly Goldilocks last week, which helped ease the
upward trend in Treasury yields and helped stocks stay buoyant through most of last week.

Important Economic Data This Week

Economic data this week is important because of the recent volatility in yields. The reality is that we want this week's
economic data to reiterate that growth is solid, but not do anything to push 10- or 30-year yields materially higher (so no
blowout economic reports that imply the economy may overheat and encourage the Fed to hike).

This week brings the “Big Three” monthly economic reports, and they will give us important insight into the state of
economic growth and some anecdotal insight into inflation pressures. The more Goldilocks the data (solid growth but
tame prices), the better.
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The most important report this week is Friday’s jobs report. The risks for the jobs report are twofold. A very soft number
will increase growth concerns, while a very strong number might boost rate-hike fears (and Treasury yields). A modest
job-adds number (slightly above expectations), with stable unemployment and wage figures, is the best scenario for
markets.

The second most important report this week (or reports) are the ISM Manufacturing and ISM Services PMI (out
tomorrow and Thursday, respectively). Both of those numbers are comfortably above 50, so they are showing solid
expansion in both parts of the economy, and that’s a good thing. Investors will want to see continued solid data (no
sudden drop towards 50 in either metric). Additionally, the price indices will be closely watched, and ideally, we’d see a
continued decline in both to underscore that inflation pressures peaked in May and are continuing to recede.

Beyond the jobs report on Friday, it’s also “jobs week,” which means we get the JOLTS report on Tuesday, the ADP
monthly report on Wednesday, and jobless claims on Thursday. By the end of the week, we’ll have a very good idea of
the state of broader economic growth through July.

Bottom line: Goldilocks data (growth that meets or slightly exceeds estimates and tame pricing data) is the best scenario
for stocks, as it will help broadly support the rally without pushing yields higher.

Special Reports and Editorial

Why Did Tech Drop on Monday? Two Reasons

For all the focus on Treasury yields, the Fed and Iran, this is still a market that’s largely driven by Al sentiment, and Al-
related stocks were weak on Monday, and there are two specific reasons why: 1) Concerns about more costs and 2)
Worries about ROI.

Two stories directly drove selling in Al tech stocks on Monday. The first was a report focused on Nvidia, specifically that it
warned customers a price increase is coming. With such strong demand and general cost inflation, it’s not necessarily
surprising that NVDA is boosting prices by more than 10%. But while that may be good for NVDA’s margins, the reality is
that it compounds one of the broader concerns about Al: cost.

The cost of Al infrastructure is becoming a bigger and bigger concern for markets because it's destroying free cash flow
and forcing companies to take on more debt (or sell more shares) to raise capital to fund the buildout. Price increases will
only make that worse, so that report weighed on the Al stocks generally.

The second report that pressured Al tech stocks was a story in the financial media that Anthropic’s latest (and most
advanced) Al model, named Fable, wasn’t being utilized as much as expected. This is just one example, but it speaks to
another budding Al concern: namely, that consumers will not use “frontier” Al models and instead will use cheaper
Chinese (and U.S.) models with disappointing margins.

Here’s why this matters. OpenAl, Anthropic, GOOGL, and others are constantly racing to build the best Al model. In the
financial media, they call them “frontier” models, and building them requires the latest (and most expensive)
semiconductors and memory. That means these frontier models are very expensive to build. Now, they command a higher
token rate than cheap, “dumb” Al models, so theoretically the costs should be recouped by enterprise usage. But these
articles imply that’s not happening. Instead, consumers are using cheap Al models and balking at paying higher token rates
for the expensive frontier models.
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This matters because it means Al companies may have worse-than-expected margins, and all this capex to build the latest
Al models may be unprofitable, as consumers use cheap Chinese Al models instead of the latest and most expensive from
Anthropic and OpenAl (and others). If that’s the case, then the ROI on this buildout may be worse than we thought!

Two stories in the financial media don’t mean that 1) Costs are going to continue to surge or 2) the ROl on Al model
buildout is suddenly turning bad, but it does speak to those fears. And in a market that’s on its back foot right now, it was
enough to pressure tech stocks and weigh on the S&P 500.

Bottom line, Al still drives this market and understanding which headlines matter is critical. As such, we’ll continue to
focus on Al news closely, cut through the noise, and make sure you understand why tech stocks are moving, which
headlines matter, and how the Al trade is evolving, because it will move markets.
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