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Second Quarter Commentary

Disinflation Strikes Back

The April, May, and June Consumer Price Index (CPI) data likely put to rest fears of a
dreaded second wave of inflation. Conversely, the disinflation process may have
resumed in earnest. The June headline CPI actually declined -0.1% month-over-month
while the core CPl rose a modest 0.1%. The June data showed widespread

disinflation. Rents, which have been the stickiest component, rose by the smallest
amount since April 2021. Core goods prices fell -0.1%, led by declines in both new and
used vehicles. Furthermore, the June employment report showed that year-over-year
growth in average hourly earnings grew at the slowest pace in three years. The recent
inflation data open the door for the Fed to begin cutting interest rates in

September. Good news, right? Maybe so, maybe not. Inflation is falling in part because
the economy is weakening. We will return to this topic, revisit the economic landing
scenarios we reviewed last quarter, and discuss the implications for portfolio strategy

later in this commentary.

THE SLOWING TREND IN THE CORE CPH{ IS WELL-ENTRENCHED
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Second Quarter Performance Review

During the second quarter, better than expected corporate earnings growth and
renewed progress on inflation led to generally positive, but widely divergent, global equity
returns.

Year To Date Returns
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U.S. Equities

Market breadth narrowed considerably, especially in June. While the Russell 1000, an

Market breadth in index of the 1000 largest U.S. companies, rose 3.4%, the average stock in the index fell
the U.S. narrowed 4.2% during the quarter. One stock, Nvidia, accounted for nearly 50% of the advance,
significant/y during and the Fab 4 (rebranded from the Magnificent 7) accounted for 120% of the return. The
the quarter. Russell 2000, an index of smaller companies, declined 3.3%. Large company value stocks

trailed large company growth stocks by nearly 12% during the quarter. The U.S. market is
as top heavy as it has ever been with the weighting of the top 10 stocks approaching
40%, far exceeding the same metric from the late 1990s.

Weight of the top 10 stocks in the S&P 500
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A broadening earnings recovery may stall, or potentially reverse, this trend. Stock
performance tends to correlate highly with the direction of earnings estimates. As the
year progresses, the year-over-year earnings growth of the S&P 493 (i.e. the index
outside of the Magnificent 7) is expected to catch up with the growth rate of those heavily
weighted stocks. Additionally, the same dynamic is expected to occur with small
company earnings relative to large companies. Lower interest rates and inflation could
provide a significant tailwind for small companies. Small companies are more dependent
on the debt markets to fund growth, often utilize floating rate debt (where interest

A broadening , ,
. payments reset with short-term interest rates) and have a greater percentage of debt
earnings recovery N
i maturing in 2025.
may benefit small,

mid-sized, and

MAG 7 vs. S&P 500 Fx. MAG 7
value stocks.
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Note that during July, we have witnessed an historic rotation from large-cap technology

/njU/y/ we have stocks such as Nvidia into small-cap stocks. This rotation was kick-started by the June CPI

witnessed an report, likely reflecting the tailwind that lower inflation and interest rates may provide
historic rotation these companies.
from large-cap . .

International Equities
technology stocks
to smaller Developed international markets also exhibited widely divergent performance. European
Companies, markets started the quarter strong, but their rally fizzled out in June, primarily due to

political uncertainty caused by the elections in France. The European economy exited a
mild recession early this year. While the manufacturing recovery has been uneven, the
service economy has improved. Falling inflation has led to positive, real wages. Tourism
has reached pre-pandemic levels.
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Earnings growth in
Europe relative to
the U.S. may also
play catch-up
during the second
half of the year.

In addition, while consumer excess savings in the U.S. are nearly depleted, European
households have a significant amount of excess savings. These factors should bolster
consumer confidence. Year-over-year European earnings growth relative to the U.S. may
also experience some catch-up later this year.

Rebounding earnings growth
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The Japanese Nikkei 200 market advanced in local currency terms. However, the gains
were erased in U.S. dollar terms as the Japanese yen reached an all-time low, causing the
Bank of Japan to intervene. On a year-to-date basis, Japanese equities are still one of the
best performing developed international markets even when adjusting for currency
movements. Emerging markets were a bright spot during the quarter, with gains led by
India and China. The Chinese government has continued to target weakness in the
property and real estate sectors, but the underlying trends (falling home prices, sales,
and starts) will continue to subdue domestic demand. China’s second quarter GDP
growth was below expectations, and new home prices fell by the most in nine years.
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Fixed Income and Diversifying Assets

Bonds rallied in June as a slew of weaker than expected economic data and better
inflation data caused yields to decline across all maturities. For the quarter, most fixed
income strategies delivered slightly positive total returns. Diversifying assets were mixed
with continued strength in reinsurance offset by a decline in alternative income.

Second Half Economic and Market Oulook

BCA Research recently compared economic cycles to phase transitions that occur in the

It's evident the natural world. More specifically, if one were to place a warm glass of water in a freezer,
economy is cooling its temperature will gradually decline until the water freezes, turning from a liquid to a
as an extended solid. Nothing else needs to happen; the only requirement is for the freezer's

period Of t/‘ght temperature to remain below 32 degrees Fahrenheit. To compare this phase transition
monetary po/icy to the current economic cycle, BCA likens the temperature in the freezer to tight

monetary policy. The only condition necessary for the economy to eventually freeze is for
monetary policy to remain tight (i.e. for interest rates to remain high) for a sufficient
period of time. (Third Quarter 2024 Strategy Outlook: Here Comes the Pain, Peter
Berezin, BCA Research).

weighs on growth.

It's evident that the economy, like the water in the freezer, is cooling as an extended
The labor market period of tight monetary policy begins to weigh on growth. In last quarter's commentary,
and consumer we highlighted leading indicators, specifically among small businesses, that suggested a
downshift in employment might begin around the middle of the year and gain traction
over the summer. The June unemployment rate rose to 4.1% while private payrolls ex-
education and healthcare (a barometer of cyclical employment) rose just 54,000, far
below the previous 6-month average of 101,000. In the second quarter, consumer

spending weakened
during the quarter.

spending also slowed, rising at a less than 2.0% annualized rate or close to half the 2023
rate.

HIGH REAL RATES ARE THROTTLING THE PRIVATE CYCLICAL SECTOR
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The table below illustrates how current economic data compare to data during past Fed
Most economic pauses. A Fed pause is defined as the time between the last interest rate hike and the
data points are first cut. Most data points are weaker than during past Fed pauses, suggesting the
weaker than during ~ economyis cooling at a faster pace. Now that inflation has resumed moving towards the
past Fed pauses. Fed's target, the Fed should begin easing monetary policy, or at least begin telegraphing
interest rate cuts to let the bond market begin to do the work for them. The sooner, the
better-before the water freezes. Chairman Powell, who had previously focused more on
inflation during his speeches, has recently started to emphasize employment. During his
recent semi-annual Monetary Policy Testimony, Powell stated “elevated inflation is not the

only risk we face.” It wouldn't surprise us to see several interest rate cuts later this year.

Indicator Avg Change | Current Change

Nonfarm Payrolls % Change 1.4% 1.5%
Unemployment Rate Change -0.1% 0.5%
Industrial Production % Change 2.0% 0.0%
Capacity Utilization Change -1.5% -0.8%
Light Weight Vehicle Sales -0.6% -2.9%
Real Personal Consumption Expen. % Change 3.0% 1.7%
Real Disposable Personal Income % Change 3.1% 1.1%
Housing Starts % Change 2.5% -13.3%
ISM Manufacturing -3 2.0
S&P 500 % Change (EOP) 16.5% 19.0%

Source: BLS, Fad BEA Census, ISM, Haver Analyncs. Fed panse starts are: Feb 1995, Mar 1997, May 2000, Fon 2006, and Dec 2018.

Revisiting our previous discussion on economic landings, how might the plane land? A
soft landing is still a possibility. If the Fed eases policy soon, before the water freezes,
A soft landing is still growth may continue to slow, but the economy may avoid a mare serious
a possibi/ity...ifthe downturn. Equities may continue to do well in that environment, and perhaps with
Fed eases po/icy increased breadth as smaller companies begin to feel some relief from a lower cost of
soon. capital. If the Fed is too patient, the economy, like the water, may freeze, increasing the
odds of a recession later this year. Chairman Powell appears to recognize this, recently
stating “reducing policy restraint too late or too little could unduly weaken economic

activity and employment.”
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The second half of 2024 is likely to be a bumpier ride than the first half. We remind
readers that corrections, defined as equity market declines of 10% or more, occur more
frequently than you would think. They typically represent a healthy reset for markets.

Market corrections are more common than you think

S&P intra-year declines vs. calendar year returns
Despite average intra-year drops of 14.2%, annual returns were positive in 33 of 44 years
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landing. Slower The outlook for bonds appears bright regardless of the ultimate landing. Slowing growth
growth and falling and falling inflation should provide a positive backdrop for total return. While
inflation should emphasizing ultra short-term bonds has been a good strategy as the Fed aggressively

continue to provide hiked interest rates (an approach referred to as “T-Bill and Chill"), we believe the baton
has been passed to intermediate and longer duration bonds. Historically, once the Fed
has paused, bonds with longer maturities have outperformed cash both leading up to
and during an easing cycle. The volatility around the inflation outlook may have delayed
this outcome during the current cycle, but we believe it has started.

a positive backdrop.

History Shows Better Outcomes with Fixed Income, Instead of Cash, When
the Tightening Cycle Ends
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The 2024 Election and its Implications

We will dedicate more time to discussing the potential economic and market
ramifications of the 2024 election in next quarter's commentary, which will be sent out
just two to three weeks before the election. This election cycle has been unigue in
several respects. The earlier debate and more recent events may have essentially pulled
forward the volatility normally witnessed closer to elections. Additionally, markets may
factor in the outcome and its implications over a longer time period.

Portfolio Strategy

During the third quarter we will realign our fixed income strategy to realize several
objectives. First, the changes will increase portfolio diversification and allow us to take
advantage of additional sectors of the fixed income market that still provide historically
attractive yields. Second, we will reduce our exposure to municipal bonds in taxable
portfolios while emphasizing intermediate-term maturities to capture better tax-
equivalent yields. Third, the realignment includes allocating to both broad-based bond

During the third

. index funds/ETFs and active bond managers with greater opportunity sets and strong
quarter, we will

performance track records. These changes will also slightly reduce overall portfolio

real/gn OurﬂXEd expenses. What won't change is our emphasis on high-quality, investment grade fixed
Income strategy to income investments with a target weighted average duration of under 4 years.
realize several

L. Furthermore, later in the quarter, we plan to implement the new portfolio reporting
objectives.

structure that separates diversifying assets into their own asset class. We will
communicate more details about this change shortly before it occurs.

Please contact your TFC Advisor or us directly if you have any questions or would like to
discuss your portfolio further. Thank you.

Sincerely,
/ r
QM M
Renée Kwok, CFP® Brian Presti, CFA®, Chartered SRI Counselor®V
President & CEO Chief Investment Officer

TFC Financial Management, Inc.
260 Franklin Street, Suite 1888, Boston, MA 02110
p 617.210.6700 | £ 617.210.6750 | www.tfcfinancial.com
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1. This commentary may include forward-looking statements. All statements other than statements of historical fact are forward-looking
statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe
that the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations
will prove to be correct. Various factors could cause actual results or performance to differ materially from those discussed in such
forward-looking statements.

2. Past performance is not indicative of any specific investment or future results. Views regarding the economy, securities markets or
other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the
investor.

3. This commentary is intended to provide general information only and should not be construed as an offer of specifically tailored
individualized advice.

4. Any information provided regarding historical market performance is for illustrative and education purposes only. Clients or
prospective clients should not assume that their performance will equal or exceed historical market results and/or averages.

5. While we believe the outside data sources cited to be credible, we have not independently verified the correctness of any of these
inputs or calculations and, therefore, cannot warranty the accuracy of any third-party sources or information.

6. Specific securities identified and described do not represent all of the securities purchased, sold, or recommended for advisory clients,
and the reader should not assume that investments in the securities identified and discussed were or will be profitable.

7. Investment process, strategies, philosophies and allocations are subject to change without prior notice.

8. Adviser has selected the stated benchmarks to allow the comparison of a client’s performance to that of well-known indices. The
benchmarks are shown for comparative purposes and to establish current market conditions. Clients cannot invest directly into an
index. Clients should be aware that the referenced benchmark funds may have a different security composition, volatility, risk,
investment objective and philosophy, diversification, and/or other investment-related factors that may affect the benchmark funds’
ultimate performance results. Additionally, referenced indices may not include fees, transaction costs or reinvestment of income.
Therefore, the Adviser’s composite and investor’s individual results may vary significantly from the benchmark’s
performance. Benchmarks used by Adviser are current as of the date indicated and may change without notice.

9. Registration with the SEC should not be construed as an endorsement or an indicator of investment skill, acumen or experience.
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