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This past weekend's Newsletter discussed how yield curve un-inversions have an excellent track

record of predicting recessions. Another historically reliable indicator of recessions is weakness in
the corporate credit markets. In mid-July, we highlighted a troubling divergence between the best
and worst-rated junk bonds in our Daily Commentary, The Credit Widening In The Coal Mine.

Our canary is the difference between the highest-rated junk bonds, BB, and the junk
bonds closest to default, CCC. As shown, CCC bond spreads have been rising.
However, BB spreads continue to drift lower. The increased spread between BB and
CCC is only minor. In other words, the canary just coughed. Let?s watch the canary to
see if its condition worsens.

The credit market canary is still coughing. The graph below shares a unique SimpleVisor tool that
allows us to gauge the technical situation of the corporate credit markets. The screenshot captures
the price ratio of a popular junk-rated bond ETF (JNK) to the 3-7-year U.S. Treasury ETF (IEl). The
relationship serves as a proxy for credit spreads. The top blue line charts the price ratio. The long-
standing outperformance of JNK vs. IEIl has reversed. Further, in just two weeks, the price ratio
erased its year-to-date gains. The graphs below the blue line show our proprietary stochastic
model, the MACD, and a popular stochastic model. All three show the JNK/IEI relationship is on a
sell signal. Moreover, as the price ratio rose this year, the three indicators were setting lower highs.

The canary is far from keeling over, but like the yield curve, credit spreads should be followed
closely if the economy continues to weaken.
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Fiscal Quarter  Consensus EPS® Last Year's Last Year's
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Q SMFG aomomo Mtsul Fnancl  s94162047513 uni2024 50.30 1 713112023 5027
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™ BED Banco Bradesco Sa $23515196,203 Juni2024 $0.08 3 8/03/2023 $0.07
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- 8800 Banco Bradesco 53 $21341808175 Juni2024 1 HiA 007
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)] LEID Lucid Group, Inc. $7544380,777  Juniz024 15027) 3 8/07/2023 (50.40)
) VNOM Viper Enargy, Inc. $7T413773.463  Juni2024 $0.42 7 /3112023 50.47
2h SUM Susmmit Materials, ine. $7009,304,796  Jun/2024 $0.62 a B/02/2023 $071
@ BRER BedRing Brands, Inc. $6682,123,983 Jun/2024 0,44 7 8072023 £0.34
153 FRET Freshpet, inc. $5,986,561966 Jun2024 150,08} & 8/07/2023 150.35)
& KRYS Krystal Biatoch, Inc. $SE76846703 Juni2024 5050 4 8/07/2023 (5125)
Q VND Varnass Realty Trust £5583,0880922 Junf2024 £0.55 B 7132023 $0.72
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2 HUN Huntsman Corparaion  $3,996,214,206 Jun/2024 s012 7 71312023 $0.22
g GBDC Golub Capital BDC, Inc. $3,901 397791  Jun/2024 50.49 3 B8/a7j2023 S0.44
& HIMS Hims & Hers Hostth, . $3975,680451  Jun/2024 30,05 7 8/07/2023 (80.03)
& 065 ONE Gas, Inc. $3941789818  Jun/2024 50.49 3 71312023 5058
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Time Event mpact Actual De'\‘o Consensus Previous
MONDAY, AUGUST 5

13:45 BEUSD S&P Global Composite PMI (Jul) - - 55 55
13:45 MEUSD S&P Global Services PMI (Jul) . - 56 56
14:00 MEUSD ISM Services Employment Index (Jul) - - - 46.1
14.00 MEUSD ISM Services New Orders Index (Jul) - - - 47.3
14:00 MEUSD ISM Services PMI (Jul) I - - 51 48.8
14:00 MEUSD ISM Services Prices Paid (Jul) - - - 56.3
15:30 MEUSD 3-Month Bill Auction - - - 5.145%
15:30 MEUSD 6-Month Bill Auction - - - 4.93%

18:00 §USD Loan Officer Survey (Q2)

21:00 MSUSD Fed's Daly speech

Market Trading Update

As noted last week, the continuation of the market correction is unsurprising.

"However, while the markets are oversold enough for a reflexive bounce, the
current correction process is likely incomplete. Moreover, the MACD "sell signal”
also suggests that the current upside remains limited.

It is quite likely that any short-term, reflexive rally will fail during this corrective process.
For now, use rallies to rebalance portfolios and reduce risk as needed. Our only
concern is that with investors remaining very bullish despite the recent pullback, a
further correction is required to resolve that condition.

Such happened this past week, with a strong rally on Wednesday that failed. What is clear is the
market is starting to recognize that Federal Reserve rate cuts are not bullish for stocks. As we have
discussed, when the Fed cuts rates, it often coincides with weaker economic activity, which
precedes a decline in earnings growth. The drop in the ISM manufacturing index and a terrible
employment report bolstered those concerns. Unsurprisingly, the market is beginning to discount
the impact on earnings by reducing stock prices.

While the correction has been quite normal, Friday's break of the 50-DMA suggests the correctional
process continues. As we discussed in June and July, a 5-10% correction was likely, and we are in
the middle of that process. The market is getting decently oversold, and we are likely seeing a
short-term exhaustion of sellers. Notably, the market held the 100-DMA on Friday, which was
critical support during the April correction. With markets oversold, we would be unsurprised to see
a reflexive rally next week. Use rallies to rebalance risk and reduce exposure as needed.


https://realinvestmentadvice.com/pullback-doesnt-deter-investor-bullishness/

We are seeing a consistent string of weaker-than-expected economic data, which suggests the
economy is slowing more than headlines suggest.

L : The most important things you
- B“" REPORT need to know about the markets.
bl By SimpleVisor > Subscribe today

The Week Ahead

The bulk of corporate earnings are now behind us. Nvidia's earnings report on August 28 will be the
next big one for the market. Accordingly, with stock buyback blackouts over, stock buybacks may
provide some ballast to the market.

Fed members will hit the speaking circuit this week, and we presume many of them will cement the
idea of a rate cut in September. More importantly, we look forward to hearing their views on
whether 50bps in September is appropriate and the total cuts they expect for the year.

ISM Services on Monday will help the market better assess inflation and employment. As we noted,
the ISM manufacturing employment report was decidedly weak. Jobless claims on Thursday will
also shed more light on the labor market.

The BLS Labor Report Triggers Calls For A 50bps Rate Cut

The employment situation took a turn for the worse on Friday. The BLS employment report
headline gain of 114k jobs was 60k weaker than expected. Furthermore, last month's figure was
revised lower by 27k jobs. However, as we have seen in the previous few months, the underlying
data points to more weakness than the headline figure. The unemployment rose two-tenths of a
percent to 4.3%, while average hourly earnings and hours worked fell. The U6 unemployment rate,
which is more encompassing than the oft-quoted U3, rose from 7.4% to 7.8%.

The first graph below shows the annual growth of average hourly earnings times average weekly
hours. This proxy for average yearly salaries shows that the current growth rate is back to pre-


https://tinyurl.com/BBR-2023

pandemic levels. The three-month growth rate is equal to the 2012-2019 average. Is it any wonder
Powell said the labor market is back to where it was on the eve of the pandemic?

The Fed Funds futures markets now imply a 70% chance the Fed will cut rates by 50bps at the
September 18 meeting. Furthermore, the market is now pricing 100 to 125bps of rate cuts by year-
end. Given Powell's statements last week, seeing the market aggressively pricing in rate cuts on
the heels of the BLS report is unsurprising.

Annual Payrolls Growth Proxy %‘ RIA SimpleVisor
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My bet would be high-yield (#]junk) bonds are overpriced.
h/t @thedailyshot

I Chart 6: Either HY bonds overpriced...or small caps undervalued
US HY/IG bond index relative vs. RTY/SPX price relative
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?Want to achieve better long-term success in managing your portfolio? Here are our 15-trading
rules for managing market risks.?

Please subscribe to the daily commentary to receive these updates every morning before
the opening bell.

If you found this blog useful, please send it to someone else, share it on social media,
or contact us to set up a meeting.
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