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MARKET COMMENTARY 1st QUARTER 2024
Summary of Letter

1. The end of the first quarter looks like the end of 2023: Stocks rose, valuations remain
stretched and interest rates remain high.

2. Therise in gold and commodity stocks might signal a change in the Federal Reserve’s
accepted level of inflation.

3. Rules are being proposed to allow banks to purchase an unlimited about of Treasury
securities. This may suggest trouble in the Government’s ability to sell all the bonds
necessary to fund record spending.

1%t Quarter Results:

Our last quarterly letter discussed the challenge for stocks to maintain their higher-than-average
valuation in the face of higher interest rates. It showed the impact on valuation of bonds from the
rise in interest rates. While the cash flows of stocks can increase through earnings growth (unlike
bonds), these cash flow streams would still feel the impact from higher rates. The point made was
that stocks would struggle to continue rising with high interest rates. The letter went on to say
that if expected earnings gains came through and prices stayed the same, valuation (price divided
by earnings) could move back down toward its 25-year average.

So what happened during the first quarter of 2024? Interest rates increased. Earnings expectations
for 2024 were reduced. Global stocks rose 7.8%. So much for traditional thinking.

Also, after two years of monthly declines, the Leading Economic Index rose slightly in February.
Perhaps this suggests a new turning point in the economy. But which direction? If two years of
declines in the leading economic index does not result in a recession, perhaps a string of positive
results will?

The Vanguard Total World Stock ETF rose 7.8% YTD through March 31, 2024. Bonds fell -0.74% as
interest rates rose. Over the last 3 years, stocks rose an average of 6.6% per year. Bonds fell an
average of 2.5% per year. Gold rose 8.9% per year. Perhaps gold is telling us something.

How high are stock prices? According to the Leuthold Group, measured over the last 30 years,
stocks are trading at the following percentiles of these metrics: P/E on 12-month forward EPS
(87t), P/E on Trailing Peak GAAP EPS (88%"), P/E on Normalized EPS (90%™), Price/Cash Flow (94%),
Price/Sales (96%), Price-to-book (91%%). Again, it would seem that stocks should struggle to make
headway with the current level of interest rates. Lower valuations can be obtained through lower
prices, higher earnings or a combination of both.
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The Rise of Gold:

The rise in gold and the sustained higher valuations of stocks could suggest a troubling possibility.
When the Federal Reserve pursues an accommodative monetary policy, it helps provide a positive
environment for stocks. Both by boosting economic activity and therefore earnings, but also by
providing liquidity into the system which helps foster risk taking including short term investment
pursuits. These short termers are not us, and they do not necessarily do much for us longer-term
investors in the long term, but they do drive prices and valuations in the shorter term.

The market may be sensing that the Federal Reserve will have to continue with Quantitative Easing
in some form in order to keep the Treasury market functioning. In other words, in response to the
need of the U.S. Treasury to issue record numbers of bonds to fund record levels of spending, even
with record levels of outstanding debt, the Federal Reserve will have to continue to be a large
buyer of the debt (or find others to buy them). This action would be stimulative and inflationary.
The rise in gold may suggest that this outcome is becoming more likely.

Inflation has leveled off at a rate higher than what the Federal Reserve was initially targeting. Yet
there is still talk of interest rates being cut this year. If the Federal Reserve pursues an easier
monetary policy, inflation would likely increase from its current levels. This would not be healthy
for most consumers.

Proposed Rule Change:

More evidence that the Government is looking for new buyers of Treasuries is a recent letter
written by the ISDA (International Swaps and Derivatives Association) to the Federal Reserve. The
Federal Reserve regulates banks and institutes capital requirements that banks have to follow in
order to maintain safety. The Federal Reserve allows banks to invest their cash into various assets,
like loans or bonds, but the banks have to hold back some of its cash to absorb losses from
investments and to meet depositor requests for cash.

The amount held back is the capital requirement, and it differs depending on what asset is held by
the bank or what they ‘buy’. Loans made to a Blockbuster store would be riskier than buying a 10-
year Treasury note, and therefore require more capital, but both have some risk that they would
lose value and both require capital to be reserved by the bank.

What the ISDA is recommending is that the Federal Reserve allow banks to purchase infinite
Treasury securities without any capital reserves. They are recommending that the rules currently
in place in order to protect the safety and soundness of banks be removed. That would create a
new buyer for the increasing amount of Treasury securities being sold/issued, but | am not sure
that it is good news overall.

Higher inflation levels would help the government manage the growing debt burden. The
Government has an incentive to allow higher levels of inflation because it would reduce the future



CAUBLE & HARRE

WEALTH MANAGEMENT

value of the debt that has to be repaid. Higher inflation levels could support higher levels of prices
for stocks if it results in higher earnings and earnings expectations. Companies and sectors are not
all created equal in their ability to pass along higher prices. Gold and commodity producers could
do well. More permanent levels of higher inflation would mark a change in the economic dynamics
of the past 50 years, and as such it would also likely create more volatility in markets as the world
figures out how to respond to the changes.

Other issues bear watching as well: Various conflicts around the world, both active and potential,
tension developing between the global lenders and global borrowers, Japan shifting its monetary
policy. Japan is a huge source of global borrowing because their interest rates are so low. If they
pursue higher interest rates, trillions of dollars of levered global investments could shift.

We have said it before and will say it again. Companies are living organisms that respond to all the
challenges and opportunities that are out there. It is always their job to figure out how to operate
their business in the environment that they find themselves in not the environment that they wish

they had. From our perspective, a diversified portfolio continues to be valuable in this
environment.

Please call or write with any questions or concerns you may have.
Regards,

Peter B. Harre, CFA



