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a bottoming out in manufacturing,
improvement in Europe, and visible
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European Union all brought surprising
outcomes, highlighting the limitations
of forecasting exercises and the
potential for rising volatility ahead of
the US elections in November.
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Disinflation is now in full force among
former laggards in the emerging
markets universe.

Until the monetary easing impetus
broadens across the globe, the
improvement in EM growth will likely
be subdued.
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Investment Solutions Group
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Market regimes and risk-taking sentiment
may be influenced by comparisons with
preceding time periods. The relatively easy
“‘comps” that contributed to a favorable
risk-taking environment in 2023 and early
2024 look set to become more challenging
— and may mean less aggressive equity
allocations will be warranted.

For bond markets, the situation is more
mixed with seemingly easier comparisons
to be drawn with respect to the monetary
policy backdrop — but uncertain impacts
from fiscal policy are factors as voters go to
the polls in the United States and Europe.
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Global Economic Outlook

Simona Mocuta
Chief Economist, Global Macro and Research

The global economy has progressed largely as expected
since our last quarterly forecasts update. Growth is
expected to slow from 3.2% in 2023 to 2.9% in 2024

and 2.7% in 2025.

Global performance remains moderate but steady, with broadening signs of a bottoming out in
manufacturing, improvement in Europe (UK as well as the eurozone), and visible deceleration
in the United States. Chinese economic growth has stabilized but remains constrained amid
weak consumer sentiment and ongoing challenges in the property sector. Consequently, there
has been no change to the global growth forecast this quarter, and only modest adjustments to
individual countries.

The inflation story is also progressing roughly as anticipated, with the caveat that the disinflation
process had paused in the US earlier this year while continuing to unfold elsewhere. We view this
as a temporary phenomenon driven largely by peculiarities around shelter inflation calculations in
the US and a delayed catch-up cycle in insurance (home and auto). US inflationary pressures are
increasingly narrow and, given the normalizing labor market and anchored inflation expectations,
the disinflation process is set to resume. The much-improved May inflation report supports this
interpretation. For now, the US Federal Reserve has remained on the sidelines even as other
developed market central banks (most recently, the ECB and Bank of Canada) have started
lowering interest rates. Nevertheless, we see the Fed joining the easing cycle later in the year, with
the pace of cuts quickening in 2025. The “different speeds, same direction” mantra we applied to
global disinflation in 2023 applies to global policy easing in 2024-25.

Political and geopolitical risks loom large. Elections in Mexico, India, and the European Union all
brought surprising outcomes, highlighting the limitations of forecasting exercises. As we gear
up for US elections in November, investors are bound to grapple with rising volatility. Risks to all
forecasts are elevated and two-sided.

United States:

Taking Chances

Back in March, while celebrating the ongoing resilience of the US economy, we wondered
whether we were approaching a “too much of a good thing” situation. We didn’t think we were
there just yet, but developments since then have heightened our concerns. Simply put, we worry
that the Fed stays too high for too long and in the process endangers the soft landing. These
worries intensified with the release of highly favorable (i.e., soft) May inflation data that coincided
with a new FOMC dot plot showing a single rate cut this year (versus three cuts projected in
March). Admittedly, the June dot plot was probably obsolete even before its release because the
May inflation data came out the very morning of the Fed meeting, and was not fully reflected in
the SEP (summary of economic projections). We suspect that if the data were available further
in advance, the median dot would have shown two rather than just one cut. As it is, only two dots
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separate the two scenarios, leaving the door wide open for a dovish reversion down the line.
However, the bigger question is this: are even two 2024 rate cuts enough to confidently preserve
the soft landing? It is hard to say, but risks to the outlook are increasingly to the downside in our
view, especially with the unemployment rate up to 4.1% in June.

Since the mid-March Fed meeting, Q1 GDP was revised lower to 1.3% SAAR (seasonally adjusted
annualized) and the unemployment rate has ticked up another tenth to 4.0%, the highest since
January 2022. Core CPlinflation has eased four tenths to 34% year-on-year (y/y), and core
PCE inflation eased two tenths to 2.6% y/y in May. Oil prices are little changed. Wage inflation, as
measured by average hourly earnings, moderated two tenths to 4.1% y/y, and Q1 unit labor costs
growth was revised down to 0.9% y/y. Meanwhile, job openings have declined by about 700k.

None of the growth/labor market indicators are weak — arguably, they are still fairly strong —

and most inflation indicators are not yet fully back to where we need them to be. However,

both sets of metrics tell a consistent story of a normalizing, rebalancing economy, where
inflationary pressures are receding. Whatever narrow pockets of elevated inflation remain

(car insurance, shelter), they are largely rate-insensitive and backward looking; reversion lower
in those segments is a matter of time more so than of interest rates. Meanwhile, rising consumer
delinquencies signal that the pain of high interest rates is becoming more acute despite the

fact that standard measures suggest broad financial conditions remain benign. That pain

likely continues to intensify even after the Fed starts easing as the share of newer, higher-rate
mortgages continues to increase.

Fed Finally Set To Move?

We had long argued that the Fed should begin calibrating rates lower starting this summer.

In March, we argued for 100-125 basis points (bps) worth of cuts this year, which was then
further scaled back to 75-100 bps in our midyear Global Market Outlook. Based on incoming
data, we'd certainly welcome 100 bps worth of cuts, mindful as we are that policy works with
long lags. However, with only four meetings left in 2024, a dot plot now signaling a single cut,
and the elections calendar complicating matters, there is a good chance that 50 bps worth of
cuts may be the most we get before 2025. To us, that’s dangerously and unnecessarily little.
Admittedly, we have a lower growth forecast than the Federal Open Market Committee (FOMC)
and project a slightly higher unemployment rate. That is perhaps the core distinction between
us and the FOMG: it seems to be less about different opinions around what the Fed should do,
but rather different opinions about what the economy will do. We believe it to be less robust than
the Fed thinks it is, but only time will tell. In any case, to the extent the rate cuts prove minimal
this year, more of them get pushed into next year; we see the Fed Funds rate reaching the 3.5%
range by end-2025.

Eurozone:
Green Shoots

In our previous quarterly update, we wrote that “the combination of steady employment, strong
nominal wage gains, and material disinflation, speaks to a delayed yet powerful boost to real
consumer incomes in 2024. It is quite likely that a conservative predisposition — especially
among German consumers — will limit the positive impact of this on consumer spending. But we
doubt it would entirely offset it. So, we still look for above consensus growth of 0.8% this year
(down a tenth from December), followed by 1.3% in 2025.”

A better-than-expected start to 2024 warrants that more optimistic view. Real GDP grew 0.3%
quarter-on-quarter (g/q) in Q1, and we reverted to the December forecast of 0.9% full year
growth for 2024. This happens to be exactly in line with the latest European Central Bank (ECB)
staff forecasts, yet still a little better than the market consensus. Uncertainty around election
outcomes — particularly in France — introduces a new wrinkle into the story, but support from
pent-up demand should ensure this modest degree of acceleration (the economy grew 0.5%

in 2023) is achievable.
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On sifting through the GDP details, the most troubling story is the drop in investment, which ties
back to the loss of international competitiveness following Russia’s invasion of Ukraine. The high
cost of capital has also been weighing on investment spending. As a result, real fixed investment
plunged 1.56% g/q in Q1, the worst performance since the onset of Covid. Indeed, it declined on
ayear-on-year basis for the first time since Q1 2021. Evidently, a turnaround here is needed for
sustained future growth, and a reduction in borrowing costs would help.

On the monetary policy front, the ECB delivered on its strongly telegraphed intention with a 25
basis point Interest rate cut that left the main refinancing operations rate, the marginal lending
facility rate, and the deposit facility rate at 4.25%, 4.50% and 3.75%, respectively. Like the Bank
of Canada — which also began easing — the ECB positioned this as reducing the degree of
restriction. There is now room to do so because since the last hike in September 2023, “inflation
has fallen by more than 2.5 percentage points and the inflation outlook has improved markedly.
Underlying inflation has also eased, reinforcing the signs that price pressures have weakened,
and inflation expectations have declined at all horizons.” However, given elevated wage growth
and the fact that more progress still needs to be made on inflation, there was no indication on
the timing of the next cut. We anticipate a pause in July and then two more cuts before year-end.

United Kingdom:
Slowly Gathering

Momentum

The UK economy appears set to gain traction this year, with high inflation and slow economic
growth being expected to fade out. We have maintained our 0.8% real GDP growth forecast for
2024 and expect 1.5% growth in 2025, given that business investment, household consumption,
and net trade should pick up, supported by broadening disinflation, monetary easing, and lower
energy prices.

Following a mild technical recession in the second half of 2023, Q1 GDP growth slightly overshot
expectations, rising by 0.6% q/q, with net trade and household and government consumption the
major contributors to growth. However, the economy is still weak with only 0.2% y/y growth and
the underlying data has been quite volatile. Even so, we expect growth to have improved in the
second quarter with lower inflation and rising real wages. Given monetary easing is on the way,
business investment and housing activity should recover, albeit at a slower pace. We also expect
to see an improvement in terms of trade amid lower energy prices. Meanwhile, consumers turned
more optimistic as concerns on living costs subsided, with the UK GFK consumer confidence
index reaching a 29-month high in May. We anticipate that the improvement in consumer
sentiment should boost retail sales in the next few months. The UK purchasing managers’ indices
(PMI) for May also signaled a further expansion of UK business activity, with manufacturing
coming back strongly to expansion territory, accompanied by sustained but slower services
sector growth.

Easing Inflation Bolsters

Rate Cut Hopes

Headline inflation in the UK eased sharply to 2.3% y/y in April, albeit slightly higher than both
market and Bank of England (BoE) expectations. Lower prices for energy, food, and core goods
all contributed to the deceleration. But services inflation remains high, at 5.9% y/y in April, on the
back of strong wage growth. As April data is associated with one-off annual price adjustments,
we suspect that the upward surprise in inflation data mostly represented noise, rather than a true
signal on inflation. Importantly, after a steep rise in April, the latest UK PMI readings suggest that
wage pressures eased in May, particularly in the services sector. With disinflation is gathering
pace (except in services), and additional declines in utility prices are expected to begin in July,
headline CPI fell to 2% in May from 2.3% in April and we anticipate it will fluctuate around the
BoE’s 2% target for the rest of the year.
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The latest labor data revealed further loosening in the job market, albeit at a marginal pace.

The unemployment rate for the three months to April inched up one-tenth to 4.4%, the highest
level since September 2021. Labor demand continued easing as headline vacancies in the three
months to March fell for the 23rd consecutive period to 904k and the vacancy-to-unemployment
ratio has nearly normalized back to pre-pandemic levels.! Headline wage growth came in above
consensus, something largely attributable to strong public sector earnings increases. Private
sector wage growth edged down one-tenth to 5.8% y/y. We expect wage pressures to ease
further in the coming months, though at a slow pace as labor market slack is growing.

Persistently high services inflation took June off the table for the first Bank of England (BoE) rate
cut. We retain our base case of an August start to the easing cycle. We have scaled back our
2024 rate cut expectations, mostly due to the global repricing of rates following hawkish-leaning
data, rather than the data itself. That said, broadening signs of labor market cooling mean we still
look for at least two cuts this year (possibly three).

Japan: Calm Before

the Storm

Three things have gotten clearer in the last three months in Japan:
1 Growth impulse remains weak.

2 The weaker yen benefits exporters and inflation.

3 Positive interest rates might benefit the economy.

We now see the Bank of Japan (BoJ) hiking in July rather than September on potentially higher
inflation and fewer cuts by the US Fed. We expect the policy rate to be raised to 0.60% by
December 2024, and 1.0% by the end of next year. The Bank will also announce the details of the
reduction in its monthly JGB buying in July, making it one of the most important meetings in the
BodJ’s history.

We have downgraded GDP growth to average just 0.5% y/y in 2024, before picking up to 1.2%

in 2025. Private capex essentially remains as the key growth driver; we expect it to reach its
all-time high in 2025 as labor saving and production enhancing capex continues to rise amid
structural labor shortages. Perhaps the key driver may shift from software investments over time.
Furthermore, net exports may normalize in H2 on resumption of production facilities that were

hit in Q1.

Household consumption will likely remain weak this year and average just 0.4% y/y, because of
strong price effects. Nominally, consumption has been quite robust — since Q4 2021 its growth
averaged 3.9% y/y, more than three times the pre-pandemic average (1.2% since 1990). Excluding
Q1(04%), it is even higher at 4.3%! However, when measured with price effects, the difference is
ameager 0.2 ppts — or 0.9% avg. from 1990 vs. 11% from Q4 2021). The implicit price deflator
for household consumption has declined to 2.5% y/y, after peaking at 3.8% y/y in Q4 2022.
However, we do not expect this disinflation to accelerate amid resuming price pressures.

Hence, real consumption may remain weak this year, which goes a long way to explaining

why the BoJ has to act decisively on inflation.
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Scope for Bank of Japan We expect headline CPI to rise to 3.0% y/y in H2 this year, and then decline gradually to 2.0%

to Act over the next year. The yen’s current level and expiring energy subsidies are expected to add
price pressures from May. Headline CPI rose 2.8% y/y in May, three-tenths higher than in April.
Wholesale inflation increased to a nine-month high of 2.4% y/y. We expect demand in general to
improve, driven by real wages. All these dynamics lead us to upgrade headline CPIl to average
2.4% yly in 2024 and 2.0% next year.

The Bod treaded cautiously at their June meeting and did not deliver on the widely expected
reduction in JGB purchases. Instead, the Bank chose to deliver the details in the July meeting
after consulting a “Bond Market Group”. During the press conference, Governor Ueda said that
the reduction in purchases will be ‘considerable’, and laid out that the Bank will offer guidance for
two years, a development which is welcome. We think the 10-year Japanese Government Bond
(JGB) yield will be anchored between 1.0%-1.5% over the long run. The yen may remain on the
weaker side for longer, after the US Fed projected as few as one rate cut this year, as opposed to
the three cuts projected in March.

All this means that the BoJ may have to frontload a rate hike in July, should the two interim CPI
reports feature upside surprises, as we expect they could. We see the policy rate being lifted
once more this year, before reaching a terminal rate of 1.0% in 2025.
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Figure 4
Consumer Price
Inflation in Key
Emerging Markets

Hl atest
I One Year Ago

Emerging Markets Outlook

Simona Mocuta
Chief Economist, Global Macro and Policy Research

Disinflation is now in full force among former laggards in
the emerging markets universe. Until the monetary easing
impetus broadens across the globe, the improvement in
EM economic growth will likely be subdued.

The second quarter felt like there was a veritable whirlwind in global markets. But most of

that volatility did not originate in emerging markets. It had much more to do with dramatic
reassessments of the inflation picture in the United States and the associated Fed policy path.
Meanwhile, just as we had been highlighting for some time, the disinflationary process continued
across emerging markets, with substantial progress in former laggards (e.g., Poland, Colombia)
and some leveling off in countries where price pressures began moderating earlier (Figure 4).
China and Thailand both exited deflation, but China continues to trail the EM group with respect
to inflationary pressures. In this case, it is more than just the normalization process, it is a story of
stunted demand that is likely to persist for a while.

- CPlInflation % y/y

Colombia South Mexico India Brazil Poland Indonesia Saudi Thailand China
Africa Arabia

Source: Macrobond, State Street Global Advisors Economics. Data as of 07/10/2024.

In response to easing inflation worries, the rate cutting cycle (which had already been more
advanced among EM countries) broadened and intensified. And yet, perhaps more than any
other indicator, the spread in interest rate levels and also divergent recent direction, are clear
illustrations as to why we cannot truly speak of emerging markets as a cohesive unit (Figure 5).
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Figure 5

Policy Interest Rates in

Emerging Markets
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Source: Macrobond, State Street Global Advisors Economics, PBoC, BCB, Banxico, RBI, CBRF, SARB, TCMB, BOK, B, as of
07/10/2024.

In terms of growth dynamics, very little has changed in the past three months. In April, we stated
that global manufacturing activity was trying to put in a bottom — three months later, it’s not
much further along in that process. It is perhaps fair to say that growth momentum has been
stable in emerging markets in aggregate, whereas clear improvements in continental Europe

and the UK have led to a more visible improvement in developed markets in aggregate, despite
erosion in the US. The next few months are more likely to mark a “holding” period rather than

a genuine break higher, especially as policy uncertainty remains elevated. Until the monetary
easing impetus broadens more meaningfully, especially to encompass the US, there is no obvious
near-term catalyst for either global or EM growth.
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Global Capital Markets Outlook

Jerry Holly
Senior Portfolio Manager
Investment Solutions Group

Market regimes and risk-taking sentiment may be
influenced by comparisons with preceding time

periods. In that respect, the relatively easy “‘comps” that
contributed to a favorable risk-taking environment in 2023
and early 2024 look set to become more challenging —
and may mean less aggressive equity allocations will be
warranted. For bond markets, the situation is more mixed
with seemingly easier comparisons to be drawn with
respect to the monetary policy backdrop — but uncertain
impacts from fiscal policy are factors as voters go to the
polls in the United States and Europe.

Tough Comps
Tougher Calls

and

Tough “comps”, or comparisons, arise in a variety of situations, market related or otherwise.
When a company has a particularly strong quarter or year, we often hear how it is likely to create
a tough comp in the future. In the second quarter of 2023, Nvidia more than doubled their year-
on-year sales growth — one example of a tough comp to beat. Yet their most recent earnings
report showed another doubling of revenue in even less than a year (showing that tough comps
aren’t insurmountable). For anyone who has purchased a house, you'll be aware that market
comps play an important role in the real estate industry. And in commercial real estate, with
transaction volumes down 51% in 2023, that creates an environment where it is hard to find
comparative transactions to set appropriate cap rates — further challenging the market.? In the
macroeconomic sphere, the idea of challenging comps contributed to irritable interest rates and
sluggish stocks when elevated monthly US consumer price index (CPI) readings rolled over late in
the summer of 2023, as concerns mounted that the steady progress in taming inflation was being
interrupted, or worse.

As can be seen, difficult comps may create headwinds to financial progress but they can also
contribute to upside surprises for company or market performance. As we look toward the
second half of 2024 and evaluate the macro and political risks alongside our quantitative signals,
the idea of “comps” as it pertains to broad asset class exposure is starting to take on some
differentiated twists and turns. For instance, our sentiment gauges remain in a reasonable place
for risk-taking, but because of the way in which volatility and other risk metrics have generally
improved, it will inevitably be more challenging to land in a high-conviction pro-growth regime

in the months ahead. Across global equity markets, the upward progress experienced over the
better part of the last year and a half has made valuation comparisons more difficult, rendering
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a greater degree of vulnerability should a negative catalyst emerge. But the opposite is probably
true for global bond markets — where the prior period comparisons were overwhelmingly
dominated by monetary policy tightening and the path forward appears to be one of easing,

or at the very least characterized by a less restrictive rate environment.

For our tactical asset allocation investments, our positioning in broad terms is not dramatically
different from where we stood one quarter ago. We continue to maintain a healthy overweight
to global equity markets, an underweight to fixed income, and some select exposures to more
defensive assets such as cash and gold. But, in contrast to our internal comps from earlier in
the year when our expectations for equities were leaps and bounds ahead of bonds, that gap
has narrowed meaningfully and it would not take an enormous shift in market sentiment to turn
those positions around.

Risk Sentiment

Faces More

Challenging Comps

In the aftermath of the market turmoil of 2022, which was brought on by a combination of
inflation, tightening policy, and rising long-term interest rates, measures of market volatility
and risk have consistently eased. The VIX Index, which provides us with investor expectations
of annualized volatility of the S&P 500, has sunk from over 36 down to around 12. A similar
measure for the Eurostoxx has dropped even further — from nearly 50 in March 2022 to

less than 20 today. Credit spreads for hard currency emerging market bonds have tightened
by nearly 200 basis points while spreads for global high yield bonds have dropped by close

to 300 basis points. And implied currency volatility is anywhere from 50-75% lower than the
peak levels reached during 2022.

The good news is that those relatively benign risk indicators have been persistent and continue
to portray levels of risk aversion that are not particularly worrisome. However, if we think about
these same data points from a change perspective, then the picture becomes a little bit more
skewed. In this sense, smaller perturbances in volatility may have the effect of pushing markets
into a more threatening regime. In the language of volatility quant modeling, we're referring to a
“vol of vol” approach — similar to the way our own Market Regime Indicator (MRI) operates.

This can at least partly be seen by looking at Figure 6. Our MRI spent most of 2022 in high risk
aversion and crisis regimes — contributing to our relatively defensive positioning during that
period. But as inflation peaked in mid-2022 and the worst of the inflation and rate fears subsided,
the MRI quickly shifted gears into a more risk-seeking mode as the environment changed to
normal, low risk aversion, and even euphoria at times. That transition towards a more risk-
seeking stance was driven by both declining measures of volatility as well as the comparison
to the elevated volatility that charac — terized most of 2022. As we position our portfolios for
the remainder of 2024, we're cognizant that many risk indicators continue to hover around low
absolute levels — but the “comps” are now tougher when compared to the 2023 experience.
All told, the MRl is not pointing to any imminent risks, but it will inevitably be more difficult to
persist at lower risk aversion regimes — which may mean less aggressive equity allocations
going forward.
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Figure 6
Market Regime
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Source: Street Global Advisors Investment Solutions Group, as of June 30, 2024. The data displayed is not indicative of the
past or future performance of any SSGA product. All data shown above does not represent the results of actual trading,

and in fact, actual results could differ substantially, and there is the potential for loss as well as profit. The Market Regime
Indicator (MRI) is a quantitative framework that attempts to identify the current market risk environment based on forward
looking market indicators. We believe the factors used, equity implied volatility, currency pairs implied volatility and bond
spreads, are good indicators of the current risk environment as they are responsive to real time market impacts and in theory
should include all current and forward views of those markets. These factors are combined to create a single measure and
used to identify one of five risk regimes: Euphoria, Low Risk, Normal, High Risk, and Crisis.

Equities: More of

the Same

While risk regimes and sentiment are an important part of our evaluation of the cross-asset
landscape, drivers that are more specifically focused on equity analytics continue to point to a

good (but probably not great) environment for stocks. In terms of helpful comparisons, we can

look at this from several perspectives. The first, and most obvious method within our quantitatively
driven process, is that our expected returns across global equities remain positive but have been
consistently falling over the past year. One of the primary drivers of the slow, but steady, deterioration
has been the progressive ascent of a handful of valuation metrics. Figure 7 illustrates the relatively
expensive valuation landscape for the S&P 500 Index. In contrast to valuations, which weigh on our
short-term expectations directly, other efficiency-oriented factors like operating returns relative to
total assets continue to prop up our equity outlook, but with less strength than in prior months and
quarters — hence the lower (but still positive) return forecasts for equities. However, the flip side of
somewhat steep valuations is that we have seen strong support for global equities from a momentum
and earnings sentiment perspective. The improvement in earnings and sales expectations, in
particular, helps to maintain an overall constructive view on equities — in absolute terms and relative
to other assets like bonds or commodities.

STATE STREET

GLOBAL
ADVISORS

Market Forecasts Q32024 1



Figure 7

S&P 500 Companies
Remain Relatively

Expensive
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Source: State Street Global Advisors and FactSet. The historical data used to calculate percentiles spans December 2000
through June 2024.

Within our regional equity exposures, most of our allocations remain directionally similar

to our positioning earlier in the year; with a healthy overweight to the United States versus
other developed markets. It will probably come as no surprise that momentum indicators
overwhelmingly support the US when compared to other stock markets, but the US also
looks compelling across a host of other factors such as balance sheet quality, strong earnings
sentiment, and a comparatively healthy economic backdrop. To be sure, the valuation of

US stocks balances the enthusiasm to some degree but until we see more widespread
improvements out of Europe or Pacific, valuations alone will not support higher allocations to
those regions.

Elsewhere across regional and factor-oriented equity exposures, we retain an optimistic

outlook on some of the higher beta pockets of the equity market — which might come as some
surprise given the (modest) weakening we are seeing in our overall equity market expectations.
Specifically, we continue to hold overweight allocations to emerging market equities and US
small caps. In emerging markets, we increased our position as our model-based factors point

to a favorable environment for EM even in the face of some turbulent geopolitical developments.
Emerging markets sport healthy balance sheets, exhibit relatively attractive valuations
(particularly in China where valuations have never been cheaper versus developed markets),®
and have positive and improving earnings sentiment — all of which are supportive of the asset
class. For US small caps, by contrast, we remain overweight but our enthusiasm has dimmed a
touch. In the last edition of Market Forecasts, we discussed how the relationship between small
cap relative returns (vs. large cap) and interest rates was particularly negative in relation to
history. And that relationship has incrementally started to ease. However, the total return of small
versus large has not followed as small caps continue to meaningfully underperform. If interest
rates aren’t the primary culprit for the most recent bout of weakness, perhaps Figure 8 can shed
some light on the drivers. Compared to an equal-weighted S&P 500 Index (black line), small caps
have still underperformed but appear to be establishing some sort of base. When compared

with the market cap weighted S&P 500 Index (green line) however, the relative weakness is stark
and stabilization less clear. Going forward, attractive valuations continue to represent the most
prominent advantage for the asset class, but with interest rates set to ease and earnings and
sales sentiment holding up, we continue to think small caps can turn around.
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Figure 8 2  Percent
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Source: FactSet, State Street Global Advisors, as of June 30, 2024. Past performance is not a reliable indicator of future
performance. Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect all
items of income, gain and loss and the reinvestment of dividends and other income as applicable.
Monetary versus To the extent that tougher comps may lead to more difficult progress in equity markets, Figure 9

Fiscal in Fixed Income

Figure 9

The Shift Towards
Central Bank
Easing Continues

Hl No. of Central Banks
Tightening (Net)

Il No.of Central Banks
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provides a nice illustration of why the opposite is more likely to be true for global bond markets.
As a diffusion index, the chart shows how many central banks around the world have been either
tightening (black) or easing (orange), on a net basis. The dramatic and global tightening cycle that
emerged as inflation risks rose in the post-pandemic period is clear from the wave of red that
prevailed from early 2021 through the fall of 2023. But equally clear is that an easing cycle has
begun to emerge over the past six-nine months.

r Percent
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1990 1995 2001 2007 2013 2018 2024

Source: Wolfe Research, as of June 30,2024.

And while a friendlier direction of travel from central bankers is generally welcome for fixed
income investors, it is not a panacea. Building political risks have started to exact some
concessions in the form of heightened risk premia in countries such as France and the United
States. From that standpoint, it’s conceivable that US Treasury markets experience something of
a replay of the fall 2023 experience when rising debt levels and bond vigilantism caused interest
rates to jump by more than 100 basis points. In its latest budget outlook, the Congressional
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Budget Office increased its cumulative deficit projections by over $2 trillion.* Couple that type
of fiscal backdrop with a market that is paying more attention to a Republican sweep scenario

in November and it becomes less clear that long-term bonds will forcefully benefit in an
environment where the Federal Reserve, and other central banks, rein in short-term policy rates.

Our outlook, and positioning, is similarly conflicted between constructive trends that we see
emerging at the short end of the curve and more mixed drivers for intermediate and longer
maturity bonds. On the plus side, our short-term momentum indicator suggests interest rates
may have some capacity to decline. But inputs from our macro-oriented indicators still see
enough pockets of resilience to caution against taking on any sort of duration overweight.

That same resilience, coupled with a constructive environment from a risk sentiment
perspective, renders a more favorable environment for credit and high yield bonds. Issuer
fundamentals continue to look reasonably healthy overall with average leverage below 4.5x
even if there are meaningful gaps between the higher and lower rated bonds. Like equity
markets, valuations are not terribly compelling with high yield spreads hovering around their
tenth percentile from a historical perspective. But until we see a catalyst for spreads to widen,
healthy all-in yields continue to support our high yield return forecasts.

Improving
Comparisons for
Commodities

With the economic growth backdrop continuing to weaken, albeit at “soft-landing” type levels,
we prefer to take our active risk in financial assets such as equities over broad-based real

assets such as commodities. However, even in commodity markets we are seeing some signs
that challenging comparisons from the recent past may be fading at the same time that the
probability of other upside catalysts may be rising. Take roll yields as one example. For the better
part of the last year and a half, commodity markets (in aggregate and on average) have been

in a state of contango whereby the monthly roll yields have been a headwind for investors. But
that has started to shift and we’re seeing more markets exhibiting backwardation (positive roll
yields). From a supply standpoint, there continues to be a lot of noise out of OPEC+ but recent
pronouncements that extend certain oil production reductions through the end of 2025 may
help put a floor under prices, especially as US rig counts continue to fall. Add on top of that the
ongoing geopolitical risks in the Middle East and in Europe and it may soon be time to take a more
constructive stance on commodity markets.

Compare, Contrast,
Conclude

Some markets face relatively tough comparisons going forward. In others, the comps are likely
getting easier. In neither case do these trends, in isolation, guarantee remunerative rewards or
inevitable indigence. But tracking these developments can help to understand what is occurring
in the markets and identify potential dislocations. And that is the game plan as we prepare for the
second half of the year.

Sources: Bloomberg, FactSet, J.P. Morgan, Barclays, MSCI, Morgan Stanley and The Economist,
as of June 30, 2024.

Endnotes

1 State Street Global Advisors Economics, May 2024, 3 “EM Stocks Will Outperform as Global Trade Recovers.”
Central Bank Check-In: What'’s Next Around the Globe. MRB Partners. April 25, 2024.

2 Oliver, Joshua. “Banks face $2tn of maturing US 4 “AnUpdate to the Budget and Economic Outlook: 2024
property debt over next 3 years.” Financial Times, to 2034.” Congressional Budget Office, June 2024.
April 1,2024.
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State Street Global Advisors Forecasts as of June 30, 2024

2024 (%) 2025 (%) June 30,2024 June 30,2025
(%) (%)
Real GDP Growth Central Bank Rates
Global 2.9 2.7 US (upper bound) 5.50 4.00
us 2.2 1.4 Australia 4.35 3.60
Australia 1.4 2.6 Canada 4.75 3.50
Canada 0.9 1.4 Euro 4.95 3.25
Eurozone 0.9 1.3 UK 5.25 3.756
France 1.0 1.2 Japan 0.10 0.75
Germany 0.5 11 Brazil 10.50 7.75
Italy 0.9 1.2 China 2.50 2.30
UK 08 1.5 India 6.50 5.75
Japan 0.5 e Mexico 11.00 8.25
Brazil L2 A South Africa 8.25 7.50
China all s South Korea 3.50 2.75
India LY H3 10-Year Bond Yields
Mexico 2.0 1.9 us 4.37 3.84
South Africa 0.7 1.4 Australia 4.31 4.07
South Korea 2.3 2.1 Canada 3.50 206
Tai 3.5 2.5
awan Germany 2.47 2.10
Inflation
UK 4.15 3.54
Developed Economies 3.0 2.3
Japan 1.06 1.45
us 3.0 2.3
Exchange Rates
Australia 3.2 2.8
Australian Dollar (A$/$) 0.67 0.71
Canada 2.6 2.2
British Pound (£/$) 1.26 1.31
Eurozone 2.4 1.9
Canadian Dollar ($/C$) 1.37 1.80
France 2.5 1.7
Euro (&/$) 1.07 1.11
Germany 2.0 1.7
Japanese Yen ($/¥) 160.86 133.78
Italy 1.3 1.6
UK o T Swiss Franc ($/SFr) 0.90 0.95
Japan B 20 Chinese Yuan ($/¥) 7.27 7.00
China 0.4 1.5
One-Year Return Forecasts USD (%) EUR (%) GBP (%) JPY (%) AUD (%) CAD (%)
S&P 500 7.1 3.4 3.3 -10.9 0.7 1.7
Russell 2000 7.4 3.7 3.6 -10.7 1.0 2.0
MSCI EAFE 6.8 3.1 3.1 -11.2 0.5 1.6
MSCIEM 8.1 4.4 4.3 -10.1 1.7 2.7
Barclays Capital Aggregate Bond Index 4.6 1.0 0.9 -13.0 -1.6 -0.6
Citigroup World Government Bond Index 2.5 -1.0 -1.1 -14.8 -3.6 -2.6
Goldman Sachs Commodities Index 1.1 -2.4 -2.4 -15.9 -4.9 -4.0
Dow Jones US Select REIT Index 5.3 1.7 1.6 -12.4 -0.9 0.0

State Street Global Advisors Forecasts, as of June 30, 2024.
The above estimates based on certain assumptions and analysis made by State Street Global Advisors. There is no guarantee that the estimates will be achieved.
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It does not take into account any investor’s
particular investment objectives, strategies,

tax status or investment horizon. You should
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