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A FRAGILE BALANCE
Building Resilience in a Turbulent Geopolitical and Economic Landscape

As uncertainty reigns, investors must balance caution with opportunity.

August’s Volatility Shock

August began with one of the most virulent and unanticipated spikes in implied volatility on record. Equally
remarkable was the speed of normalization in volatility. On August 1, the VIX traded around 16% and within
two business days it spiked to a high of 67% to then fall to around 22% by August 7. For some markets,
particularly Japanese equities, this was the sharpest sell-off in memory. At its worst, the Nikkei plummeted
more than 20% within a three-day period, which implies a 20 sigma move. Under a normal distribution the
probability of observing such event is an astronomically low 5.5e-89 (in English, 5.5 divided by a number
with 89 zeros!). While returns are not Gaussian, these moves are extreme by any standard.

CBOE VIX Index Nikkei Index
40 44000
35 42000
40000
30
38000
25
36000
20
34000
15 32000
10 30000
Jan-24 Feb-24 Mar-24 Apr-24 May-24 Jun-24 Jul-24 Aug-24 Jan-24 Feb-24 Mar-24 Apr-24 May-24 Jun-24 Jul-24 Aug-24

Data Source: Bloomberg; Charts by Graham Capital Management

GRAHAM CAPITAL MANAGEMENT | CIO OUTLOOK | AUGUST 2024


mailto:info@grahamcapital.com
https://www.linkedin.com/company/graham-capital-management/
https://twitter.com/GrahamCapitalLP

Graham Capital Management
40 Highland Ave, Rowayton, CT 06853

1-203-899-3456 | info@grahamcapital.com

grahamcapital.com | LinkedIn | X (Twitter)

Currencies also experienced significant volatility, especially currency pairs heavily included in carry trades.
The sell-off was extraordinary not only given the speed of both the sell-off and very quick recovery but also
due to the lack of catalysts. To be certain, there were a few shocks in the preceding week (perhaps most
notably, the BOJ rate hike) but there was no real proportionality between the magnitude of the shocks and
the extreme market response. All in all, this was a massive deleveraging shock more than anything else.
While it may be premature to assume all things are back to normal, markets appear to be in much better
shape as leverage has been substantially reduced.

Global Economic Growth, Inflation, and Labor Market Trends

As we move into the second half of the year, the U.S. economy continues to march along a path of
“moderated resilience.” Current GDP forecasts are around 2.2% for 2024 and 2% for both 2025 and 2026.
These GDP readings, being so close to the 1.8% steady-state equilibrium level and having such low standard
deviation (they all cluster around 2.2%), have generally created a favorable backdrop for equities and risk
assets so far this year. Furthermore, we have seen a big reversal of the inflationary resurgence that we saw
in Q1, with core PCE inflation moderating from a 4.5% 3-month annualized rate at the end of March to a
2.3% 3 month annualized rate by June.

However, the labor market data has shown a very rapid deterioration of late. The ISM Employment Index
dropped 5.9 points in July to 43.4, which is the lowest level for this index since June 2020. The Employment
data for July also showed weakness across the board. The concern is that rapidly deteriorating labor markets
tend to perpetuate their own decline. Historically recessions usually start with a gradual worsening of labor
markets, which then accelerates as weaker labor conditions trigger reductions in aggregate demand
conditions, leading companies to further layoffs.

Outside the U.S,, things are not favorable from a macroeconomic standpoint. Europe, particularly Germany,
is still suffering from the consequences of the Russia-Ukraine war as well as the continued sluggishness in
China. German GDP is in negative territory after several years of anemic growth. Furthermore, the European
industrial complex is very heavy on machine tools and luxury goods and significantly lags behind the U.S.
in technology and Al.

Major emerging market economies are also lagging due to a combination of a Chinese sluggishness, the
Russia-Ukraine war, a strong U.S. dollar and, more importantly, the fact that sticky U.S. inflation has not
allowed the Fed to cut, so several of the main emerging market central banks have had to keep their policy
rates at extremely high levels to avoid excess currency depreciation. For example, the policy rate in Brazil
(SELIC) is at 10.5% versus annual core inflation at 3.5%, while for Mexico the Banxico policy rate is at 11%
versus core CPl with a 4% handle. These are extremely high real rates even by EM standards.

Monetary and Fiscal Policy Outlook
Beginning with the Fed, against the backdrop of gradually moderating inflation and low but rapidly

deteriorating unemployment, it is expected that the Fed will deliver its first rate cut at the September
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meeting. The Fed has also signaled its intention to ease preemptively to preclude any undesired slowing in
growth and labor markets, and as the economy is entering the easing cycle in a relatively resilient place.
The economic backdrop has been so far most analogous to the Fed's 1995 easing cycle when they similarly
approached the inflation target from above but were concerned about downside risks to growth. In that
cycle, the Fed only delivered 75bps of total easing, holding steady after they assessed the risks had become
more balanced. If they embark on a similar trajectory this cycle, barring an exogenous shock to the economy,
the base case is that the Fed follows its implied Summary of Economic Projections (“SEP”) plan in delivering
these 75bps of cuts quarterly. However, the Fed will cut faster and more aggressively if the labor market
continues to deteriorate at the pace it showed in July.

The ECB, after delivering their first rate cut in June, held steady in July and centered any future easing around
quarterly forecast meetings, contingent on inflation tracking towards their end-2025 target. The most likely
scenario is that the ECB cuts another 50bps by year-end for a total of 75bps cuts this year.

In the U.S., from a fiscal standpoint, while the deficit has narrowed by about 15% compared to last year, it
remains at an exceptionally high level despite fairly high nominal GDP growth. The concern is that a
significant slowdown in growth could reduce tax revenues and increase government spending due to rising
unemployment, potentially pushing the deficit close to double digits once again. Interestingly, neither
presidential candidate appears committed to any serious fiscal reform, leaving little hope that the fiscal
accounts will improve in the next few years.

Geopolitical Influences on Market Dynamics

On top of the many interesting macroeconomic dynamics at play, we are currently facing a highly charged
geopolitical landscape. Recent elections in Mexico, South Africa, the UK, and France, just to name a few, and
the upcoming U.S. presidential election are starting to weigh heavily on market dynamics. In the U.S,,
markets are starting to move based on the so-called “Trump and Harris trades,” referring to potential market
strategies based on the policies of the respective presidential candidates. So far, Harris has not been
forthcoming about how she will deviate from the current administration’s policies, so the Harris trades have
more to do with keeping the status quo. Likely, and based on her track record as a Senator, Harris' policies
will be to the left of the current ones. However, without an explicit agenda put forward, the market will not
be too keen to underwrite anything more than the continuation of the current set up. In contrast, a Trump
administration can bring significant changes to tax, trade, regulatory, and immigration policies. To date,
both Trump and his running mate J.D. Vance have been very explicit about the need for deep reforms. The
most relevant policies from a macro standpoint can be summarized as:

e Tariff increase, at least 10% across the board and likely as high as 60% for Chinese goods
e Immigration reform/deportations that can see several million workers leave the workforce
e De-regulation that can significantly boost investment

The one clear thread of all these policies is that they will push inflation back up, potentially by several
hundred basis points, at least in the short-term. A key question is how the Fed will react to this potential
development. | can think of two critical decisions that the Fed will face if Trump wins the election. First, if
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the economy slows down significantly towards the end of 2024, would the Fed cut more than what is priced
knowing that they might need to hike again in 2025? Secondly, will the Fed see these price increases as
transitory and hence not “inflationary,” or will they be concerned about inflation expectations moving back
up and bring Fed funds significantly up to combat inflation? | want to make clear that we are not assuming
a Trump win. As we stand the election is very close to even but then this means that there is 50% probability
of a Trump presidency and hence the markets have to somehow price Trump'’s policies by that much.

On top of these political aspects, there are many international geopolitical hot spots that can potentially
be major market movers. To begin, we are witnessing an escalation of the Middle East conflict. Israel
currently faces at least two major conflicts, one with Hamas and another with Iran/Hezbollah. Either one of
these conflicts, particularly the Iran/Hezbollah conflict, has the potential to escalate significantly. In Asia,
unbeknownst to many, the Philippines and China are playing a very risky game of war where a small mistake
can trigger a full-blown armed conflict between them. The key issue here is the mutual defense treaty
between the United States and the Philippines that requires the U.S. to defend the Philippines from a
Chinese attack and hence the potential for this regional conflict to escalate into a major global conflict. In
such a heightened geopolitical environment, it is crucial to be aware of all these events and have ex-ante
road maps of what can happen and how markets can react. While these are probabilistic assessments,
understanding potential left tail scenarios is valuable. It can help position the portfolio in a specific direction
or at least protect it from extreme events.

Market Implications of Recent Macro Developments

The combination of stable, near-equilibrium growth, moderating inflation, and anticipated Fed rate cuts has
certainly been a good setup for equities so far (even when we consider the extreme volatility of the first
week of August). However, the rapidly deteriorating labor data and the idea that the Fed will be late to cut
like they were late to hike is making markets very uneasy and pushing volatility up to levels not seen in
months. But even before the weak July labor data, the market was already showing some cracks beneath
the surface. For example, there has been massive volatility across sector and factor returns. Even before the
extreme events of August, we saw a record rotation from large-cap tech to small caps, with the Russell 2000
outperforming the Nasdaq by nearly 20% over a two-week period at the end of July. However, about 30%
of this outperformance was reversed in just three days at the beginning of August. Until recently, very low
VIX levels did not reflect the much higher single-stock volatility we were experiencing, which was instead
due to extremely low correlations between individual stocks. Similarly, the VIX has shown extreme fragility,
with levels doubling in the last two weeks having also reached record highs in the first few days of August.

We are certainly in a very rapidly changing environment, and it is important in this context to follow the
data but also market technicals very closely. On the one hand the economy is still strong and corporate
earnings have so far shown resilience with 80% of S&P companies beating expectations to date for Q2. On
the other hand, markets are overextended and are likely to react with sell-offs if the data continues to
weaken, especially with the next Fed meeting not scheduled until September 18.
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In rates, there has been a very significant repricing of Fed expectations with markets now pricing 110bps of
cuts to December. However, these dynamics are partly technical and reflecting a risk-off induced rates rally.
Clearly, if the labor market data continues to weaken at the pace it showed in July, the Fed will need to cut
rates more significantly than what the market is currently pricing. However, looking ahead and assuming
some labor market stability, we face the crosscurrents between current tight monetary policy plus a slowing
economy versus the potential for significant inflationary pressure under a Trump administration. It is clear
that the combination of tax cuts, tariffs, and a reduced labor force can have a significant impact on inflation.
Regardless of the scenario, it seems likely that the yield curve will steepen. First, due to the large deficits,
we will continue to have record Treasury auctions for years to come, which will put pressure on the long
end. Then, if there is a resurgence in inflation, the Fed might hike. However, with policy rates already so
restrictive, they might not hike as much as it is needed to rein in inflation and hence the curve will bear
steepen. Conversely, the curve can bull steepen as the Fed cuts rates if Harris wins or if Trump is not able
or willing to implement his full agenda.

| think the U.S. dollar, perhaps with the exception of dollar-yen, will recover from the recent losses and
continue to push higher. While the U.S. dollar is actually very expensive and close to a record valuation on
a trade-weighted basis, at the same time, the combination of anemic growth for the rest of the world
together with the high USD carry creates strong support for the dollar. In the past, we have seen how at the
onset of easing cycles the U.S. dollar can weaken as the Fed tends to lead the cycle, but this dynamic can
quickly reverse when it becomes evident that global central banks will follow the Fed and cut rates as well.
On top of that, the U.S. dollar is a great hedge for both potential equity weakness and geopolitical shocks.
It is relevant to highlight once again that Trump policies are very much dollar positive despite his rhetoric
of wanting a cheap dollar. One last word about this issue, currencies strongly follow current and expected
monetary policy first, trade policy second, and then geopolitical events. Treasury has little control on any of
these variables outside from trade where Trump has committed to higher tariffs, which will make the dollar
stronger not weaker, in particular against CNY.

A Complex but Opportunity-Rich Environment

It is difficult to remember a time that was so interesting in the macro environment. The current economic
landscape is characterized by a mix of moderated growth, easing inflation, and complex geopolitical factors.
While the outlook for equities remains positive, supported by anticipated monetary easing and a strong
U.S. dollar, potential risks from labor market vulnerabilities and global macroeconomic uncertainties cannot
be ignored. Investors must navigate these dynamics carefully, balancing optimism with caution, as the
economic and policy environments evolve. The intersection of these factors creates a challenging yet
opportunity-rich environment, demanding strategic foresight and adaptability in investment approaches.
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DISCLOSURE

This presentation includes statements that may constitute forward-looking statements. These statements may be
identified by words such as "expects," "looks forward to," "anticipates," "intends," "plans," "believes," "seeks,"
"estimates," "will," "project" or words of similar meaning. In addition, our representatives may from time to time make
oral forward-looking statements. Such statements are based on the current expectations and certain assumptions of
Graham Capital Management's (“Graham") management, and are, therefore, subject to certain risks and uncertainties.
A variety of factors, many of which are beyond Graham's control, affect the operations, performance, business strategy
and results of the accounts that it manages and could cause the actual results, performance, or achievements of such
accounts to be materially different from any future results, performance or achievements that may be expressed or
implied by such forward-looking statements or anticipated on the basis of historical trends.

This document is not a private offering memorandum and does not constitute an offer to sell, nor is it a solicitation of
an offer to buy, any security. The views expressed herein are exclusively those of the authors and do not necessarily
represent the views of Graham Capital Management. The information contained herein is not intended to provide
accounting, legal, or tax advice and should not be relied on for investment decision making.

Tables, charts, and commentary contained in this document have been prepared on a best-efforts basis by Graham
using sources it believes to be reliable although it does not guarantee the accuracy of the information on account of
possible errors or omissions in the constituent data or calculations. No part of this document may be divulged to any
other person, distributed, resold and/or reproduced without the prior written permission of Graham.
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