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Stocks have largely recovered from the almost
10% correction seen early in August, which was the
worst start to a month since 2002.
11 trading days the market had recovered and
even came near its record July highs.

However, in just

While the Fed has begun to telegraph it will likely
cut before the year is out, the market may be
jumping the gun, pricing in an aggressive 100bps
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Banking’s Shaky Foundations Begin to Show

Number and Assets of Banks on the “Problem Bank List”
All FDIC-Insured Institutions

Number Il Assets of Problem Banks (Right Axis) $ Billions
1,000 - = Nurnber of Problem Banks (Left Axis) 500
900
800 - 400
700
600 - 300
500
400 - 200
300
200 - 100
100
0 -0

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2015 2020 2021 2022 2023 2024

Source: FDIC.

Note: The asset values of insured financial institutions on the problem bank list are what were
on record as of the last day of the quarter.

The number of banks on the “problem” list has begun to creep up. The problem list is a
non-public list of banks the FDIC believes are in jeopardy of near-term failure. Notably,
none of the 3 largest bank failures in 2023 were on this list before they failed.

Overall unrealized losses are now at $517 billion for the first quarter of 2024. At least 50
banks reported unrealized losses exceeding 50% of their Tier-1 equity value. Tier-1
capital refers to the most liquid bank holdings: cash, common stock, retained earnings,
and realized gains on securities.
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Unrealized Gains (Losses) on Investment Securities
All FDIC-Insured Institutions
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Source: FDIC.
Note: Insured Call Report filers only. Unrealized losses on securities solely reflect the difference
between the market value and book value of non-equity securities as of quarter end.

Bank solvency and security are measured by the ratio of Tier-1 capital to risk-weighted
assets, including loans and investment-related unrealized gains and losses. The FDIC
typically considers a bank at risk if this ratio falls below 6.5%, with corrective action
initiated below 4.5%. If a bank realizes losses exceeding 50% of its Tier-1 capital, the
FDIC may seek closure, even if the risk ratio remains above the critical threshold.

Among the 4,697 banks with over $1 billion in assets, 22 have potential losses
exceeding 100% of Tier-1 capital, and 275 have losses over 50%. Bigger names on the
list are Charles Schwab with 64% unrealized loss on equity, USAA with 67%, and Bank
of America with 58%.
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Typically, banks hold securities to maturity, meaning they may not realize these losses.
However, if banks sell securities to cover withdrawals or issue new loans, it could lead to
significant liquidity problems.

If these losses are realized, 21% of the banking system's assets would enter the risk
zone, with an additional 18% potentially requiring FDIC intervention.

Figure 7: Distribution of banks' AOCI and HTM (gain) loss adjusted and
reported Tier 1 regulatory leverage ratios
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Paul Kupiec, AEI
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The “Quiet Recession”

US economic indicators
Percentile rank relative to historic data since 1990
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Economic conditions are the weakest since the early stages of the COVID-19 pandemic.
By most metrics, the US economy is fragile and nearing a recession.
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US unemployment rate and recessions

Percentage points difference from rate one year before recession
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Source: Macrobond, Swiss Re Institute

Patrick Saner, CFA - Swissre

Unemployment has increased enough to trigger the Sahm Rule, indicating the economy
is in a recession. The Sahm Rule is triggered when unemployment rises by 0.5
percentage points from the 12-month low. Every time the rule has been triggered since
1950; a recession has been declared within a year.
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US nonfarm payrolls: 12-month revisions

2 ravisions: Apr-Mar cycles
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The labor market has been the economy's saving grace, though significant downward

revisions have weakened this support. Significant downward revisions often indicate an
impending recession.
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Despite Cuts on the Horizon, Inflation Stays High

US core PCE inflation contributions
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Acyclical inflation, driven by specific inputs rather than broad conditions, shows signs of
declining. However, supply inflation remains high. These conflicting indicators suggest
that some parts of the economy are disinflating while others remain stressed.

If the Fed focuses on declining acyclical inflation, it might underestimate supply-side
pressures and cut rates too aggressively, risking stagflation. Conversely, focusing on
supply-driven inflation might lead the Fed to maintain tight monetary policies, risking a
deep recession.
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After a 16-month contraction, the M2 money supply is increasing again, though velocity
remains stagnant despite some recovery. The M2 money supply includes money in
circulation, savings accounts, CDs, and money market funds. The velocity of money
measures the rate at which money circulates in the economy, a bellwether for economic
activity. A growing money supply with low velocity generally indicates a sluggish
economy with an inflation rate too low relative to the money supply.

Growth in M2 and Velocity of M2
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Consumers in the Toughest Spot Since 2008

CURRENT ECONOMIC CONDITIONS INDEX

125

116 -

106 -

95 -

85 -

INDEX VALUE (1966 = 100)

75 -

65

55 1 L | I 1 1 1 1 1 L L L L 1 L L 1 L
1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 2004 2008 2012 2016 2020 2024

The four major components of the Current Economic Conditions Index are payroll,
personal income, manufacturing, and industrial productivity. All of these are well-
regarded as indicators that impact consumers in the short-term the most.

While Q2 GDP grew by 3.0% year over year and disposable personal income has risen
above inflation, consumers are still using personal savings to supplement spending,
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which continues to outpace earnings growth.

Disposable Personal Income, Outlays, and Saving
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In the housing market, the pending home sales index has hit a record low, significantly
below levels seen in 2008.
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Index 2001=100. Mortgagenewsdaily.com. The index tracks homes under purchase but not yet under contract and
serves as a leading indicator for existing home sales volume.
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Given that the US population has grown nearly 20% since 2008, and mortgage rates are
now similar to 2001 levels when the index began, this figure is even more striking.

If not Treasuries, then Gold?
The pace of QE has slowed, with asset reductions at 12% year over year, down from a
14% peak in March 2024.
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In September 2014, the balance sheet contained 55.2% treasuries. The Balance sheet
peaked at 64.7% of Treasuries in June 2022 and now currently sits at 61.8%. We have
previously discussed the decreasing demand for Treasuries globally in the face of record-
high volumes of issuance, and how that may lead to monetization of the debt.

Amid a strong US dollar and persistent inflation, central banks have accelerated gold
purchases. Demand for gold is up 6% year over year, reaching 183 tons. In the first half
of 2024, central banks purchased 483 tons of gold, setting a new record.
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Chart 10: Central bank gold demand in H1 was the highest on record
Central bank gold demand by quarter*
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The reasons for these purchases are more consistent than they were when we first
covered this shake up, with most now stating that it is a better inflation proof store of
value. Additionally, 81% of central banks expect gold holdings to increase over the next
12 months.

Chart 11: Gold's role as a hedge and diversifier are front and centre for central banks
How relevant are the following factors in your organisation’s decision to hold gold?*
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Despite Some Pullback, Concentration Remains High
June 2024 saw an all-time high in S&P 500 concentration, peaking at 34%. The market
remains highly concentrated at 30% in the “Magnificent 7”.

MEGACAP-8*: MARKET CAP SHARE OF S&P 500
(percent, weekly)

[— S&P 500 (Aug 30 = 30.1%)
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Source: LSEG Datastream and © Yardeni Research, and Standard & Poor's.
* MegaCap-8 stocks include Alphabet (Google), Amazon, Apple, Meta (Facebook), Microsoft, Netflix, NVIDIA, and Tesla. Both classes of Alphabet are included.

This trend extends beyond the S&P 500. Growth sectors (tech, telecom, healthcare) now
make up 44% of global market capitalization, while value sectors (financials, energy,
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materials) have shrunk to a near-record low of 25%.
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S&P 500 sector pro-forma EPS growth
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Highlights on left axis indicates sectors considered “"Growth”. JP Morgan

These sectors didn't experience a sudden downturn. Even when value sectors
outperformed growth, they still remained under 30% of the market.
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Typically, any valuation metric above 1 standard deviation from the mean indicates an
overvalued market. he market's current valuation rivals the dot-com bubble of 2000,
with concentration levels similarly high.

S&P 500 Index: Forward P/E ratio
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Disclaimer and Related Information

This article or video features Benjamin C. Halliburton, CFA or an investment idea(s) that
Mr. Halliburton or Tradition Investment Management, LLC (Tradition) may invest in. Mr.
Halliburton is the founder and owner of Tradition Investment Management, LLC, a
registered investment adviser. Tradition is doing business as (DBA) Building Benjamins
in the publishing, email, and website space. All material on the website should be
considered paid advertising by Tradition. This article is a financial publication and is
provided for educational purposes only. It is not an investment recommendation nor
investment advice. It does not take into account your personal circumstances and
whether this investment is appropriate for you, your objectives, or your risk tolerance.
Under no circumstance is Building Benjamins or Tradition Investment Management LLC
responsible for any actions that you may take after reading this educational information.
Nothing from Building Benjamins should be considered personal investment advice.
Building Benjamins and Tradition Investment Management LLC, the website, emails,
interviews, social media pages, and other materials are published by Building Benjamins
and do not necessarily match the opinions of the individuals or companies published or
quoted herein. Investing, particularly stock or ETF investing, is risky and may result in
losses and sometimes loss of your entire investment. Stock investing has company-
specific operational risks like demand, competition, legal and regulatory, and broader
financial market risks like liquidity, economic cycle, and government policy. You may
lose money in any stock investment or other investments and are solely responsible for
those decisions.

Mr. Halliburton, Tradition Investment Management LLC, and/or the authors on this site
may or may not have positions in the securities discussed in this educational report.
Neither the author(s) nor Tradition Investment Management, LLC will knowingly trade
ahead of any customer buy or sell resulting from this information. The information
herein is shared as an educational endeavor. Mr. Halliburton, Tradition Investment
Management LLC, and/or the authors on this site may transact in the security discussed
at a later date, prior to, or without notification in this format. This is not investment
advice but only a discussion of select investments for educational purposes. Building
Benjamins is an investment website, blog, or newsletter, and the information contained
cannot be reproduced, copied, or redistributed without the prior written authorization of
Building Benjamins or Tradition Investment Management LLC. US copyright laws apply.
We rely on information from sources we believe reliable, including the companies
themselves, but cannot guarantee the accuracy of the information we provide. You rely
on this information at your own risk and are responsible for the verification of the data.
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