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“The more | see the less | know for sure.”

John Lennon
US CONSUMER

Some important US employment data is indicating the risk of a slowing economy, and with most of
the Pandemic savings depleted, fears of a potential recession are building up. We consider further
important information in this context.

US Services PMI vs Personal Consumption Growth (%)
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The Services PMI Index (the blue line in the above chart) generally remains in constructive territory,
while growth in Personal Consumption is still at a solid +5% level.
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US Households — Net Worth / Disposable Income Ratio vs Savings Rate (%)
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Whilst the Households Savings Rate is approaching uncomfortably low levels (the green line), their
Net Worth as a ratio of Disposable Income remains in a rising trend (the blue line), and is close to
record levels. This wealth factor provides some comfort to US households.



US Households — Debt / Income Ratio and Debt Service Ratio

Debt/Income
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Change in Debt

The Debt / Income Ratio (the orange line in the above chart) is at its long-term average level, while
the Debt / Service ratio is at a record low level (excluding the Pandemic period), despite the current
high interest rate levels. Barring the Pandemic era, we have not previously experienced a US
recession with such a low ratio.

As indicated in the lower part of the above chart, the growth in household debt has been dropping,
and is currently at a mere +2.7%. With an outlook for lower interest rates, the Debt Service Ratio may
remain low for some time.

US — Conference Board Leading Economic Index Growth (%) vs S&P 500
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The above Leading Economic Index is in negative territory but is turning for the better. This level and
its trend have historically been associated with the end of a recession and rising share prices.

On balance, because of households’ strong financial positions, the risk of an imminent deep US
recession following the weakening employment data currently seems lower than before. The
economy may, though, be more finely balanced than some of the views of overly optimistic investors.
We are budgeting for a dull economy and are avoiding overly cyclical exposures.
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BUSINESS QUALITY

With strong US household balance sheets, we are also interested in the state of listed companies’ in
this context.

S&P 500 Total Debt vs Cash Positions (S)
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The S&P 500 Total Debt has been steadily increasing in absolute terms (the green bars) but is
currently barely higher than what it was immediately prior to the 2008 Financial Crisis, while Cash
has also increased. On this basis, the quality of these businesses has increased over time.

S&P 500 Total Debt / EBITDA and Net Debt / EBITDA Ratios
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The Total debt /EBITDA ratio (the green line) is currently close to a record low, with a similar picture
for the Net Debt / EBITDA Ratio (the blue bars). On this basis, the quality of US corporates has
increased materially over time.

The S&P 500 Return on Equity is in a long-term rising trend, and is currently at almost 18%.
Furthermore, during the Pandemic, investors learned how resilient and competitive their businesses
were, with many thriving following that very testing time. From all this information, a solid case can
be made that current valuation multiples for many quality businesses should be higher than their
historic averages.
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3. VALUATIONS
Expanding on our preceding comment, this is the picture of the S&P 500 valuation:

S&P 500 — Historic and Forward P/E Ratio
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Forward P/E Ratio
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Both the historic and forward P/E ratios currently seem elevated - respectively 33% and 16% above
their averages since 2000. The latter, of course, is more relevant, and along with the important
higher-quality point from the preceding paragraph, it is also important to stress that the index today
is more skewed towards the high-quality large capitalization businesses in the booming technology
sector. We again make the point of considering each business’s valuation multiple on its own merits
but, as an overall statement, we are not overly concerned about the 16% premium to average current
valuation.

Price/Earnings Growth (PEG) Ratios

Holding PE Ratio 3 year expected EPS Growth p.a. PEG Ratio

Accenture Plc A 239 9.1% 2.6
Adobe Systems Inc 40.3 13.3% 3.0
Alphabet Inc C 27.4 14.5% 1.9
Amazon Com Inc 50.3 20.7% 2.4
ASML Holding NV 46.6 22.5% 21
Cadence Design Systems Inc 64.0 17.9% 3.6

Microsoft Corp 38.8 14.3% 2.7

Average 40.5 16.3% 2.6

Index PE Ratio 3 year expected EPS Growth p.a. PEG Ratio
MSCI World Index 20.3 7.7% 2.6
S&P 500 Index 240 9.6% 25
MSCI World ex US Index 14.6 4.9% 3.0
MSCI Emerging Markets Index 15.0 14.2% 1.1

We list in green several high-quality growth businesses. Their overall P/E Ratio of 40.5 seems high,
but the compounded 16.3% p.a. expected earnings growth puts them on a 2.6 PEG ratio. This
valuation is in-line with the World and S&P 500 indices, and lower than the World ex-US index. We
are more comfortable holding these businesses at these valuations than the major indices with much
lower growth outlooks (shown in purple above).
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4. EQUITY BUBBLES

The following table succinctly depicts the stages of stock market bubbles:

Evolving Share Price around Bubble Build-Up
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Source: Dr Jean-Paul Rodrigue, Dept. of Global Studies & Geography, Hofstra University
It is worth studying the information in the chart to understand how a bubble evolves. The different
phases broadly attract different type of investors (or speculators).

Cisco — Share Price and Forward Earnings (Indexed to 100 in 1992)
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Cisco is a classic example of a share that got carried along within the internet bubble of 2000. Whilst
it enjoyed earnings support, investor sentiment got carried away, and its earnings growth was not
sustainable. Despite good earnings recovery since the collapse in 2001, the share price has not yet
recovered to its 2000 peak. Since 1992 (in its Stealth Phase), it has nevertheless delivered a solid
+16% p.a. return to date.

In terms of current market conditions, we do not believe the stock market is in a bubble. Apart from
sound overall fundamental conditions, the lack of IPO’s and mergers and a generally sceptic retail
market indicate that we can continue to utilize good investment opportunities.
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TECHNICAL PICTURE

The S&P 500 is technically strong — it is trading at record levels, both its 50-day and 200-day moving
averages are in rising trends, and it is well above its Fibonacci ratio. The question may rather be
whether it is technically overbought.

S&P 500 vs % of Constituents at New nghs/Lows and % above 70/ below 30 RSI Levels
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Surprisingly, only 3% of S&P 500 constituents currently trade at new highs, and only 3% of the
members trade above its 70 RSI (Relative Strength Index) levels. This does not indicate a technically
overbought market.
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RISK DISCLOSURE

Unless otherwise stated, the charts and data used in this document are sourced from Bloomberg,
July 2024.

This communication has been prepared for information only and is not intended for onward
distribution. It is neither an offer to sell, nor a solicitation to buy, any investments or services. This
communication does not constitute a personal recommendation and does not take into account the
individual financial circumstances, needs or objectives of the recipients.

Opinions expressed here are as of the date of publication and subject to change without notice.
Stonehage Fleming Investment Management shall not be responsible for any trading decisions,
damages, or other losses resulting from, or related to, the information, data, analyses or opinions
contained herein or their use, which do not constitute investment advice, are provided as of the date
written, are provided solely for informational purposes and therefore are not an offer to buy or sell
a security.

Any information which could be construed as investment research has not been prepared in
accordance with legal requirements designed to promote the independence of investment research.
Further it is not subject to any prohibition on dealing ahead of the dissemination of investment
research

All investments risk the loss of capital.

The value of investments may go down as well as up and, you may not receive back the full value of
your initial investment.

Past performance should not be used as a guide to future performance.

Changes in the rates of exchange between currencies may cause the value of investments to go up
or down in the reporting currency.

Issued by Stonehage Fleming Investment Management Limited. Authorised and regulated in the UK
by the Financial Conduct Authority (FRN No.: 194382) and registered with the Financial Sector
Conduct Authority (South Africa) as a Financial Services Provider (“FSP”) under the Financial Advisory
and Intermediary Services Act, No 37 of 2002 (FSP No: 46194).



