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“Acknowledging what you don’t know is the dawning of wisdom.”

Charlie Munger

NEW BEGINNING
The economic backdrop going into 2024 is markedly different than the one at the beginning of 2023.

Back then, the main issues were headline inflation at an uncomfortable 6.8%, the Federal Reserve
aggressive tightening pathway and fears of uncomfortably high rates still to come.

US — Core Inflation vs Headline Inflation ex Rent (%)
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Headline Inflation has halved to 3.4% over the year and Core Inflation has dropped to below 4%. The
cost of rent, the main remaining culprit contributing to inflation, has turned the corner and,
importantly, the ex-rent component of headline inflation (the orange line) has already spent some
time below the Federal Reserve (Fed)’s overall target of 2%. The view has firmly formed that US
inflation is under control and no longer a threat to capital markets.

US — Headline Inflation vs Treasury Yield (%)
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Historically peak inflation has usually soon been followed by peak interest rates. This time interest
rates drifted lower for a while following inflation peaking (the chart preceding this) on the
expectation of a weakening US economy (which did not materialize). It now seems that ten-year
treasuries have peaked at 5.0% in October and that 2024 will be a year of lower rates.

ECONOMIC LANDING

The main capital market issue currently is gauging how severe the most expected US recession might
be — should it arrive this year.

US — Conference Board Leading Economic Index vs Yield Curve (%)

Yield Curver

P
[=3
(%) @AIn] PIdLA JAZ/1A0T

0
w
—
o]
o
=
3
@
—
3
o
1]
X
@
o
2
=3
~
o°)
S

1985-1989 1990-1994 1995-1999 2000-2004 2005-2009 2010-2014 2015-2019 2020-2024

The Leading Economic Index in the above chart has been in a seemingly bottoming out process for
long. It is currently at the low levels generally associated with the end of previous recessions. Along
with that, the yield curve is currently in a steepening process. This combination seems to indicate a
soft rather than a hard economic landing.

US — New Order / Inventory vs Manufacturing PMI Ratios
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The US Services PMI ratio is marginally in constructive territory. On the manufacturing side, New
Orders currently exceed Inventory levels (the orange line), with the Manufacturing Index (blue line)
seemingly bottoming out. Whilst Services are critical, it appears that Manufacturing also rather
argues in favour of a soft potential economic landing.
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3.

CENTRAL BANKS

The ballooning of central bank balance sheets since the Financial Crisis and then the Pandemic has
been a threat to the capital markets.

Central Bank Balance Sheets — Index to January 2008 = 100

Balance Sheet Size - Jan 2008 = 100
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The Fed’s balance sheet has increased more than eightfold since 2008, and more than doubled since
immediately before the Pandemic, even after the disciplined buying back of treasuries over the past
two years. The Swiss Central Bank has been most successful, with their balance sheet currently back
to 2017 levels.

Federal Reserve Balance Sheet as Ratio of US GDP (%)
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As a ratio of US GDP, the Fed’s balance sheet has already shrunk by a fifth and has another 15% to
get to its 2014 peak level, or another quarter to its average since before the Financial Crisis. It is
somewhat comforting that half of its work on this basis seems to have been done.

The current FedFund futures market indicates an expected drop of 1%% in their target rate by year
end (we expect less of a drop). Pressure on the pace of further shrinking their balance sheet may
subside. All of this indicates that we can expect equities to enjoy further support from the bond

market.
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4. EARNINGS
Logically share prices follow earnings over time.

S&P 500 — Consensus Forward Earnings and Index Valuation
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Forward consensus S&P 500 expected earnings are currently in an upwards trajectory (orange line),
and are currently at a record level. Likewise, the bottom-up Index valuation is currently also picking
up well. While the US economic outlook is not materially supportive, the weaker Dollar contributes
towards positive earnings revisions.

The S&P 500 Valuation Index is currently 8% above the Price Index. Whilst this is a reasonable upside,

itis lower than the historical 13% average upside. Whilst this may not sound overly encouraging, the
more important issue at this juncture is for the earnings revisions to stay positive.

S&P 500 Consensus Forward Earnings vs South Korea Export Growth (%)
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The nature of South Korea’s exports (they are mainly industrial, parts, accessories, circuits, and autos
related) serve as a leading US indicator. Growth in these exports (the yellow line) has recently turned
positive. S&P 500 forward earnings historically, and now as well, are correlated with these exports.

Whilst these earnings indicators are constructive, investors should this year particularly stay alert for
the risk of potential disappointments. We believe that, currently, a safer course is to wait for earnings

announcements before buying.
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5. GROWTH INVESTING

The Growth style of investing outperformed the Value style in 2023. Investors might be considering
those odds for this year.

S&P Growth / Value Index vs Treasury Yield (%)
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Logically, there is a correlation of the relative Value/Growth Index ratio with interest rates over time,
as the above chart clearly depicts. With the peak in US interest rates behind us (as we believe), odds
for this year seem to be on the side of Growth.

S&P Growth / Value Index vs Copper / Gold Ratio
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The above chart shows the relative Value/Growth Index along with the Copper/Gold ratio, also with
a fair degree of correlation. The latter has been in a declining trend and the dampened economic
outlook argues in favour of a continuing trend.

It appears that the ‘yearning for growth’ season is back.

hUA 5



TECHNICAL PICTURE

The S&P 500 technical picture is currently strong. It is trading in a rising trend, currently close to its
all-time high, and both its 50- and 200-day moving averages are in a rising trend. Its RSI (Relative
Strength Index) is close to the upper threshold of 70, approaching overbought territory.

S&P 500 vs % of Stocks at New Highs/Lows and Above/Below the 70/30 RSI
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The upper half of the chart indicates that 7.4% of S&P 500 constituents are trading at new highs (the
orange bars). The lower half of the chart indicates that 6.0% of the constituents are trading above
their 70 RSI threshold (again the orange bars).

To us, both of these technical indicators do not yet raise alarms of an overheated market.
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RISK DISCLOSURE

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



