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What a difference a year makes. This time last year, markets were digesting the failures of Silicon Valley Bank
(“SVB”), Signature Bank, and Credit Suisse. 

At the time, it seemed that Central Bankers had gone too far and severely stressed the financial system. 

In addition to a strained financial system, ominous signs loomed over the US economy. Economic indicators,
ranging from The Conference Board Leading Economic Index to the ISM US Manufacturing Purchasing Managers
Index, painted a bleak picture, and economic commentators were falling over themselves to predict ever-gloomier
outlooks.

Fast forward twelve months, and the US economy has just recorded a remarkable nominal GDP growth of 6.3% in
2023, 2.5% in real terms. The S&P 500 has surged by an impressive 30% over the past twelve months. So much for
economic forecasts!

Turning our attention to this year, US three-month treasuries yielded 5.36% at the end of March. Since the US
Federal Reserve last increased interest rates in July 2023, the yield on US three-month treasuries has been range-
bound between 5.33% and 5.46%. The outlook for interest rates later in 2024 continues to move. The market now
anticipates two interest rate cuts by the US Federal Reserve in 2024, down from six at the beginning of the year. 

The US yield curve remains deeply inverted, with the short end yielding significantly higher than the long end. The
longer end of the curve remains broadly flat, albeit rates have increased by about 40 basis points (“bps”) since the
beginning of the year and are now yielding about 4.5%. Increasing longer-end interest rates resulted in US Treasury
bonds, as measured by the Barclays US Aggregate Government Index, falling by 1.0% in Q1 2024.

Across the developed sovereign bond market, there was a similar trend, with short-end rates remaining steady
while longer-term rates increased. Q1 even saw Japan join the higher interest rate party. However, it was not
enough to stop a continued sharp decline in its currency, as rate increases paled compared to the rest of the
developed world. In Q1, the Japanese Yen declined by 6.8% against the US Dollar. 

In Europe, longer-term rates increased by 30bps to c.2.4%. Increasing longer-end interest rates resulted in
European Government bonds, as measured by the Barclays Euro Aggregate Government Index, falling by 0.6% in
Q1. However, the Euro weakened against the US Dollar as capital flowed into that relatively higher-yielding
currency. 
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Spreads in US investment-grade corporate bonds tightened from 104bps to 94bps during the quarter combination
of price appreciation due to spread tightening and the running coupon on corporate bonds was enough to offset
the negative impact of higher rates noted above. In Q1, US Investment-Grade Corporate Bonds, as measured by
the ICE Bank of America US Corporate Index, fell by 0.1%.

Spreads in US high-yield bonds tightened from 339bps to 315bps during the quarter. In Q1, spread tightening and
the running coupon more than offset the negative impact of higher rates, resulting in high-yield bonds, as
measured by the ICE Bank of America High-Yield Index, increasing by 1.5%.

Equity markets are largely ignoring the increase in interest rates. In Q1, the S&P 500 marched higher by more than
10%, making new all-time highs in the process. According to Lipper, earnings are expected to grow by 9.5% in 2024
and close to 20% over the next three to five years.  With growth expectations like that, it is little wonder that the
S&P 500 trades at such a hefty premium relative to its historical levels and the rest of the world. 

In Europe, the Eurostoxx 50 beat the S&P 500, increasing by 12.4% in Q1. Like the S&P 500, the Eurostoxx
benefitted from positive economic data. The Eurostoxx continues to trade at a significant discount to the US, with a
Cyclically Adjusted Price Earnings (“CAPE”) ratio of c.21 versus c.35 for the US.  Simply put, investors pay USD 35 per
USD 1 of earnings in the US versus EUR 21 per EUR 1 in Europe, reflecting the substantial difference in growth
expectations between each region's stock markets.

In Q1, emerging market equity, as measured by the MSCI Emerging Market Equity Index, increased by 2.2%, with
strong performance from Malaysia, South Korea and Taiwan being offset by poor performance from Brazil and
China. And if you thought Europe looked cheap at a CAPE ratio of 21, Korea trades at a CAPE of c.15 times; Brazil
trades at c.13 times, and China trades at an all-time low of c.10 times, less than half what it was in early 2021.

Gold hit a new all-time high in March of more than USD 2,200 per ounce. Gold has rallied despite the prevalence of
significant real interest rates, the real interest rate being the difference between the Federal funds rate and
inflation. Historically, high real rates have resulted in outflows from gold into interest-bearing treasuries. Gold
continues to buck that trend, hitting new all-time highs above USD 2,400 per ounce at the time of writing. 

Oil, too, has had a strong start to the year, increasing by 13.6% in Q1. Natural gas prices declined again in March
and are down by 30% this year. Per the Wall Street Journal, when adjusted for inflation, natural gas is at its lowest
ever price since it began trading on the New York Mercantile Exchange in 1990.

Market Review continued

The global economic outlook is steadily shedding its baggage. Over the past year, investor discourse has shifted
from hard landing to soft landing to no landing. Now, the discussion is focusing on the factors driving growth. The
short to medium-term likelihood of a recession is gone, with plenty of reasons for optimism on the growth outlook
at present. The US growth forecast for 2024 has been revised upward again to 2.2%, up from 2.1% in February, due
primarily to a stronger Q1 2024. 

Many of the lingering concerns for investors over the past few months have disappeared of their own accord.

Weak manufacturing is no longer a concern
The resurgence of the US manufacturing sector is the latest welcome sign of the improving state of the US and
global economies. PMI is an important leading indicator that measures inputs to economic activity and provides
valuable insights into the state of the US economy in general and the manufacturing sector in particular. In March,
the US Manufacturing PMI rebounded by 2.5 percentage points to 50.3% versus 47.8% in February, marking the
first expansion in the manufacturing index in sixteen months (see the red line below). Global, developed, and
emerging markets PMIs also crossed 50, the number that indicates future economic expansion.

Market Outlook
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Market Outlook continued

Service sector resilience and robust US Labour market
Fading momentum in servicing spending was muted to be a concern, but the latest Services sector PMIs suggest
there is little to worry about, as the number stayed comfortably above 50.

Manufacturing Purchasing Managers Index

Source: Bloomberg, www.ismworld.org

Source: Bloomberg, www.ismworld.org

In addition to strong services PMI data, the US jobs market portrays a resilient US economy. The Nonfarm Payroll
report for March was stronger than expected at 303k versus the 214k consensus forecast and it also saw positive
revisions for the prior month. In March, the unemployment rate fell to 3.8% versus 3.9% in February, and wages
remained solid, indicative of a healthy economy.
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Measures of US Labour Market Tightness

Source: Goldman Sachs Global Investment Research, Department of Labour, The Conference Board, NFIB

Like the PMI, the US Bureau of Labor Statistics JOLTS report is another leading indicator that provides valuable insights
into the labour market and overall economic trends, offering early signals of potential changes in the labour market and
economic trends. The current JOLTS report paints a picture of a cooling but still robust labour market with a surplus of job
vacancies. Other measures of labour market tightness are either falling or moving sideways. Most importantly, they are
not rising, which indicates that the US Labour is behaving in a way that will allow wage growth to slow and, importantly,
give the Federal Reserve the room to eventually cut interest rates.

US interest rate cuts still coming but delayed 
PMIs over 50 and strong job numbers indicate a healthy and growing US economy. The Chairman of the Federal Reserve
Bank acknowledged that this continued strength is likely to delay possible future rate cuts. At his March meeting, he said,
"Recent indicators suggest that economic activity has been expanding at a solid pace. Job gains have remained strong,
and the unemployment rate has remained low. Inflation has eased over the past year but remains elevated."  

The March meeting minutes also noted that while most participants believed that it would be appropriate to move policy
to a less restrictive stance at some point this year, they did not expect cuts to happen until they had gained greater
confidence that inflation was moving sustainably toward 2%. Participants reiterated that they did not expect cuts to be
appropriate until they had gained greater confidence that inflation was moving sustainably toward 2% and noted that the
recent inflation data had not increased their confidence. Hence, it seems we are in a waiting game to see how the data
further evolves from here. It is clear that the Federal Reserve will want to see further declines in inflation data before it is
prepared to start cutting.

The expectation for the timing and number of rate cuts in 2024 has fallen, given the higher than expected inflation
readings in recent months. Furthermore, the overall economy appears robust, and manufacturing has bottomed and is
recovering. Therefore, the Federal Reserve Bank does not need to cut rates to stimulate growth as was probably expected
a quarter or two ago. Today, the number of expected cuts in 2024 is less than two. In January this year, that number was
six cuts. At c.4.6% today, the US 10-year Treasury yields the most all year, albeit it is still 60bps lower than its high in
October 2023. 

Now is a good time to revisit the Federal Reserve Bank rate expectation forecast, called the dot plot. The dot plot is a chart
that summarises the outlook for the federal funds rate. The Federal Reserve publishes it quarterly and it presents a
picture of how federal fund rates are expected to move in the immediate future based on the individual opinion of
committee members. The chart projects anticipated changes in the central bank’s key short-term interest rates and is
watched closely by investors and economists for indications of the future trajectory of the federal funds rate. 
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The upwardly revised dispersion of the median dots in March indicates delayed rate cutting in 2024 and potentially
suggests a higher terminal rate, in contrast with the ECB. Per the Federal Reserve Bank’s dot plot, the federal funds rate
for 2024 will be c.4.8%, down from 5.05% in September but up from 4.7% in December.

Measures of US Labour Market Tightness

Source: US Federal Reserve Bank, ICM

At the start of 2024, the financial market was pricing in six 25 basis point rate cuts this year. In this scenario, the Fed
Funds rate would have fallen from c.5.25% to c.3.75 - 4%. Today, the market is pricing in less than two 25-basis-point cuts,
suggesting the Fed Funds rate will be c.4.75 % at year-end. As recently as the first week of April, Federal Reserve Bank of
Minneapolis President Neel Kashkari said interest rate cuts might not be needed in 2024 if inflation progress stalls,
especially if the economy remains robust. Mr. Kashkari's comments followed Chairman Powell's remarks the previous day,
emphasising the Federal Reserve Bank's patience and assessment of incoming data.

The latest inflation report on the 10th of April firmly shut the door on a rate cut in June 2024 – the market is now only
applying a 10% probability to a rate cut in June. July or September is the next likely date the Federal Reserve Bank will cut
rates.

US wage growth can still moderate despite a robust jobs market
Interestingly, notwithstanding the robust JOLTS report and Nonfarm Payroll report, the Federal Reserve Bank has been at
pains to point out that wage growth can still moderate even with stronger-than-expected employment growth.   This is
because the supply side of the economy is currently growing faster than usual, with elevated levels of immigration
boosting the labour force. As demand picks up, so too does supply, thereby maintaining a convenient balance. Hence, the
economy can grow faster without necessarily stoking more wage inflation.   

In addition, the US is currently enjoying above-trend labour productivity growth, and this momentum could help keep
wages and overall disinflation on track. Productivity growth, through the adoption of technology and better public
infrastructure, is the key to unlocking trend growth in the economy without triggering inflation. So, while productivity
remains strong, it will allow wage inflation to remain muted. 

Finally, the prices paid component of the most recent US ISM Services report for March suggests that service costs, which
are predominantly labour costs, is likely to fall further. The report suggests more wage disinflation is likely still ahead of us,
especially as we know that labour market activity tends to lag the business cycle. Hence, it is probable that the US labour
market will continue to rebalance and soften, generally leading to a continued lowering of wage pressures over the next 9
months.
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US ISM Services PMI – Prices Paid Component

Source: Bloomberg:

For Recent Inflation reports are definitely running stronger, but there is cause for optimism
Turning to the most recent inflation reports, March CPI inflation provided an upside surprise, as it did in February. Looking
more closely at the numbers, February CPI rose by 0.4 % (4.9% annualised, last twelve months 3.2%) with the energy and
shelter components contributing 60% of the monthly increase. In March, CPI rose by 0.4% again. For the twelve months to
March 2024, CPI was 3.5%, 30bps higher than in February. Energy and shelter combined contributed over 50% of the
monthly increase in March.

Looking at core inflation, which is ex-food and energy, March rose 0.4%, the same as in the two previous months. For the
twelve months to March 2024, core inflation rose 3.8%. The core index jumps to 4.5% when we annualise Q1 figures
versus 4.2% in February, which is not what the Federal Reserve wants to see. This is not giving the Federal Reserve the
confidence that inflation is a sustainable track lower as it wants core CPI to track back towards 2%.

There is however some good news when it comes to Shelter. According to Goldman Sachs, the annualised shelter inflation
rate is running at about was 5.7% in the 12 months to the end of March 2024. Given that Shelter (rents and owner
equivalent rents) is a lagging component relative to the current rental prices, we know in advance that shelter costs will
drop to the mid 3% range over the coming quarters. The Shelter costs component is a very large part of not just the CPI
basket but also the Personal Consumption Expenditure (“PCE”) index, which is the Federal Reserve’s preferred measure of
inflation. Indeed, the Shelter component is about 25% of the core PCE basket. We can, therefore, expect a further
significant fall in core PCE inflation later this year. Goldman Sach estimates this impact alone will bring overall core PCE
inflation down by about 30bps to 2.5%.  

Interestingly, Truflation, a blockchain-based protocol that strives to measure the true real-world inflation rate across the
US economy by tracking the prices of thousands of products and services across the economy in a transparent and
verifiable way, suggests that US inflation is already running below 2% and continues to fall.

In November 2021, the Schiller Cyclically Adjusted Price Earnings (CAPE) ratio peaked at 38.5, just ahead of a terrible 2022
for financial markets. The CAPE ratio had spent eleven months above 35x before US equity markets peaked in November
2021. By the time US equity markets turned upwards again in November 2022, that CAPE ratio was 27x. Today, the
Schiller CAPE is just above 34x. It has been above 34x for less than a month. While we do not suggest equities are cheap,
we do not believe we are in a bubble. We believe valuations are grounded in revenue growth and profit margins instead of
speculation. So far, we have no reasons to suggest a sustained sell-off in 2024. 
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The following graph shows the 10-year annualised returns based on different valuations.

US Current Real Time Inflation rate as measure by Truflation

Source: Truflation

While inflation is proving to be stubborn and somewhat sticky, the disinflation story is still intact, which should allow the
Federal Reserve to start cutting rates later in 2024. Economic variables tend not to move in straight lines, and the last 20%
of a move can often be the hardest to achieve, but just because we have encountered a few bumps in the data, it should
not be interpreted that the disinflationary cycle is over. In all likelihood, we probably still have a way to go, although we are
getting a clear signal that we are nearer to the eventual end of the process, and as a result, we may not get as low as first
thought, and therefore the interest rate cutting cycle will probably be shallower than we might have imagined six months
ago.  

Energy prices could also be about to open a new front in the Fed’s war on inflation. The energy index rose 2.3% in
February, as all its component indices increased, on the back of a 2.3% rise in the price of Brent in February. The Brent
price rose 4.6% in March. The Brent crude oil price is back over $90, a five-month high, on the back of persistent tensions
in the Middle East and supply concerns. The cost of energy services rose for the 10th consecutive month (+0.7% in March;
+3.1% year-over-year). 

Oil is not the only commodity that has rallied this year. The Bloomberg Commodity index has rallied 7.8% since February.
Commodities will become a net contributor to inflation due to the base effect from the start of May, assuming the current
price of commodities does not give up all its recent gains. There are also a rising number of anecdotal examples of soft
commodity prices rising, including coca spiking to $10,000 per ton versus an average price of £2,435 since records began,
as well as price pressure on coffee and orange juice.

We believe the Federal Reserve is likely to start cutting later this year, but overall economic data is suggesting that the
economy remains relatively robust while the consumer continues to spend. Hence, it is increasingly likely that the Federal
Reserve is likely to be more cautious about starting its rate-cutting exercise and then will be very data-dependent in
determining whether to push through with successive rate cuts. If the economy is rebounding nicely as we think it will,
then the amount of rate cuts needed to be pushed through will probably lessen. 

Artificial Intelligence
No market outlook is complete these days without a view on Artificial Intelligence. For months, we have heralded the start
of a cyclical upswing. Okay, perhaps interest rates won't provide a catalyst as soon as we expected, but plenty more
factors drive markets higher, with AI being one of the biggest factors at present. So far this year, the best-performing
investors are those buying into the euphoria of AI, especially those invested in the AI creators and enablers like Nvidia and
Microsoft. Mega cap US growth names associated with AI have enjoyed turbocharged returns this year. We believe AI is
only at the "dial-up modem" stage of its life cycle, and increased adoption will benefit the broader economy for decades.
In his annual shareholder letter last week, JP Morgan's CEO, Jamie Dimon, compared AI's transformational potential to the
steam engine, electricity, computing, and the Internet. 7
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Market implications
AI adoption will bring positive earnings growth to the broader economy and drive EPS growth. Perhaps Chairman Powell's
breezy attitude toward wage inflation is based on AI's adoption and loosening of the existing labour market, especially in the
services sector. For example, JPMorgan's CEO went further in his annual letter, "AI could augment virtually every job." AI is
expected to raise redundancies in the long term despite JP Morgan's CEO's assurance that "[JP Morgan] will aggressively
retrain and redeploy our talent to make sure we are taking care of our employees if they are affected by this trend." I hope
he is right. Higher layoffs will result in interest rate cuts and higher equities values based on earning growth and a lower
discount rate. 

We believe there is plenty of time to invest in AI based on the next leg of adoption, which will expand beyond the US
creators and enablers and permeate the entire global value chain. The phenomenal price appreciation of certain AI
enablers suggests that early investors have growth expectations way ahead of what fundamental expectations would
normally dictate. We have seen this numerous times in the past decade, for example, Tesla. We believe AI will positively
contribute to returns for the broader economy, and earnings growth will become more distributed. The end results provide
broader AI investment with more stable, less tech-focused fundamental value creations. This will apply to developed and
emerging markets. 

Despite the increase in uncertainty about the course of the next interest rate-cutting cycle by the US Federal Reserve and
other global central banks, we still expect equity prices to go higher for the remainder of this year. Despite rising volatility,
we think equity prices will be buoyed by a rebound in corporate earnings and improving financial conditions. 

There is no doubt that the US economy has proven to be far more resilient than estimated, and this suggests that while we
will probably still get interest rate cuts, the US rate cycle will be much shallower. It also seems that the US economy is
performing much stronger than other regions of the globe and that there will be a divergence in central bank responses,
with the Federal Reserve lagging some of the other major banks. This has direct implications for US Government bond yields
and the US dollar. Firstly, it is likely that 5 and 10 year US Treasury yields are likely to stay higher and trade in a range
between 3.75% - 5%, depending on the strength of the incoming economic data. It also suggests that demand for the US
dollar should remain strong and we are less likely to see much weakness relative to other major currencies for the
foreseeable future. 

We continue to monitor an array of risks, including geopolitical stress, particularly in the Middle East and US commercial real
estate, as we outlined in our January letter. The latter would dearly love to see rate cuts sooner rather than later.

Conor Spencer
16 April, 2024
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