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1. EDITORIAL
ONCE AGAIN?

This adage comes to mind in January, as this
first month of 2024 saw the pursuit of some
of the trends seen last year, either with ris-
ing long term rates, or the continued slide
of the Chinese economy, not to mention re-
inforcing concentration of the US market

around the “Magnificent Seven”.

Rising long term rates is the point that surprises
us the least. Given the magnitude and the speed at
which rates fell since late October 23, the continu-
ation of this trend at the same pace seemed pretty
unrealistic, especially as far from showing a slow-
down in economic activity and inflation, the latest
economic data indicate the opposite (Q4 GDP and
CPI are above expectations). This adjustment in
long rates should be seen more as the market tak-
ing a breather than as reflecting a change of tone
on the part of the Federal Reserve. Today, the pri-
ority is on growth and job preservation, a priority

that is reinforced in an election year. Nevertheless,

with up to 6 rate cuts anticipated by the market,
the return to more realistic expectations in line
with the 3 rate cuts indicated by J. Powell could be
quicker than expected. This promises further vol-

atility in rates.

More surprising is the continued concentration phe-
nomenon seen on the US market. Whereas most
of the 2023’s appreciation was explained by multi-
ple expansion, and an oversized performance im-
pact of the “‘Magnificent Seven’, the year-end rally
brought some relief with market breadth improv-
ing and other stocks than the ‘Magnificent Seven’
starting to pick up, raising hopes of a normaliza-
tion process. With the S&P500 beating new highs
this year, while its ‘equal weight’ version is treading
water, the fear of a repeat of 2023 is spreading. A
closer look nonetheless reveals several cracks: Ap-
ple which has little to do with Al is flat to slightly
down and Tesla is falling sharply... It signals that

last year’s market darlings may be vulnerable, es-
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pecially if the growth prospects promised by Arti-

ficial Intelligence are slow to materialize...

This year, it’s also hard to overlook the disappoint-
ing performance of the Chinese market that follows
a very poor one in 2023. Admittedly, the Chinese
market remains “weighed down” by the ongoing
real estate crisis, but the difficulties are nothing new
this year. Similarly, the latest macro-economic data
may seem uninspiring in the light of already low
expectations, but they are not that bad in a world
where growth is scarce and sluggish. Even on the
geopolitical front, few new elements seem to justi-
ty such a poor performance: As expected, the Tai-
wanese elections gave victory to the DPP candidate,
the more pro-independence party, while the DPP
lost its majority in the Parliament. More fear than
pain... In this environment, the major culprit might
be China’s authorities: Their damaged market and
economic credibility, as well as their failure to pro-
vide visibility through ambitious stimuli plans and
measures clearly play a role. While these points are
frustrating from an investor’s point of view, they can
also translate into opportunities as Chinese stocks
that are now trading at depressed valuation have
shown their ability to rebound mid-month when the
government announced some support measures.

This is a reason for us to remain patient.
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While the start of the year might suggests
that, in many respects, 2024 is shaping up
to be a repeat of 2023, the underlying situ-
ation looks very different: Central bankers
have pivoted, and even if investors’ rate cuts
expectations were overly ambitious late last
year, the still-dominant ‘Magnificent Sev-
en’ group seems less impressive individu-
ally. Finally, with the events in the Red Sea
and the first elections of the year, January
marks the return to centre stage of politi-
cal and geopolitical risks that we will have

to factor more in our investment thinking

in 2024.



2. FIXED INCOME

"UNBUNDLING" THE BARBELL STRATEGY

Fed - ECB, who's going to cut first?

The publication of US GDP for the fourth quarter
of 2023 once again demonstrated the strength and
resilience of the US economy, with a 3.3% annu-
alized print versus 2% expected by the markets. If
growth holds up at these levels, we’ll be closer to the
three rate cuts envisioned by the Fed at the Decem-
ber’s FOMC than the five or six priced by markets’
participants at that time. Logically, this explains
January’s small correction in both long term rates

and fixed income performance.

The danger was to cut rates either too
early or too late. Too early, and inflation

takes off again. Too late, and a recession
Jollows.

The ECB admitted that there had been a noticea-
ble slowdown in the Euro Zone, but added that it
was temporary and it is confident that growth will
pick up again within a few weeks. According to
Francgois Villeroy de Galhau, the Governor of the
Banque de France, inflation will return to 2% by
carly 2025, and the ECB will lower rates this year
(though without specifying the extent or timing).
The French central banker added that the danger
was to cut rates either too early or too late. Too ear-
ly, and inflation takes off again. Too late, and a re-

cession ensues. We could not put it better ourselves!

In the US, the macro picture of growth and infla-
tion 1s a little too hawkish and the Fed a little too
dovish, whereas in the Eurozone it’s the other way
around! The Fed will cut rates first, followed by the
ECB, which has been unable to shake off its Fed

follower status.
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The new 5-year ‘sweet spot’

On the US Treasuries market, we long advocated
a so-called “Barbell” strategy, favouring significant
investments in short-dated bonds (under 2 years, or
even 18 months) with very attractive yields, com-
bined with positions in longer dated bonds — 10, 20
and especially 30-year notes. This strategy paid off
handsomely in the last two months of 2023, add-
ing substantial capital gains on the long side to the
yield clipped on short term rates. Today, such a
strategy seems less relevant as the Fed’s first rate
cuts will sooner or later materialize. As a result, it
now seems absurd to us to have no exposure at all
to 5-year paper, when this point of the curve is be-

coming the “sweet spot”.

We have therefore begun to unbundle our “Barbell
strategy” and reshuffle our US Treasuries’ expo-
sure by slightly reducing the long end and then sell-
ing short-term positions to finance the purchase of
S-years’ notes, halfin 5-year nominal yields above
4% and half'in 5-year TIPS real yields of 1.8% (i.e.
inflation +1.8%). Over the next few months, we’ll
have to decide whether to favour nominal or real
rates, in order to keep this initial 50-50 strategy alive.

Evolving inflation expectations will be our guide.



3. EQUITIES

THE '"MAGNIFICENT' DISPERSION

The year has got off to a good start for equi-
ties (MSCI AC World +1.5% to 29.01.2024),
with the S&P500 setting the tone. After a lit-
tle hesitation, the flagship index reached
an all-time high and seems to be heading
for the 5,000 level, still buoyed by large-cap
technology stocks and the Magnificent Sev-
en group. For now, this trend results from
some new multiple expansion, a trend that
will have sooner or later have to be recon-

ciled with earnings growth.

The S&P500 now exceeds a price/earnings ratio
of 23x, compared with its average of 19x over the
last 10 years. The “S&P 500 Equally Weighted”
index, on the other hand, shows more decent val-
uations, with a price/earnings ratio of 17x, in line
with its historical average (graph 2). This gap con-
tinues to reflect the high concentration in the US
main benchmark index. The S&P500’s perfor-

mance continues to be underpinned by the Sev-

en Magnificent, with only six of the seven left as
Tesla dropped out of the race with its share price
down 26% Y'T'D.

The earnings season is well underway, and so far
25% of S&P500 companies have completed the ex-
ercise. The major technology and internet compa-
nies are unveiling progressively their figures for the
last quarter. These are closely scrutinized by inves-
tors, given their preponderant weight in US indices

and, by extension, in global indices.

It’s still too early to draw conclusions, but the sur-
prises relative to expectations are positive for the
time being, particularly in terms of earnings. Note,
however, the downturn in EPS growth driven by
the Materials (-25%) and Energy (-28%) sectors. Ex-
pectations are high, with earnings per share growth
(S&P500) expected at +5.2% for the next 12 months,
+12.8% for 2025 and +10.20% for 2026. At current

valuations, there’s no room for error.

G2:S&P500 INDEX (LHS) VS. S&P500 P/E AND S&P500 EQUAL WEIGHT S&P500 P/E (RHS)
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In China, President Xi Jinping continues to pro-
vide support for economic recovery. After the 20
measures unveiled in July 2023 to stimulate con-
sumption, support housing and businesses, includ-
ing green growth, the government has just added 1
trillion yuan ($139 billion) of liquidity to the market
and lowered the mandatory reserve ratio (RRR) of

the country’s banks.

Confidence is not yet restored, however. The domes-
tic market 1s sliding by almost 4% this year, and the
Hang Seng by 5.7% (29.01.2024), at a time when
the Chinese authorities are once again preparing
to restrict the use of short selling. China remains
one of the world’s main economic growth engines,
with GDP up by 5.3% in 2023 and expected to rise
by 4.6% in 2024 (graph 2).

If central bankers succeed in regulating in-
flation without triggering a recession, the
equity market could continue to rise, al-
beit at the pace of potentially sharp move-
ments generated by forthcoming political
(elections) and geopolitical (areas of con-
flict and military instability) events. We re-
main optimistic, paying close attention to
the evolution of macroeconomic data and,
in particular, to the rhetoric used by cen-

tral bankers.

) BANQUE



5. PERFORMANCES

EQUITIES IN LOCAL CURRENCIES
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Legal information

This document intends to provide information and opinions on dif-
ferent matters. It is intended only for this purpose. This document
does not constitute an advice, an offer nor a solicitation by Banque
Eric Sturdza S.A. or on behalf of Banque Eric Strudza S.A. to buy
or sell any financial instrument or to subscribe to any financial in-
strument. This document does not contain any recommendation per-
sonal or generic and does not take into account the investment ob-
jectives, financial situation or needs, or knowledge and experience
of any persons. This document does not contain any offer or any
solicitation to purchase or subscribe to any financial services or to
participate in any financial strategy in any jurisdiction. It does not
constitute an advertisement or an investment recommendation or a
research or strategy recommendation. Moreover, it is provided for
informational and illustrative purposes only and does not contain fi-
nancial analysis. This document mentions and presents benchmarks
which may only be used for comparison. The information provided
must not be relied on and must not be the only source to make a de-
cision about financial investments. It is also not a legal or tax advice,
or any recommendation about any kind of financial services and is
not intended to constitute any kind of basis on which to make a de-
cision on a financial investment. Banque Eric Sturdza SA is not re-
sponsible and may not be held responsible for any loss arising from
decision taken on the basis of the information provided in this doc-
ument or for any liabilities arising from such decision. Although all
due diligence has been performed to ensure that this information is
accurate at the time of its publication, no guarantee is given regard-
ing its accuracy, exhaustiveness or reliability. The information pro-
vided may change, even immediately after publication and there is
no obligation to provide an up to date information at any time. Fur-
thermore, the information provided in this document do not intend
to provide all the legal and necessary information on financial in-
struments or on issuers. Other publications from Banque Eric Stur-
dza SA may in the past or in the future reach different conclusions
from the information contained in this document. Furthermore, the
present document and the information provided do not in any way
engage the responsibility of Banque Eric Sturdza S.A., its affiliated

companies, or its employees.
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Information on risks

Investments are subject to a variety of risks. Before taking any deci-
sion of investment or entering in any transaction, any investor should
request detailed information on the risks associated with the decision
of investment and with the financial investment. Some type of prod-
ucts are in general bearing higher risks than others but general rules
cannot be relied on. It is remembered that past performance is not
a reliable indication of future results and that historical returns and
past performance as well as financial market scenarios are not relia-
ble indicator of future performance, significant losses remaining al-
ways possible. The value of any investment depends also on the fact
that the base currency of the portfolio is different from the currency
of the investment subject to the foreign exchange rates. The exchange
rates may fluctuate and adversely affect the value of the investment

when it is realized and converted in the base currency of the portfolio.

Distribution information

This document is not directed towards specified jurisdictions or to-
ward specific person or entity resident in a specific jurisdiction and
doesn’t constitute any act of distribution, in jurisdiction where such
publication or such distribution is contrary to the applicable law or
regulation or would be contrary to any mandatory license require-
ment. This document is provided for the sole use of its recipient and

must not be transferred to a third person or reproduced.
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