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MARKET OUTLOOK

2024/January

“Prediction is the art of saying what will happen and then explaining why it didn’t.” — Karl Popper, philosopher
economist, and statistician.

ECONOMY: SOFT-LANDING GAINING MOMENTUM

At the turn of the year, one of the most frequently asked questions, alongside what our good resolutions are for the upcoming
months (which by the way we tend to forget by mid of January...), refers to our expectations for the economy and financial
markets. This tendency is driven by the fact that all financial returns reset by the 1st of January. Yet, the economy does not.

This is why we try to distance ourselves from questions regarding 2023121
“our expectations for 2024”, and rather focus on the bigger picture, .
overlooking the calendar. Instead, we try to answer questions such
as what happened? Where do we stand? Where are we heading to? R
The first question is easy to answer. The second seems easy as well, -

but it does hide a few traps. However, it is the last question that
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gaffes. Nevertheless, because we adopt a top-down approach in asset &
allocation, our starting point is based on what we expect from the  Global Composite PMI (Quarter Change)

inherently carries the greatest amount of risk in running into severe

future, at the risk of having to explain at a later stage why what we had initially forecasted never came true.

What happened? Despite interest rates being at a 20-year high (and the associated uncomfortable feeling towards the
American commercial real estate sector), the second largest economy (China) being troubled by a real estate bubble, its main
trading partner — Europe — flirting with a recession, and armed conflicts continuing and/or erupting anew, 2023 will be
remembered as the year when the most expected recession in history never materialized, a clear example of reflexivity at
play. We have recently written extensively about how the U.S. economy has been able to avoid the recession, thus we will
not spend more time on this matter. Suffice to say that the strength of the U.S. consumer and the Federal government
spending substituting banks’ loan growth have been the game changer.

Where do we stand? As of this writing, the economic situation looks to be improving globally. The soft-landing narrative
has gathered pace, fuelled by forward-looking surveys (the Purchasing Manager Index — PMI — to mention one) that show
an improvement compared to the previous quarter (chart top-right), along with the inflationary pressure that is slowly
abating, and the labour market that continues to show signs of normalization. More specifically, while core inflation has
recently stabilized close to 4%, a level that is still twice the central bank’s target, it should be only a matter of time before
the deflationary pressure from lower housing rents kicks in. A similar picture can be observed when focusing on wage growth
(chart to the left), an important element in determining the inflation

ij d ——JOLTS Private Quits Rate (%, Adv. 6m, LHS) 5 ?ﬁ rate; the current level still hovers around 4.5%, roughly 1% above what
;g 1 ——ECI Private Wages & Salaries (%y/y, RHS) - 2-0 the Federal Reserve (FED) considers to be consistent with an inflation
28 4:3 rate of 2%. However, the normalization currently underway (the job
5:3 L 35 quit rate is back to pre-pandemic levels) bodes well for wage growth
22 - 30 to fall further.
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}.2 ?2 Admittedly, we can understand why half of the economists out there,

14 10 and judging from the financial markets returns of the last couple of
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months, the vast majority of investors, believe that a soft-landing is 30 1 % m/m (LHS) [
in the making. As noted, the economy seems to be normalizing 2° 7 — % 3mpamAnn.RHs) [ 1°
without falling off a cliff, while household consumption remains *°
resilient (chart to the right) and 2008-like excesses are no where to :Z
be present. In fact, the balance sheet of American families seems 0:5
stronger than ever, despite terrible financial returns in 2022 and

housing affordability close to all-time lows. But interestingly enough, .
the latter has only marginally affected the housing market, usually _;, , . . . .
one of the sectors to succumb the earliest in anticipation of an Jan-22° May-22  Sep-22  Jan-23  May-23  Sep-23
upcoming recession. The private deleveraging post Great Financial Crisis, supported by more stringent bank credit

7 U.S. Retail Sales F -2

standards, has ensured a lower supply of homes, which is compensating what we believe to be a natural decline in the
demand for houses. Dulcis in fundo, according to many, both on Wall Street and Main Street, the FED is ready to embark
on a massive round of interest rate cuts (six for 2024), granting the necessary support to the economy to avoid decelerating
excessively, thus avoiding a recession. Makes sense.

Where are we heading? At the risk of becoming the latest proof in support of Mr. Popper’s statement, we take a look into
the future, trying to envisage (avoiding the use of the word forecast is deliberate, we don’t want to make it too easy for Mr.
Popper to be right) the potential risks around the consensus for a soft-landing.

Let’s be clear; soft landings are extremely hard to achieve. The reason being that authorities act on published data that is
backward looking, i.e. that represents the past (GDP, unemployment, inflation rate, etc.), making the former chronically
late in their decision-making, not for a fault of their own, but simply because the economy evolves on a daily basis. Also
worth noting is that an economy always transitions through a soft-landing state before it enters a recession; GDP growth
rarely falls from high-single digits to negative figures. The deterioration takes time, and GDP growth first abates, and then
falls into negative territory. It is the phase characterized by the abating that sparks hope for a soft-landing.

If we look at the past instances of soft-landings (only three), these have never happened with an inverted yield-curve. Why
is the inversion an omen for an upcoming recession? No magic involved, but a rather simple explanation; banks borrow
short-term, and lend long-term. When the curve is inverted, the business becomes less profitable (short-term borrowing is
more expensive than long-term revenues), and banks are less incentivised to issue credit to businesses and households,
removing an important source of growth. Today, the curve is inverted, and has been in this state for almost two years. A
long time.

- . 10 Alot of the exuberance witnessed in financial markets can be traced
back to the expectations of meaningful rate cuts to be delivered
during 2024. On this topic, as we have already outlined in the past,
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we remain sceptical. With a resilient consumer base, core inflation at
4%, and a labour market that is far from possibly being defined as
weak, cutting rates could have the adverse effect of setting off
another wave of inflationary pressure. On the other hand, with real
rates (real rates are nominal interest rates less inflation, and
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to the left) back in positive territory, the economy is exposed to
tighter financial conditions, and the FED is eager to cut rates to engineer the abating phase mentioned earlier. But it cannot
do so unless the economy deteriorates further, risking a recession. For the moment, it seems stuck between Scylla and
Charybdis?.

* In Greek mythology, Scylla and Charybdis were sea monsters positioned on opposite sides of a narrow strait.
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The yield curve inversion has caused bank lending to contract. So | o e e e GROWTH FLATTENING BUT "
how come the economy fared well, nevertheless? Fiscal support, first m ENOUGH T0 BXTENDCVELE m
directly to households in the form of helicopter money, and later in | M .
the form of incentives to businesses and infrastructure spending, has ﬁ,muM\l V

more than compensated the vacuum left by banks (chart to the right). == emeawm moimgam . o

Can this last? The U.S. government is currently running one of the
widest deficit of the post-World War II era, without being in a .,

recession. In theory, there are no limits to how large the deficit can = F¥/ ] frdfnd 3/ i =1
grow, and 2024 is an election year, thus we doubt the Biden e o AN EROWTH evanacll

administration will reign in on spending. But we find it hard to believe it can grow much further. With household excess
savings trending towards zero, the risk that the economy begins hiccupping is not irrelevant.

A year ago, we were convinced the U.S. economy was ready to fall into a mild recession. Twelve months later, we are
explaining why it didn’t. Still, the possibility that our view has been delayed rather than proven wrong is real and we believe
the next couple of quarters will be very important in determining the economic path we are embarking on.

Moving on from the United States, the economies of both Europe and China continue to struggle. Germany, the engine of
Europe, is faltering. Industrial production has been on a declining path since the onset of the pandemic, with tight monetary
conditions, rising energy costs, and a slowdown in China, Europe’s main trading partner, not helping, to use a euphemism.
The decline in the German output has been partially compensated by the strong results of services-oriented countries such
as Italy, Spain, and Portugal, which have benefited from a wave of spending following the pandemic lockdowns. The recent
rise in interest rates have hit Europeans the hardest because they are more exposed to floating-rate debt. However, the
trillions amassed by consumers during the pandemic are largely spent in the US but continue to grow in Europe, despite an
initial spending spree. Excess household savings currently amount to 14% of annual incomes, up from 11% two years ago,
which may limit the magnitude of the economic slowdown we are experiencing.

8 - Consumer Prices (LHS) - 16 Chinese economic activity has improved moderately over the last

6 Producer Prices (RHS) [ few years, supported by low but relentless stimuli, aimed at
Jan. & Feb. data averaged stabilizing a battered economy, but mindful that a significant
reacceleration in activity could be detrimental to an indebted

L 4 nation. Slowing external demand for Chinese goods, coupled
o & o with the recovery of supply chains, has sent the Chinese economy
V\/J" "‘\/‘ in a deflationary state (chart to the left). While this is negative for

2 M\/ " 4 internal productivity and growth, it is positive for the outside
— 1+ +—1—+—1—+— -8 world, as China is de facto exporting deflation, helping developed

1213 14 15 16 17 18 19 20 21 22 23 24 economies in their battle against rising prices. We expect the

Chinese economy to remain under pressure until the issues related to the real estate sector are finally cleared.

FIXED INCOME: MORE OF THE SAME

2023 has been a volatile year for fixed income investors. In fact, during the last couple of years, volatility in fixed income
prices has remained elevated, and much above the long-term average. The massive repricing witnessed in the months
leading up to 2024 only represented the latest proof. With the U-turn of the FED, US government rates fell by roughly 100
basis points across the yield curve. This means, 10Y government bonds returned an outstanding 9.5% over November and
December. A similar destiny has been reserved for both investment grade bonds and high yield bonds which, over the same
period, have offered similar returns.
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Indisputably, the expectation of a looser monetary policy has ...

. . . . Investment Grade Issuers:
propelled prices. Similar to equity prices, as we shall see shortly, = "\ Teverage & EBITDA o

investors are currently pricing a risk-free world; at these valuations, m

markets are telling us that there are literally no chances monetary , 4 AN T
authorities will commit some sort of policy mistake, nor is there any ” - JAAN ””V\ A [\ E_ = 5
chance that the soft-landing turns out to be a turbulent-landing. We =~ = -4 * [ \\\'\fJ i
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If we look at fundamentals, we rest confident in the ability of & = = = = = = = = @ = =
investment grade companies to withstand a slowing economy, as net e - DA

leverage has been declining and is close to the 20Y-average, while EBITDA margins remain on a long-term rising trend
(chart to the right). Therefore, it is no surprise that the quality of the investment grade sector is strong and continues to
improve, as the share of BBB-rated companies has been falling in favour of higher-rated issuers since the peak was reached
at the end of 2021. Valuations are not cheap, but they are not expensive either, making the sector a compelling investment,
especially with the retracement of interest rates witnessed during the first trading weeks of the new year.

The U.S. government is currently running one of the widest deficit of the post-World
War II era, without being in a recession.

On the contrary, the high yield segment of the market does not seem to be pricing the possible effects of a downturn in the
economy. Default rates have been on the rise over the past few years, both in the U.S.A. and in Europe, but over the same
period, the returns of the segment have been by far the best ones within the asset class. Something does not add up. The
rating drift also speaks in favour of the investment grade companies, as the number of high yield upgrades lags the number
of downgrades (it is the opposite when looking at investment grade issuers). With fundamentals deteriorating, noting that
both relative and absolute valuations are rather expensive (chart below) and above the long-term average makes us turn our
nose up. An opposite situation compared to emerging markets issuers, whose fundamentals appear in good shape, especially
if what lies ahead of us is a period characterised by a weakening U.S. dollar, and whose valuations are rather interesting
(more on the currency front rather than credit spreads).

BB8 vs BB Spread Differential

One last remark on the overall level of interest rates; at the beginning
of the year, many investment professionals we talked to were
expecting 2024 to be the year of bonds, a similar thinking we bumped
into during the beginning of 2023 (friendly reminder: while the view
L A ' L turned out to be correct, as of the 31st of October, bond returns
WN W_V_ Y1 " . W excluding high yield issuers were in the red, and only later saved by
o e the FED). We can assume interest rates will fall should the economy
AR P LR R R R RE PP PP PP RLPLRRL L begin to contract — and this means the effect on corporate bonds will

be mixed, depending on the quality of the issuer — but we continue to

adopt a cautious approach with respect to the inflation trajectory; in a nutshell, we are not as confident as the market is that
inflation will fall back to the FED 2% target as soon as this summer, and thus we leave the door open for interest rates to
remain elevated over the course of 2024, creating further volatility investors will be obliged to manage.

EQUITY: CONCENTRATION NOW MATERIALLY RELEVANT

If we were to focus solely on the future, we would unveil several encouraging premises for equity prices to continue their
year-long bull market. In 2024, supported by the assumption that we are going to witness a soft-landing scenario, consensus
expects earnings to grow on average by roughly 10%, following two years of sluggish growth. Moreover, as companies have
kept their forward guidance on the safe side, the probability of beating expectations is high (Q4 earnings are being published
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as we write, and with 10% of the companies having reported, the = 5

% OF US EQUITY MARKET CAPITALIZATION ACCOUNTED

FOR BY THE TOP 10% OF STOCKS BY SIZE

earnings surprise is in the high single-digit camp). The expansion of =r "7 MesTReaT UL 97
margins should contribute meaningfully to the rise in earnings, as the
former have also begun to recover following the trough reached mid
of 2023 and are expected to continue growing for the year.

The soft-landing scenario is still being debated among economists,
who are evenly split between believing and disbelieving. Yet, the

& BCOL Research 2023

semiconductor industry, a leading indicator for the world’s economy, ! ! ! | | ! | | | |
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is showing tentative signs of rebounding — as we write, Taiwan s mmmams e o s m o

Semiconductor reported strong results, with the share price jumping 9%; both chips’ sales and prices have started to recover.
A further boost to the economy could also come from artificial intelligence (AI); the narrative surrounding Al gave a boost
to stock prices in 2023; the actual implementation of Al in the production processes may provide a boost in companies’
earnings in 2024, and beyond. Moreover, this is an election year which, judging by past standards, has often generated
positive returns for equity investors. And while the valuation of the S&P 500 is expensive, the valuation becomes less
expensive if we focus our attention on the S&P 500 equal-weight index (this is because the bigger companies — i.e. the
Magnificent 7 — which are also some of the most expensive ones, carry a much smaller weight in the equally-weighted index).
Thus, if we were to focus solely on the future, we have reasons to be optimistic. But...

...if you are a habitué of our publications, you should know by now that we always show there are two sides to the same coin.
Looking solely at the future is like driving a car without ever looking at the rear-view mirror; risks can come from the past,
as much as this may sound counterintuitive.

The primary risk we face is that equity markets are priced for perfection. What this means is that they don’t allow room for
errors nor the (many) uncertainties we face going forward. The result is that, should the idea of a soft-landing vanish, or
should interest rates begin to rise again due to a resurface of inflationary pressures, equity markets will have to adjust
accordingly. Related to this is the fact that earnings expectations seem somewhat too rosy — again, no risks are priced in.
But a year ago, analysts expected 2023 earnings to rise 10%, and the reality turned out to be much different. They have now
shifted their growth expectations to 2024 (much as we did with our recessionary view...), on the assumption that the
economic recovery will propel the bottom line of businesses. And while it is certainly true that election years very rarely
coincide with economic downturns and/or poor equity returns, we must highlight that 2023 was an incredibly strong year
for equity markets, thus some of the action that was supposed to be taking place in 2024 may have already taken place.

Market concentration is also a factor that should not be overlooked (chart top right). Currently, the Magnificent 7 account
for over 30% of the total market value of the S&P 500, the highest in history. When market concentration has reached such
levels in the past, the following years have always been characterized by volatility, to say the least. Furthermore, the
concentration focuses on companies — the Magnificent 7 — whose growth rate is set to decelerate as they take on a bigger
share of the pie. More generally, it is important to remember that companies’ earnings cannot grow at elevated rates in
perpetuity. And the Magnificent 7 will be no exception.

0%

"Magnificent Seven' : Apple, Microsoft, Alphabet, Amzzon, Meta, NYIDIA, Testa Lastly, as we always point out, valuations remain expensive. 2023 saw no

Aggregate operating margin: Total operating income / revenues

meaningful earnings growth, while the stock market returned roughly
e A1 25%, which is to be attributed entirely to multiple expansion. As a result,
valuations are higher today than they were a year ago, and back then they
were not cheap. We always say that valuations are not a reason for markets

3%
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to fall but they impact the expected returns given a dollar of investment;

- the higher they are today, the higher the returns you have (possibly) made
Do for GOOG META e TSt A et in the past, the lower the returns you should expect in the future.

15% . . .
FELFPSF LS PLIFFFFesdd s ¢  Valuations are your rear-view mirror.
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CURRENCIES AND COMMODITIES: GEOPOLITICS REIGNING IN

Addressing commodities is akin to discussing emerging markets; attempting a broad approach seems increasingly
nonsensical. Commodities are at times highly uncorrelated with each other; hence we must differentiate between energy
(often politicized), industrial metals (linked to global growth and specifically to the Chinese economy, the main customer),
and precious metals (a safe-haven asset and inversely correlated to real interest rates). The current environment requires
prudence when managing cyclical commodities such as industrial metals; as we noted earlier, the Chinese have not yet
emerged from the muddy waters they have fallen into a few years ago. Energy, on the other hand, has many supporting
factors, ranging from geopolitical risks arising from the conflict in the Middle East, to a pick-up in demand from specific
emerging markets economies. Moreover, taking a longer-term view, we are sceptical that the energy transition will occur as
fast as authorities hope for, which means we shouldn’t make the mistake of dismissing the black gold so fast. Finally, gold
has done incredibly well in 2023; a rising demand by global central banks 5, —— DXY Index (LHS) o

and renewed geopolitical risks more than compensated skyrocketing real . [~ — DXV-weightedYield Gap (% pts, RHS) S
rates. Looking forward, we expect the first two factors to persist, while we o .
envisage real rates to change their trajectory, increasing the list of 108 200
supportive elements for the yellow metal. . 1'

1 .75
What could hinder a renewed bounce in the price of gold is a stronger US 100 1 [ 150
dollar. The path of the greenback continues to be interest rate-driven; if 9% Y'e.'dhh'ghe.r nUS vs DAY I’W L 125

weighted yield; USD stronger

the FED does embark on an interest-rate cutting spree, the USD is bound 92 1.00

to weaken further. Only a renewed tightening of financial conditions, and "% Jul-22 Jan-23 Jul-23

related financial stress, could make the USD appreciate. Over the long-term however, valuations don’t play in favour of the
USD. Overseas, we expect the EUR to move in a big trading range against the USD, given it is facing similar challenges as
well as prospects as the United States. A stronger balance of payments will most likely be compensated by a weaker economy.
In Switzerland, the Swiss National Bank has continued to purchase Swiss Francs to unload foreign currency reserves. It is
expected this amount should start to be reduced, and together with looming rate cuts, the CHF should start to slightly
depreciate against its major peers.2

OUR STANCE?

Liquidity: Underweightv Bonds: Overweight A Equities: Underweight v Alternatives: Underweightv Commodities: Overweight A

2 Document sources: Capital Economics, BCA, 3Fourteen Research, Creditsight, Empirical, Hussmann Research, Vontobel, Factset, Refinitiv IBES, Hussman Strategic Advisors, Yardeni.
3 Look-through and beta-adjusted.
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DISCLAIMER

This investment report prepared by Lugano Financial Advisors SA (“LFA”), contains selected information and
investment opportunities identified by LFA. This document is based on sources believed to be and reliable, accurate
and complete. In particular, LFA shall not be liable for the accuracy and completeness of the statements estimates and
conclusions derived from the information contained in this document.

Any information in this document is purely indicative. This document is not a contractual document and/or any form
of recommendation. It does not constitute an offer, a solicitation, advice, or recommendation to purchase, subscribe
for or sell any financial instruments.

Under no circumstances, LFA shall be liable for any kind of damages, direct, indirect, or non-contractual. Prices and
rates indicated are subject to change without prior notice. The investments are valued at the market price as of the
investment reporting date (e.g. stock exchange closing price, Net asset value or market maker price). Should no market
price be available as of the investment reporting date, LFA shall use the last available price for the valuation.

LFA shall assume no obligation to purchase or sell the investments at the reported market prices. The data provided in
this investment report, which do not specifically refer to the account and custody account positions of the client, are
intended solely for the client’s own use and may not be passed on or used independently of the client-related data
stated in this investment reporting. Reliance on the data contained in this investment report and any resulting act or
omission on the part of the client or third parties shall be at the client’s or third party’s own risk. Past performance
should not be seen as an indication of future performance.

This investment report is not intended to be used for tax purposes.

Please check this investment report and inform LFA of any discrepancies within 4 weeks.

CONTACT US:

Edoardo Mango, CIO

LFA — Lugano Financial Advisors SA
Via F. Pelli 3

6900 Lugano, Switzerland
0.+419192269 16

mango@Ifa.ch

www.lfa.ch
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