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How difficult is it to sink a US aircraft
carrier?

By Edward Lim

The US aircraft carrier is not just the best embodiment of US military supremacy but also its unassailable ability to shape
global politics. We saw that might at work when US moved not just one but two aircraft carrier strike groups into the
Middle East region at the onset of the current Israel-Palestine conflict. In no small part, Iran has kept of out of the fray
because of the ominous presence of this military asset. It is precisely its omnipotence both militarily and geopolitically that
makes it a prime target for many of its enemies to attack it. But how difficult is it to sink a US aircraft carrier? The
unequivocal answer is “pretty hard”. There are several reasons that underpin its invincibility. First, it is difficult to locate it.
As it is nuclear-powered, its ability to stay in the operating arena is only constrained by its need to refuel consumables
enabling it to stay out in the sea for 90 days. It is also fast! The aircraft carrier can achieve a speed of up to 35 miles per
hour. In other words, within 90mins it has been spotted, that aircraft carrier area would have travelled anywhere in 6000

square miles or almost the entire land mass of the state of Washington.

After the enemy has located it, the next task is to continuously track the carrier. To track it precisely one would require an
assortment of land, sea, air, and space-based telemetry. No country currently possesses the capability to track and
activate command decisions to launch an array of weapons against it, not even the US. And that is assuming the strike
group has not already engaged their countermeasures such as jamming, deception, and early strikes on the enemy’s
capabilities. This leads to the third reason. An aircraft carrier does not travel alone. The strike group entails air, sea,
underwater, and satellite capabilities that are all coordinated into a single network-centric command center for the
commander to analyze and initiate offensive and defensive manoeuvres. It typically will have airborne surveillance
through its satellites, Hawkeye aircraft, and Aegis radars of the accompanying ships and an air wing of at least 40 attack
airplanes like the F18 and Seahawk helicopters. Its sea capabilities include at least one to two mine sweepers, missile
cruisers, anticraft destroyers, and submarines that can launch conventional and nuclear warheads. To wrap up its
offensive and defensive capabilities, each warship is equipped with a plethora of missiles and gunships to protect itself.

er, if by some providence the enemy managed to escape the strike group’s countermeasures and forward
fion shield and land some missiles or torpedoes directly on the aircraft carrier, it would still take a lot of
bombardments to sink the carrier. It might cause some operational issues but to sink it would be nearly impossible

because of the way the carrier is built. It uses a combination of reinforced steel hull, watertight compartments, damage
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control systems, and a crew with decades of experience to implement redundant systems to ensure it continues to

operate even if it suffered several direct hits. Don’t take my word for it, watch this video, US Navy sinks its aircraft carrier.

What does the formidable might of a US aircraft carrier strike group have to do with macroeconomics? Throughout the
2023, consensus was expecting the US to enter a recession, including us. The market was expecting the US to
enter a recession by 1Q23 (we had in late 2Q-3Q23 albeit a mild one), subsequently postponed that to 3Q23 and some
are still expecting a recession to occur in early 2024. The premonition of pending recession is not without cause. The Fed
has begun its most aggressive hike since the 1980s prompting the US10 yield to rise from 3.8% at the start of the year to
a year high of 5%. That dragged the 30-year mortgage and automobile financing rates to their 22-year highs of 8% and
6.7% respectively. The high borrowing cost has also restrained consumer demand for loans which has since slowed to a

pace of 3.4% by the end of 2023 and the latest survey from loan officers indicates demand for consumer loans remains

muted.
Consumer loan growth has slowed since peaking in 2022 as higher

S

T 2 @2 g g g ez 2z 2 g E g E g2 22 2 22 22 3 5 99

T T T FT TS T R ZT 2 TR R E R S S RS R S A s A s s s s s s s 8 8 =58
15 Consumer Credit + Home Equity Loan Growth 1 15
14 Smoothed Year-to-Year Change 1 14
13 10/31/2023 = 3.4%, 4 13
12 PR, 4 12
11 ' ! 4 11
10 . BT
9 A E a
8 ™ty g 8
7 n g 7
] q 1 e
5 \’K/"'W] E 5
a R 4
3 E 3
2 g 2
1 g 1
0 | ~-mme—--- PSS S R 0
-1 Consumer Credit Growth | - -1
-2 Smoothed Year-to-Year Chakhge 1 b -2
-3 10/31/2023 = 3.6% ¥ 1 -3
- P B B -

[} )
(E0515) Consumer Credit and Home Equity Loan Growth

@ Copyright 2023 Mad Davis Resaarch, Inc. Further distribution prohibited without prior permission. All Rights Reserved
Sea NDR Disclaimer at www_ndr.comicopyright html. For data wvendor disclaimers refer o www._ndr.com/vendorinfo/

High-interest rates have also curtailed companies to increase capex. Capex surveys peaked back in 2022 and have
continued to slide with one survey, Phill Fed’s Capex Index, showing 0% of correspondents expecting any increase in

capex in the next 6 months.

Capex intentions by companies are guarded as well
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https://www.youtube.com/watch?v=IE0144HtdFg
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Aside from taking on the barrage of the expected negative consequences of a monetary tightening regime, the US
economy had to contend with the bankruptcies of five banks in the form of the infamous trio of First Republic, Silicon
Valley, and Signature Bank and less well-televised ones such as Heartland Tri-State, Kansas (closed in July 2023) and
Citizens Banks, lowa (closed in November). We have already warned about the risk of global real estate as early as 2019.
In the aftermath of the banks bankruptcies, we also learned that these smaller regional banks have been a

disproportionate lender to the US commercial real estate, Everything. everywhere. all at once. Commercial real estate

in the US is a large asset class worth $2trn. The segment has seen the vacancy rate rising post-Covid due to
changes in work culture and preferences for better ESG-aligned buildings. Vacancy rates are now higher than in the
depths of the 2008 GFC compounded by the higher level of stock availability. Post covid, the growth in office rent
has been near zero and when you cobbled that with a rising capitalization rate, the asset value has declined by 15%-20%

on average in 2023, and some forecasts are expecting another 10-15% decline for 2024.

The $2trn US commercial real estate is in big trouble = smaller banks are at risk too

Vacancy and availability rates are above GFC highs Office rent growth remains anemic

National office vacancy and total availability rate (%), quarterly as of Q3 2023 Mational office year-over-year rent growth (%), quarterly as of Q3 2023
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And if that is not enough to make one dead sure that a recession is unavoidable, throw in the deadly concoction
of two major wars, continuous trade spat with China, and oil price that has an average $12 pbl higher in 2023
than the average between 2019-2022. However, the US economy remains not just infallible but is expected to chalk one
of the highest GDP growth rates in a decade outside of Covid rebound in 2021. At the start of the year, consensus had
US GDP eking out a mere 0.5% growth but as the year progressed, this forecast was revised upwards frequently
and is expected to grow 2.4% by year end, a good 90 bps higher than its long-term potential. For 2024, consensus is

expecting GDP growth to slow back to trend at 1.3% though revision for 2024 has been positive since August.

2023 GDP raisedhrgot the year: 2024 to slow but +ve revisi on mometum since Aug
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Most of our readers would have known that we employed a four-prong approach to assess recession risk as well as
growth momentum. The method includes looking at Nowcasting and Forecasting models, market signals like yield curve,
and NDR'’s economy timing model. Throughout 2023, we have three if not all four approaches pointing to an elevated risk
of recession within the next 12 months with varying degrees from a mild to moderately severe recession. Even when
using the weight of evidence approach, we have been wrong. Hence, the question is to understand why this economic

cycle has defied conventional wisdom and critically, will the drivers supporting this upside surprise in 2023 continue into
2024 and beyond?

One of the most spectacular features of this expansion is the strength of the US consumer. The combination of
positive real wage growth (i.e. nominal wage growth minus inflation), low unemployment rate, healthy saving rates, and
strong balance sheet accumulated through gains in the stock market and residential real estate since 2019, has enabled
the US consumer to continue spending. Even as we are witnessing a trade-down in consumer spending in recent months,

the latest aggregate retail sales in the US registered a respectable growth of 3.4% yoy in November for a cumulative
1.3% increase year-to-date; not quite a recessionary level.

US consumer strength: Positive real wage growth and low unemployment rate

—Real Atlanta Fed's Wage Growth Tracker® (2023-11-30=21%) - - Real Average Hourly Eamings for All Employess (Year-to-Year % Change) (2023-11-30 = 0.8%) vi¥
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The strength of the US consumer balance sheet is best expressed in these two charts. The first chart shows US
household net worth has swelled to $145 trn equivalent to 540% of its GDP. The median household bank balances have

increased by 40 to 50% since the start of 2019 even for the lower bracket.
US Household net worth accelerated post-pandemic to $154 trn of 540% of GDP
Household networth by generation (1989-2023)
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Sowrce: Hawver Analytics, BofA US Eguity & CQuant Strategy

Plenty of cash in the bank. Median bank balance is 40 to 50% higher than start of 2019

Monthly median household savings and checking balances by income (2019=100) for a fixed group of households through October 2023
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Source: Bank of Ameri@ internal data
Monthly data indudes those households that had a consumer deposit account (checking and/or savings account) fer all months from January 2019 through October 2023.
BofA GLOBAL RESEARCH

Not only have the average US consumers become wealthier and with larger bank balances, but they are also holding
one of the largest amounts in money-market funds on record that could potentially be spent or redeployed into

other asset classes.

US Retails hold $2.25trn in money market fund = 5% of S&P500 total capitalization
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— Total Money Market Mutual Funds Assets (2023-12-22 = $5870.10 billion)
- = Total Retail Market Mutual Funds Assets (2023-12-22 = $2277.09 billion)
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The second reason for the upside surprise to the US economy is an expansionary fiscal policy that has
counter-balanced a restrictive monetary policy. A potent combination of student debt relief, the Infrastructure, CHIPs,
and IRA Acts have buffered the economy from the 525bp Fed Fund rate hike. In total these four programs provided a fillip

of 7.4% of deficit spending totaling approximately $80bn of extra spending in 2023.

Large fiscal impulses such as student relief, Infra, CHIPS and IRA acts buffered
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The other attendant bolster to the US growth surprise is the effect of friend-shoring in the aftermath of Covid. US
has been the biggest beneficiary of this trend of sourcing more from the US while China has suffered the most. The
table below illustrates the changes in the trend in Foreign Direct Investments across different regions. The US has seen
marked increases from Emerging Europe, Rest of the Worlds, Americas excluding the US, investing more in the US as a
source region. Private investments in computers, electronics and electrical manufacturing assets have skyrocketed to
above $100bn in the last 2 years; a magnitude we have not seen in many decades. While such a rise is unsustainable in
the long run, we expect it will remain elevated in the next 2 years given the multi-year rollout of the Infrastructure, CHIPs

and IRA acts (see chart above).

EDI reallocation from 2Q20-4Q22 versus 1Q15-1Q20: US has benefitted the most
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Renewed focus to make US manufacturing capability great again.
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One of our key premises that a US recession is unavoidable is the assumption that with higher policy and

interest rates, consumers and corporates will see significant pressure from higher interest expenses, will lower

their propensity to spend, and corporate profitability will decline However, that has not panned out. On the

consumer side, the effective mortgage rate has risen by only 100bps because much of their mortgage loans have been

refinanced in 2021 and the earlier part of 2022. Furthermore, floating rates mortgages form a much smaller portion of total

mortgage outstanding now versus back in the pre-GFC subprime crisis or even prior to 2000 dot-com bust. Unlike many

other countries, US mortgages are usually on 30-year loan and not so insane financing schemes in places like Singapore

where you can only fix your loan rate for only three years. Through a combination of term-out loans and the rising

wealth effect from property and the stock markets, the overall financial obligation and debt servicing capability

of US household remain robust.
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US mortgages were refinanced early lessening the impact of higher rates
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Cument morgage rate vs, effective mte on all morgage debt outstanding
(1989-2Q23)
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US consumer indebtedness remains manageable while debt service ratio is near its low

Household debt service & financial obligations atio (%)

Debt Service ratio

Finmnancial obligation ratio
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Aside from the troubles in the real estate sector, the rest of the corporates have also managed the impact of rising

interest rates better than we expected. 76% of US corporates’ debt is long-term and fixed rate and much of that is
termed out to 2026-2029.

US corporates have also termed out their loans and large part are long-term and fixed rate

544 500 debt compoasition (as of Manch 2023)
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Their effective interest rate has risen but not by a lot and the estimated cumulative impact to EPS over the next 5 years

holding current rates here will only detract less than 5% of earnings for S&P500 in the same period.

Effective interest rate has risen marginally, and impact is not significant to broad market
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On balance, our four-prong approach to ascertain growth momentum and recession risk shows that growth is
expected to step down from the blistering pace of 3Q23 for the US, but signs of improvement in emerging economies

will support a slower growth narrative and not an impending recession.

Using the Goldman Sachs Nowcaster model, global growth is clipping at 2% pace currently, off its long-term
potential of 2.5%. The continued weakness in Euro area, particularly in Germany and UK (both are expected to be in
recession) is offset by an improving US that is growing near its long-term potential, positive momentum continuing in

India, and China turning the corner.
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GS nowcaster says growth to moderate and is below long-term potential

Country Spot CAI F'ema'ln change, Waorld CAl Percent {halnge.
o, = annual rate anmual rate
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Using JP Morgan PMI indicators, the forward model indicates a global economy that is tracking close to its
trend-like pace at 2.3%. Critically, the PMI indicators for manufacturing (49.9) are at the cusp of turning expansionary
after sliding into contractionary for much of 2023. Both output and new orders for manufacturing are turning around and
prices for their manufactured products are firming. Two of the three manufacturing surveys covering consumer,
investment, and intermediate goods are in the expansionary zone (Consumer Goods 50.7 and Investment Goods 50.7),
the first time since May where we have at least two of three sub-segments of this series in expansionary territory. If this
improving trend of manufacturing continues into expansionary zone in the coming months, it will be the first time since

May both engines of global growth, services and manufacturing, are firing together.
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is at cusp of expandin

Conclusions from market indicators are less obvious. While the yield curve remains inverted other indicators like the

Financial Conditions Index have loosened and are not at the level that is typically associated with a recession. We have

written extensively on why the history of the inverted yield curve as a harbinger of recession is not particularly dependable

and argued contemporaneous issues like distortion by central banker’s past uber-easy policy and hedge fund community

speculative positioning have rendered more noise in the inverted yield curve.
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Financial Condition Index has loosened and nowhere near recessionary level

National Financial Conditions Index (NFCI) (2023-12-15 = -0.53)
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Lastly, using NDR Economic Timing Model, the global economy has transitioned out of “Mild” and “Moderate”

recession phases that spanned from May-Aug to “Slow growth” phase since.

NDR Economic Timing Model finally moved out of recession phases to slow growth now

NDR Economic Timing Model (Current Version) (2023-11-30 = 2.00) % - ]
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In the tables below, we analysed the performance of various asset classes 3months before the first rate cut and 12

months after. Given that the market is pricing the first Fed cut to be in March 2024, the empirical data detailing the 3

months prior to a Fed cut can provide us some guidance to the possible short-term performance paths.
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Returns 3 mths before first cut (since 1970s)

Return (3M before Incidence of +ve Maximum
first cut) Returns Drawdown
US Treasury Index 3.1% 88% -1.9%
usi t t-grad
nvestment-grade 3.5% 75% -1.4%
Corporate Debt
US High-yield Debt 4.6% 100% 1.3%
3 months LIBOR (Fixed Deposit (7.7%) 0% 10.1%
Proxy)
S&P 500 4.3% 78% -8.0%
NASDAQ 1.2% 63% -13.5%
UK FTSE 5.7% 80% -0.2%
Nikkei 1.8% 75% -3.0%
Hang Seng 10.5% 56% -24.8%
Gold 10.4% 80% -10.0%
oil 3.2% 80% -7.5%
Dollar 3.4% 78% -5.3%
Yen (1.2%) 29% -8.6%

Source: Bloomberg, Fed, NBER
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We note that all major asset classes are up three months prior to the first Fed cut except for our fixed deposit
proxy and the Yen. It is interesting to note the performance between bonds and equities are not significantly different eg.
US Investment-grade debt returned 3.5% just 80bps shy of S&P. The broader bond asset classes have a higher incidence
of positive returns than the major equities indices, and the maximum drawdown for bonds is also far lower. Gold and oil
tend to perform well but the dollar strengthen against the Yen. Our current asset allocation does mirror some of these
findings with our preference to tilt our fixed income holdings in government securities and investment-grade debt and
overweighting S&P relative to NASDAQ and the rest of the world. We are also looking for an opportunity to re-enter Gold
but our stance on Gold is a much longer-term trade on the back of the risk of de-dollarization. Over the next 12 months,
Treasuries and investment-grade debt performed the best on a risk adjusted basis, incidence of positive returns,
and lower risk of drawdown. Even in a no recession scenario, this still holds true. Equities leadership rotates back to
growth, but emerging markets fared poorly. Yen strengthens against the US Dollar, Gold is down, and oil performed
really poorly. But the important point is the cash (aka Fixed Deposit) fared the worst in the sense the interest rate

you receive is lower over this period.

Returns 12 months after the first Fed cut (since 1970s)

Returns (12M after . : Incidence of +ve .
. Volatility Adjusted Sharpe Maxium Drawdown
first cut) Returns
US Treasury Index 9.9% 5.0% 1.98 100% 1%
usi t t-grade C t
nvestmentgrade torporate 11.9% 10.2% 1.17 75% -14%
Debt
US High-yield Debt (1.0%) 10.8% -0.09 25% -26%
3 ths LIBOR
(@ months t (40.7%) 40.7% -1.00 0% -89%
(Fixed Deposit Proxy)

S&P 500 13.0% 16.8% 0.77 67% -37%
NASDAQ 18.6% 20.2% 0.92 75% -46%

UK FTSE (10.6%) 15.8% -0.67 40% -35%

Nikkei 1.5% 19.7% 0.08 50% -49%

Hang Seng (9.3%) 29.6% -0.31 33% -55%

Gold (7.9%) 32.2% -0.24 40% -57%

oil (19.2%) 38.9% -0.49 17% -28%

Dollar 0.7% 8.4% 0.08 56% -12%

Yen 4.6% 12.0% 0.39 75% -16%

Source: Bloomberg, Fed, NBER

Equities: Upgrading to Overweight from Underweight. Our long-standing view of underweight equities since Oct 2021
has served us well in 2022 but the idiosyncratic rip of the equity market in 2023 has taken us by surprise. It is not just the

resilience of the US economy but the aftermath of the real and hyped-up spillover effects of generative Al since debuting
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to the public consciousness. Have a listen to our global equities manager views on this theme on Spotify, Generative A.l —

My New Analyst. We are upgrading our equities to overweight given our sanguine view of the global economy as
well as our expectation that deflation forces continue, leading to a Fed pivot by 2Q24. Nonetheless, there is great
humility in our views and there is still a risk of consumption slow-down leading to a recession or resurgence of inflation.
We think the risk of the latter is unlikely but will judge the risk of inflation staying stubbornly high against an exuberant

pricing of rates as a probable risk.

One of the key factors holding back by our upgrade throughout 2023 has been valuations but we have chimed in the last
Navigator, High and Dry, and we are seeing pockets of opportunities. While the S&P500 currently trades at 19x and is
above the 30-year forward PE average of 16X, if we consider the Magnificent 7 accounted for 72% of the SPX rise, the
rest of the 493 stocks in the index have only risen 6% in 2023. Adjusting for the Magnificent 7, the valuation of S&P
on an equally weighted basis is not demanding trading at its 30-year average of 14x. But the most important
counter to the “valuation is not cheap” concern is that PE multiple always expands when the Fed initiates the first cut.
(The market is currently expecting a series of 125bps cuts for 2024 starting in March. We are less aggressive expecting
the first cut in 2Q24 and 100bps for the entire year). Since 1970, PE multiple expanded by 25% a year after the Fed first
cut its policy rate. One could argue that the 25% expansion in multiple is predicated on the expectation of an aggressive
Fed easing due to a recession. Hence, in a soft-landing scenario that we are espousing, the rate cuts will be smaller and
therefore multiple expansion should be lesser. Yes indeed. Based on the limited soft-landing scenarios we have (1984
and 1995), the Fed cuts its policy rates 225bps less than in periods of recession, but PE multiple still increased by 26%

into the next 12 months in this scenario.

PE multiple increases when Fed starts easing even in a soft-landing scenario

S&P 500 EPS Growth P/E P/E (1 Year PE Change
Date Return (%) {96} {Current) Later) (%)
13/11/1970 10.5 1.3 15.6 17.0 9%
19/11/1971 26.1 13.1 16.9 18.8 11%
9/12/1974 32.7 -14.8 7.2 11.2 56%
30/5/1980 19.0 -4.6 7.3 9.1 25%
2/11/1981 9.1 -11.2 8.1 10.0 23%
21/11/1984 22.4 -8.0 9.9 13.2 33%
6/6/1989 13.1 -13.2 13.0 16.9 30%
6/7/1995 21.4 1.4 16.1 19.3 20%
29/9/1998 20.9 5.3 26.9 30.9 15%
3/1/2001 -14.3 -50.6 27.0 46.8 74%
18/9/2007 -23.8 -39.5 17.9 225 26%
31/7/2019 8.9 -26.6 22.0 32.7 A48%
Median from 1970 16.1 -9.6 15.8 17.9 25%
Median Soft Landings 21.9 -3.3 13.0 16.2 26%
Median hard landings 16.3 -8.4 14.3 16.9 25%

The second reason for our upgrade is we are expecting earnings to rebound but also to broaden beyond the
communication services and consumer discretionary sectors. We have expected earnings to decline -5 to -10% in
2023 but the current trajectory points to a smaller decline of flat to -2%. Consensus is forecasting earnings to rebound

rising 11% in 2024, though our own guess suggests a smaller increase of 5 to 7%. A crucial element of these forecasts is
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that all eleven sectors are expected to register positive year-on-year growth in contrast to 8 sectors posting positive EPS
growth in 2023.

2024 EPS growth rebound and is broad-based
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Lastly, the broadening of earnings prospects coupled with light positioning will draw money out of the system

into riskier assets and equities will be the prime beneficiary. The total size of the global money market funds is at its

all-time high at $8.3 trn (or 18% of S&P market capitalization). Equity ETFs have gave only seen a 5.7% increase in
inflows in 2023.
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Money on sidelines: Large money market funds and immaterial flows to equity ETFs

Global money market fund assets ($ trillions)
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Mutual funds holdings in cash are also near their multi-year high. Furthermore, we think pension funds allocation to

non-public equity is far too high and for too long. We believe the recent high-profile negative news on private equities will

pressure them to relook at the illiquidity premium of these assets against an under-allocation of public equity.

Money on sidelines: Equity mutual fund cash holding is large and Pension under-allocated

Cash as a % of US large cap fund ALK

A5
Cash as a% of total fund ALK
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Source: BofA US Equity & Cuant Strategy. FactSet Ownership
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In terms of geographical preferences, we like the US but prefer to buy companies involved in or deploying generative A.l.

and earnings turnaround stories like semi and financials. We have also deployed into several systematic alpha-generation

ETFs that have outperformed the broader market consistently. The rest of our US equities are anchored by a quantitative

long-short hedge fund and our in-house equity mandate. If you like to understand equity long-short hedge funds better,

have a listen to our Spotify podcast, A long-short story about hedge funds. We downgrade our Japan equities overweight

to neutral as we believe it is hard for Japan equities to outperform when the Yen strengthens. Our Japan expressions

focus on activism and improving corporate governance. We have allocated more to European equities from the weights

d
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taken away from Japan equities, but it remains underweight alongside emerging markets largely on recession fears and

greater dispersion and doubts on their 2024 earnings forecasts.

Fixed Income overweight in US Treasuries and Investment Grade. It is important to reiterate our body of work, The
Indomitable Human Spirit, on policy rates and subsequent yields. In the last Navigator, we analyze the behavior of yields
when the Fed stops hiking in non-recessionary cycles. We conclude 5 of 6 such episodes since 1966, the US10 yield falls
and they fall as much as 200-300 bps nine months after the last hike. We have already seen a 100bps decline in the last
two months. History guides us that the US10 yield should have another 50-100bps decline from now till the end of 2024.
Furthermore, history also tells us that there is no such thing as a modest easing cycle. On average, the Fed cuts 375bps
in 12months after they initiate the first cut. Even in the limited soft-landing scenarios the range of Fed fund rate cuts range

from -75bps (the lowest on record) to -350bps. Our 100bps cuts does not seem too generous.

Yields tend to fall even with no recession No such thing as moderate easing
2 7 Rates cut in
2 1 Date first 12mths
1 of easing
1 13/11/1970 -400
0 19/11/1971 -125
p 9/12/1974 -500
. 30/5/1980 -1000
2/11/1981 -800
2 21/11/1984 -350
2 6/6/1989 -138
-3 6/7/1995 -75
3 29/9/1998 -150
4 . . : . . . : : : . 3/1/2001 -475
-78 -85 -52 -39 -26 -13 0 13 26 39 52 18/9/2007 -750
Decb6 Aug-84 Sep-B7 Feb-95 Dec-18 JukZ3 31/7/2019 -250
Median from 1970 -375
) Median Soft Landings -213
Source: J.P. Morgan Median hard landings -438

In our October bond webinar, we presented our four-pronged approach to estimate where the Fed Funds rate will be in
2024 and into 2025. Using a combination of the Fed’s dot plots, market pricing, empirical data from history, and academia
theoretical work we provide a framework where the Fed Fund rate should fall from 5.25% currently to 4.15% in 2024 and
3.40% in 2025. If you would like to listen to our views expressed in the seminar, please speak to your wealth consultant
for the link. We laid out our views on our preference for global investment grade bonds and exalted the unique partnership
we have with one of the largest institutional fund managers in this space. At yield of 5.5% to 6%, investment-grade bonds
provide an attractive carryover Treasury, fixed deposits, and inflation. We are not expecting further narrowing of credit
spreads and much of the heavy lifting for capital gains in bonds will come from yields declining. For high-yield, we
continue to eschew corporate credit due to unattractive spread differential between investment-grade and high-yield debt
against a contrasting backdrop of rising defaults in the high-yield space and immaterial increase in the investment-grade
issues. The preferences for high-yield fixed income assets include our uncorrelated returns in the private credit space as

well as in the GSIB banks’ subordinated and hybrid capital structures.
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Where should Fed Fund Rate

be?
oo e _mmm
(-25bps from current) and 3.9% by
2025

Fed(;enoz'gr ot 525 560 510 3.90 290
Market says first cut July 2023, =
4.6% by end 2024 and 4% by 2025

Market 537 4 .60 340

History tells us they cut -185 bps 12
months after last hike and -262 bps History 3.40 2.62
24 months after.
Taylor Rule 3.50 3.50 3.50
Fundamental theory says long-
term Fed Fund rate should be 3.5% Average 5.26 5.60 4.15 3.36 3.20

Source: Bloomberg. Fed. NDR

Alternatives: Since 2018, our multi-strategy and multi-manager hedge fund strategy has produced respectable
high-single digit return against a low volatility that is less than one-third of equities and half of bonds. Its returns are also
less correlated and have low beta relative to the traditional stocks and bonds asset classes. We do think volatility will
increase in 2024 as there will be up to forty elections occurring next year with the US Presidential election being the
seminal event alongside Taiwan election in January. If you would like to find out more about this mandate, please also

reach out to your wealth consultant.

FX: Only trade is to pick spots to long Yen. Even if BOJ does not end its ultra-loose policy, the commencement of

policy easing by other developed market central banks should provide a bid for Yen.

Commodities: A common question we face is the possibility of de-dollarization. While we are in the camp this is an
inevitable outcome, history tells us this takes a long time to happen and there is no one cataclysmic event that leads to
the precipitous decline of the prevailing preeminent currency. The US dollar is still the dominant holding in sovereign
reserves though that has fallen from a high of 73% in 2000 to 59% now. We are watching Gold carefully as it is the most
compelling alternative. Central bankers are underweight gold in their foreign reserves in the post Bretton-Woods collapse
world and emerging market central banks have been increasing their stockpiles. Furthermore, the long-term technical

resistance of gold has turned into a short-term technical support.
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Dollar has fallen in global reserves Gold has risen and there is room for more
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Cash: 0 to 5%. Lowest cash holdings in years.

Featured Picture/Quote: Reimagine Peace

Edward Lim, CFA

Chief Investment Officer
edwardlim@covenant-capital.com

Risk Disclosure

Investors should consider this report as only a single factor in making their investment decision. Covenant Capital (“CC”) may not have taken any steps
to ensure that the securities or financial instruments referred to in this report are suitable for any particular investor. CC will not treat recipients as its
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customers by their receiving the report. The investments or services contained or referred to in this report may not be suitable for you and it is
recommended that you consult an independent investment advisor if you are in doubt about such investments or investment services. Nothing in this
report constitutes investment, legal, accounting, or tax advice or a representation that any investment or strategy is suitable or appropriate to your
circumstances or otherwise constitutes a personal recommendation to you. The price, value of, and income from any of the securities or financial
instruments mentioned in this report can fall as well as rise. The value of securities and financial instruments is affected by changes in a spot or forward
interest and exchange rates, economic indicators, the financial standing of any issuer or reference issuer, etc., that may have a positive or adverse
effect on the income from or the price of such securities or financial instruments. By purchasing securities or financial instruments, you may incur above
the principal as a result of fluctuations in market prices or other financial indices, etc. Investors in securities such as ADRs, the values of which are
influenced by currency volatility, effectively assume this risk.
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