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DISCLAIMER

This material has been written on behalf of Cambridge Investments Ltd and is for
information purposes only and must not be considered as financial advice.

We always recommend that you seek financial advice before making any financial
decisions. The value of your investments can go down as well as up and you may
get back less than you originally invested.

Please note: All calls to and from our landlines and mobiles are recorded to meet
regulatory requirements.



EOTOOEE»

= Ib
0
>
<
oo
v
)
G)
m

29% July 2024

-]

Don’t fear the rebalance

The rough patch for global stocks continues. Equities had a fairly dramatic fall last Wednesday, led yet again
by the US large-caps. Wednesday saw both the S&P 500 and the Nasdaq experiencing their worst single-
day losses since 2022, and the US volatility caused ripples around the world. Some of those aggregate losses
were recovered on Thursday and Friday, after data showed that the US economy grew from March to June
at a rate that had been well ahead of economist expectations.

Interestingly, for the third week running, the market positivity that ran counter to the overall trend was
focused on smaller stocks. However, overall, it was not enough to counteract the value of mega-cap losses.
But, sometimes, scraping off excesses is a healthy thing. Even though index-level returns look poor for last
week, we think the underlying market rebalance is positive.

In the US, smaller companies caught a bid as Joe Biden’s problem with age became obvious following the
first presidential debate. Comment was that smaller companies would be better supported by a Trump
presidency, and that event had become a 70% likelihood in the political betting markets. But last week,
following Biden’s exit from the race, his chances reckoned to have slipped somewhat, back to 60%, yet the
smaller caps are still outperforming.

So, now markets appear not to be driven by a political narrative — instead it seems it’s about....
The not-so-magnificent seven

Just a few weeks ago, everyone was talking about the incredible performance of US tech giants, and how
no other stocks could catch a break. But since July 10%, the Russell 2000 — the index for US small and mid-
caps — has gained nearly 10%, while the Magnificent 7 (Apple, Amazon, Alphabet, Meta, Microsoft, Nivida,
Tesla) have fallen more than | 1%. After disappointing Q2 earnings reports from Alphabet (Google’s parent
company) and Tesla, the Magnificent 7 dropped 6% during Wednesday trading alone.

Tesla was the worst offender, shedding 12% of its value after announcing a 33% slump in 2024 second
quarter earnings (2Q24 versus 2Q23, analysts had expected a 26% decline). The electric carmaker is
suffering from a double whammy: its sales are being hurt by the global downturn in automotives, while the
shifting market sentiment on tech is hurting its share price. It is the only Magnificent 7 member to lose
value this year (9.6% at the time of writing), but that has not insulated it from the recent tech downturn.

As both a tech company and an auto-manufacturer, Tesla’s struggles are symptomatic of the Chinese
overproduction problem. Long story short, weakness in China’s domestic economy has led the government
to stimulate production of export goods, particularly of electric vehicles. This has created an oversupply
which has ended up being ‘dumped’ on international markets, pushing down prices. That is why global
manufacturers — particularly carmakers — are in trouble, and there is a similar story with regards to
microchip demand. We write about Chinese disinflation in a separate article.

No sign yet that manufacturing weakness will spread

Manufacturing PMIs (measuring business sentiment) were weak across most of the world in the latest data
releases. Historically, weakness in the goods sector tends to feed through into services — as producers cut
costs, which usually means weaker demand for services somewhere down the line. But manufacturers have
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been under pressure for a while and there are not many signs that this is significantly hurting the services
sector in the western world.

Manufacturer problems seem largely to be about dealing with competition, since Chinese overproduction
has hurt other producers’ pricing power. However, the demand side has held up reasonably well and lower
prices are helping. US consumers have slowed the growth in spending but now prices are rising at a slower
pace than that. Consumers also have more money available for services as the Service PMI also suggests.

Manufacturing pain does not seem to be a drag on the rest of the economy right now, but we must be wary
of that changing. Equity valuations have already taken a hit from less positive company earnings outlooks,
of which we saw a few last week. Capital expenditure intentions have recently been scaled back although
actual spending has remained robust, perhaps because of the laggy timelines involved. Meanwhile,
employment indicators have remained positive but if capital expenditure intentions are already reduced,
any further cost-cutting could mean higher unemployment — which feeds back around into weaker demand.

A better distribution of wealth creation?

Potential cost-cutting and valuation adjustments are closely related to the tech stock losses. The dispersion
from mega-caps to small caps is a healthy sign that the expansion of the economy is seen to broaden but,
as we wrote last week, losses for the Magnificent 7 could still be painful. The sheer size of those companies
means their losses often outweigh gains for others and, considering how heavily US citizens are invested in
their stock market, confidence could be hit by a negative wealth effect.

Ultimately, though, the readjustment of capital from large to small companies will help growth prospects
for small firms. When you combine this with an upcoming interest rate cut from the Federal Reserve,
companies have a solid base from which to build. The case for long-term growth — not just in the US but
globally — is not undermined by a few billion knocked off the Magnificent 7’s market value.

Interestingly, the UK is currently looking like one of the world’s bright spots — and recent business
sentiment surveys were much better than elsewhere. Britain’s economy was already improving before the
Labour government entered office, but the ‘quiet competence’ Keir Starmer has been trying to implement
has certainly been well received by markets. Less fractious relations with the EU are by far the biggest
benefit for investors’, and there is a sense that trading conditions are stable — or even likely to improve.
Sterling strength is a testament to this, and that in itself gives the Bank of England more leeway to cut rates.

Markets have undoubtedly wobbled during the past week. As far as the US mega-caps go, unfortunately
that wobble might not be over. But this is just the surface-level impact of what looks a genuine market-
wide rebalance. Hopefully, that deeper process will move capital from where it was too concentrated to
where could have the biggest growth benefits. Investors should not fear the rebalance.
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China won’t ship out inflation

Consumers, investors and central bankers have felt collective relief this year at slowing global inflation.
Recently, though, one historic predictor of global inflation has been moving sharply higher. Global shipping
costs have increased dramatically in recent months. It now costs nearly $10,000 to ship a 40-foot freightliner
of goods from Shanghai to New York — more than double the rate from the start of May. In the past, higher
shipping prices have often led to downstream price hikes for goods and services. Does this mean we might
see a return of global inflation at the end of this year or start of 2025?

Inflation usually ships out of Shanghai

The chart below shows the relationship between Shanghai freight shipping rates, Chinese producer price
inflation (PPI) and US CPI (Consumer price inflation) since 2013. The Shanghai freight and Chinese PPI
changes are lagged (thirteen months and seven months, respectively) to line them up with current US
inflation. As you can see, when shipping out of Shanghai becomes more expensive, Chinese producer costs
go up, which eventually filter through into US inflation.

Shanghai freight rates lead China PPI, which leads US CPI

Post-GFC correlation between Shanghai Freight Index and CN PPl = 0.78

Post-GFC correlation between CN PPl and US CPI = 0.58

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

= China Shanghai Containerized Freight Index, rhs [c.0.p. 1 year, lag 13 months) B China PPI, Ihs [c.o.p. 1 year, lag 7 months] = US CPI [c.o.p.1year]

—
Sources: Shanghai Shipping Exchange, NBS, BLS MACROBOND

The explanation is fairly simple: shipping costs can be quite volatile and are usually the quickest to react to
any supply-demand imbalances (as happened during the immense pandemic-era supply chain problems). As
the world’s largest goods exporter, Chinese companies are sensitive to these costs — and prices in the rest
of the world (particularly the US) are significantly impacted by the price of Chinese goods.

Indeed, weakness in Chinese PPl was one of the key factors pushing down global inflation over the last
couple of years. China’s domestic economy has been weak for some time, but the government has been
reluctant to stimulate private sector credit (as they did in the past), due to its long-term deleveraging goals.
Beijing’s only other growth lever is stimulating production, but pulling that has resulted in an oversupply of
goods, which China then ships out to the world. In other words, global goods disinflation over the past
couple of years was a Chinese export.
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This time, freight costs look political

The sharp increase in Shanghai freight rates is alarming because it looks like that process could play out in
reverse — just when we thought the global inflation spike was beaten. Some commentators and analysts have
been looking for the usual supply chain problems to back up this narrative, which are never too hard to
find. However, we believe the story is different this time.

While some disruptions can be found, what seems to be WCI-Drewry freight container rates
. . .. . . . . Main shipping routes
pushing up freight rates this time is a massive pickup in
demand for shipping out of China. As you can see in the
chart, prices for freight out of Shanghai — particularly to the I
anghai
US — have jumped massively higher than freight prices for W

the other direction. In other words, firms seem to beina |

big rush to buy Chinese goods. |
Shanghai 6000
-LA k5000
As for why US businesses might be in a hurry to load up p o
F2000

LA-Shanghai @

on Chinese exports, the elephant in the room is Donald
Trump. The former president’s trade wars against China

opened a new chapter in Washington’s relationship with China out/in ratios F120
Beijing and, while Joe Biden has continued and expanded - Shanghai-LA : LA-Shanghai &
the fight, Trump has promised to erect significantly higher ::g
trade barriers between the world’s two largest economies F7.0
if re-elected in November. The Republican candidate said ::g
earlier this month that his administration would consider F40
tariffs of 60% or higher on Chinese goods. :iﬁ

The odds of a second Trump presidency have soared in
. '14|'15 |16 | '17 ['18 |"19 | '20 | '21 | '22 | '23 | '24 | '25 | '26 | '27
recent months. They have come down somewhat following  squrce: Tatton IM, Bloombers, Drewry: G1662

EWCIDCOMR Index (WCT Composite Container Freight Benchmark Aste per 40 Foot Box Drewry] freight container ily 1

Biden’s campaign exit and the presumed Democratic vl

nomination of Vice President Kamala Harris, but markets are still firmly in the Trump preparation mindset.
That extends to Chinese exporters and US importers, who might see the next few months as the last
realistic chance to exchange goods at acceptable terms. That means we should expect goods to continue

flowing from China to the US until the end of the year, even if freight costs seem prohibitive.
China is in no position to put up prices

Of course, freight prices can still have an inflationary impact if they are going up on political fears. But that
would require Chinese exporters putting up their prices and, crucially, US importers buying the goods
anyway. Given China’s weak domestic economy, manufacturers simply do not have the power to do so.
They are still working through inventory overhangs, and most are unable to do anything except bear the

cost of shipping themselves.

This matches up with what we are seeing from manufacturers around the world. The latest manufacturing
sentiment surveys are weak across most major economies (with the UK being a notable exception), a

continuation of a long-term trend. With global (mostly US) demand surprisingly strong for much of this
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year, you would expect inventory kinks to have been ironed out, and a turnaround in goods disinflation.
That this has not happened is a sign of China’s huge overproduction problem.

If Trump is re-elected and hikes tariffs as expected, that would bring its own inflation pressures for US
consumers — but these might be counteracted by sharply weaker demand for Chinese goods. If Trump
unexpectedly loses — or is lighter on China than his current rhetoric — the readjustment could push down
freight activity too. Either way, freight costs themselves do not look as inflationary as in the past.
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Global Equity Markets 26-Jul Technical Valuations
%1week | iWeek M’irl'j';':tm DivViD% | LTMPE | NTMPE |10V PE AVG

UK FTSE 100 B259 +0.2 +0.2 > & 39 120 117 131
UK FTSE 250 21205 -0.6 -0.6 a A 34 13.8 98 140
UK FTSE All-Share 4525 +0.0 +0.0 > & 58 119 115 131
FTSE Small x Inv_Tsts 5912 -0.4 -0.4 A A 46 119 99 109
France CAC 40 74B6 -21 -18 @ > 3.3 134 128 140
Germany DAX 40 18347 -0.9 0.7 a A 3.0 13.3 123 15.0
US Dow 40221 -2.1 -16 a > 18 19.8 185 172
US S&P 500 5434 -3.0 -2.6 A A 13 221 20.6 181
U5 NASDAQ comp 17326 -4.4 -4.0 A A 0.7 33.5 28.2 248
Japan Nikkei 225 37866 -5.8 -3.0 2 A 17 214 20.0 18.2
World Bloomberg 1862 -2.8 -2.4 2 A 2.2 15.2 146 147
China mainland 3409 +0.0 +0.8 A A 18 195 183 16.8
Emerging Bloomberg 1193 -23 -19 B 3 29 120 11.2 123
FTSE100 Top 6 S&P Global Top 6 Global 3ectors
Company * Company (GBP terms) E E Sector

Intertek Group PLC +7.5 Mohawk Industries Inc +215 Tech -2.3 Staples -0.5
NatWest Group PLC +7.3 Sartorius Stedim Biotech +195 Financials +0.3 Energy -0.6
Compass Group PLC +7.3 Ocado Group PLC +189 Health +16 Materialzs -0.6
Burberry Group PLC +6.8 SG55A +17.6 Discretionary -2.1 Utilities +11
Anglo American PLC +6.6 Universal Health Services Inc +176 Industrials 0.1 Real_Estate -0.9
British American Tobacco FLC +6.0 Malina Healthcare Inc +17.1 Communication: -3.8

FTSE 100 Bottom & S&P Global Bottom 6 Fixed Income

Company * Company (GBP terms) Govt bond 1wk chg
Pershing Square Holdings Ltd/f  -10.5 Dexcom Inc -416 UK Gowvt 10yr Gilt +4.08 -0.04
Fresnillo PLC 58 Edwards Lifesciences Corp -278 UK Gowvt 15yr Gilt +4.37 -0.02
Centrica PLC 57 Lamb Weston Holdings Inc -274 US Gowvt 10yr Treasury +4.20 -0.04
Airtel Africa PLC -46 Universal Music Group NV -249 France Govt 10yr QAT +3.12 -0.02
Endeavour Mining PLC 20 Jergnimo Martins SGPS SA -20.7 Germany Govt 10yr Bund +2.41 -0.06
InterContinental Hotels Group -3.0 Ford Motor Co -199 Japan Govt 10yr JGB +1.06 +0.02
Currencies Commodities UK Mortgage Rate Estimates

Rates [LTV c.75%, no fee) 26-lun

USD per GBP 1.287 -0.4 Oil Brent 5:bl 815 -3.3 UK BoE base rate 5.25 5.25
GBP per EUR 0.844 +0.2 Gold 5:02 2380.6 -0.9 2yr fixed 499 5.19
USD per EUR 1.086 -0.2 Silver 5.0z 278 -44 3yr fixed 470 489
JFY per USD 153.87 -2.3 Copper 5:lb 411.0 -6 Syr fixed 426 467
CNY per USD 7.261 -0.3 Alumnm 5:mt 12147 -3.5 10yr fixed 479 489
USD per Bitcoin 67,639 +#7 S&P soft crops 234.0 -0.6 Standard variable 7.98 793

Prices taken at 2:30pm today and 2:30pm last Friday (where possible).
LTM PE is the index price as a ratio of last 12 months earnings. NTM PE is next 12 months earnings.
Mortgage estimates are derived from sterling swaps markets and moneyfacts.co.uk
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Please note: Data used within the Personal Finance Compass is sourced from Bloomberg/FactSet
and is only valid for the publication date of this document.

The value of your investments can go down as well as up and you may get back less than
you originally invested.
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