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Keeping perspective

In this week’s Weekly Update, T. Bailey Fund Manager, Elliot Farley considers the implications of
firmer US inflation, strong nominal growth and higher bond yields for equity investors.

Higher interest-rate expectations can put pressure on equity valuations, particularly where prices
depend heavily on optimistic assumptions about future growth. Recent weakness in Al and
technology shares illustrates how exposed richly valued parts of the market can be when required
returns rise.

The update considers why a falling share price does not necessarily mean an investment case has
deteriorated, and why the focus remains on underlying businesses, sustainable earnings and the
valuations being paid.

Firmer inflation and strong economic growth are keeping upward pressure on interest rates and
bond yields, which in turn can weigh on share prices. In this environment, we think it is important to
separate temporary setbacks from genuine deterioration, and to focus on the earnings and
valuations of the businesses behind our holdings.

US consumer prices rose 0.4% in October and core inflation rose 0.3%, both above forecasts. This
month's report from the US Bureau of Labor Statistics lacked an annual rate due to last year's
government shutdown, which has left a gap in its comparison data. Nonetheless, markets have
continued to reassess how far the Fed might raise interest rates, with money markets now
expecting a quarter-point hike in December. Oil prices have eased recently, with Brent near ten-
week lows as US-Iran tensions have subsided, which may help ease inflationary pressure, but the
geopolitical backdrop can change quickly.

Continuing strong nominal growth adds to the case for higher long-term rates. US output grew at
an annualised 5.6% in nominal terms in the third quarter, and looks to be supporting higher longer-
term yields. The chart below puts that quarterly figure in a longer-term context, comparing nominal
growth over five years with the 10-year US Treasury yield.
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US nominal growth outpacing yields: Annualised 5-year nominal growth

16 16

14 14

12

10

?960 1970 1980 1980 2000 2010 2020

| JS Nominal GDP - Annualised 5 Year Growth
US 10 Year Government Bond Benchmark Yield
— US Equities - 12 Month Forward Earnings Yield

Source T. Bailey, LSEG Workspace.

The 10-year US Treasury yield was back above 5% at the end of last week. In addition, higher
government-bond yields also raise the return investors require from equities, limiting the valuations
they may be willing to pay even when profits are growing. This leaves the more richly valued sections
of the market particularly exposed to setbacks, as the sharp sell-off in Al and technology shares
has recently shown.

But setbacks should be separated from genuine deterioration. A fall in price is not, in itself, evidence
that an investment case has weakened and selling after a sharp decline can mean missing the
recovery that follows. The relevant question is whether an investment's prospects have
deteriorated, or whether a lower price offers a more attractive opportunity. Higher yields leave less
room for valuations that depend on optimistic assumptions about future growth.

These considerations have not prompted substantial changes to our portfolio positioning over
October and November so far. Our focus remains on the underlying businesses held by our
managers, the sustainability of their earnings and the valuations they are paying, rather than trying
to anticipate each change in market sentiment.
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Important Information

For professional investors or advisers only. This material is not suitable for retail clients.
e This document is issued by T. Bailey Asset Management Limited ("TBAM").

e This document has been produced for information only and represents the views of TBAM at the time
of writing. It should not be construed as investment advice. No investment decisions should be made
without first seeking advice. TBAM do not provide financial advice to private individuals.

e Full details of the TBAM funds, including charges and risk warnings, are published in the TBAM funds’
Prospectus. Investors should read the Prospectus, relevant Key Investor Information Document and
Supplementary Information Document prior to investing. Fund documentation is available at
www.tbaileyam.co.uk.

e TBAM products are exposed to global financial markets and are subject to market fluctuations and
other risks inherent in such investments. Investments in overseas markets may be affected by changes
in exchange rates, which could cause the value of your investment to increase or diminish. The funds
may enter into derivative transactions for efficient portfolio management purposes (including hedging).

e Past performance is not a reliable indicator of future results. The value of your investment and the
income derived from it can go down as well as up and you may not get back the money you have
invested.

e The total return or loss on equities may fluctuate significantly from year to year, you should therefore
regard your investment as medium-to-long term.

e The investment methodology and risk controls defined here stand as guidelines and not rules.
Occasional deviations from these parameters may occur.

e Every effort is taken to ensure the accuracy of the data used in this document, but no warranties are
given. Based on TBAM's understanding of current law and practice which could alter as a result of
future legislation. All sources TBAM unless otherwise stated.

e TBAM is authorised and regulated by the Financial Conduct Authority No. 190291 and is a member of
the Investment Association.

TBAM is registered in England & Wales Number 3720372.
Registered Office: Toll Bar House, Landmere Lane, Edwalton, Nottingham NG12 4DG.


http://www.tbaileyam.co.uk/

