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Over the long term we remain
optimistic about the prospects for
quality-growth businesses that can
withstand high interest rates and
generate growth through the shift to
a more sustainable economy.

Phoebe Stone, Head of Sustainable Investing, LGT Wealth Management

Q3 2023 summary

Overview

Throughout the second quarter of 2023, the
overriding hope was that rates were close to their
peak. Fast forward to the third quarter and markets
are getting to grips with an interest plateau, resulting
in both equities and bonds posting declines.

At a glance

= Interest rates close to peaking.

= Bond yields rose and equities weakened on
‘higher for longer’ rhetoric.

= China attempts to stimulate flagging economy,
but investors remain cautious.

= Commodity prices rise on supply restrictions.

The fight against inflation

Macroeconomic events once again played a
dominant role in financial markets during the third
quarter of the year. The Federal Reserve (Fed) raised
interest rates, taking the target interest rate range to
a 22 year high. Inflation has been trending lower as
a result of higher rates, but it remains at levels too
high for central banks to claim victory in their fight
against inflation. Although inflation has continued
to trend in the right direction there was a slight up-
tick in August, driven by a sharp rise in oil prices
following production cuts from Russia and Saudi
Arabia.

Going back to central bank world, the Fed doubled
their previous 2023 growth expectations for the
economy, reinforcing the rhetoric that interest rates
would stay higher for longer. The fight against infla-
tion partly requires some level of demand destruc-
tion but the economy has remained more resilient
and has caused markets to pull back, perhaps slight-
ly counterintuitively to some readers. A key part of

reducing demand in past economic downturns has
been driven by rising unemployment as there is less
people with the capacity to spend but the historical-
ly tight labour market has shown few signs of crack-
ing, and this further cemented the markets narrative
of ‘higher for longer".

In the UK, inflation is falling but also remains at levels
too high for central bank comfort. Speaking in front
of MPs at the start of September, Bank of England
Governor, Andrew Bailey, suggested that UK interest
rates are now much nearer their peak, and we are
now in ‘wait and see’ mode. Unlike the US economy,
we are starting to see the early signs of weakness,
both in the labour market and slowing economic ac-
tivity and we are keeping a watchful eye on develop-
ments here. It is not too dissimilar in Europe where
the European Central Bank rose interest rates to the
highest level since the union formed, a feat many
thought incomprehensible when rates started their
march north.

China’s re-opening

Despite high levels of consumer savings, China’s
re-opening has been disappointing. Economic data
has been weak and policies to stimulate the economy
have been incremental and specific, rather than large
and broad based. The property sector continues to
weigh on sentiment, with two of the country’s larg-
est developers making headlines over the quarter
with repayment of large debt burdens taking centre
stage. It very much seems that the Chinese property
sector issues are a function of past, broad based,
policy stimulus and it is perhaps not much of a sur-
prise the Chinese Communist Party are treading
more conservatively this time round.



Portfolios in review

Fixed Income

Fixed income markets once again became the
prime focus in the third quarter. Having had a rea-
sonable sense of where interest rates would peak for
some time, markets have become more concerned
around when we would be back to ‘normal’ — name-
ly, that interest rates would be higher for longer.
Investors, who have enjoyed a modest rally in the
absence of a deep recession, gave back some of
those gains as it became apparent that central banks
still have some work to do on the inflation front. The
impact of this change to the narrative was felt on
bonds with a longer duration, i.e., you get your mon-
ey back further down the line. These moves nega-
tively impacted portfolio exposures in these longer
duration government bonds.

Credit markets, bonds issued by companies, have
been reasonably sanguine about this new interest
rate picture — balancing higher financing costs with
the reduced probability of the hard landing scenario
that it represents. Perhaps surprisingly in the light of
equity market declines, the additional interest rate
investors demand for lending to corporations fell in
the third quarter, reflecting the ongoing normalisa-
tion of markets from the chronic stress of last year.

This aided exposure to shorter-dated, higher quality
corporate bonds where we can take advantage of
high yields without taking much risk in the way of
solvency or interest rates. We retain a preference for
higher quality corporate bonds and are happy to
keep a shorter duration bias here.

Equities

The third quarter saw declines in equity markets,
after arally in the first half of the year that was dom-
inated by only a handful of stocks. Energy prices,
interest rates and technology drove sentiment, feed-
ing through to regional performance that saw the

UK running counter to the global market.

As a result of the production cuts pushing tradition-
al energy prices up, a number of fossil fuel companies
have benefitted, which has naturally not fed through
to sustainable portfolios. This comes at a time when
there have been some negative headlines around
renewable energy construction, but we see this as
an inevitable bump in the road and highlights the
need to be selective and focus on only the highest
quality areas of what is a large growth area. The risk
for the wider economy however, is that whilst pro-
ducers can often absorb short-term volatility in en-
ergy costs, there is a likelihood that when prices re-
main persistently high, they will be passed on to the

consumer.

Year-to-date the resurgence of technology stocks
has been impressive, however, we saw a pull back in
the past quarter. Much of the performance can be
attributed to stock specific reasons as well as the
wider economy. For Taiwan Semiconductor Manu-
facturing Company (TSMC), news that the company
asked a major supplier to delay shipment raised fears
that inventory stockpiles were building from a lack
of sales. Apple also faced its own issues as reports
emerged that their new iPhone is too fragile and
overheating.

The impact of restrictive monetary policy and fears
surrounding economic growth has inevitably caused
markets to pullback and our portfolios have not been
immune to the broad declines in markets. However,
over the long term we remain optimistic about the
prospects for quality-growth businesses that can
withstand high interest rates and generate growth
through the shift to a more sustainable economy.



Sustainability update

The UK’s bumpy road to net zero

UK Prime Minister, Rishi Sunak, has recently an-
nounced a watering down of some of the UK's cli-
mate policies that were originally engineered to help
transition the country to net zero by 2050.

A summary of the changes

= Delaying the ban on new petrol and diesel car sales
from 2030 to 2035

= Delaying requirements to phase out sales of gas

boilers by 2025 with homeowners now only having

to install heat pumps when they are replacing their

boilers. However, boiler upgrade grants will be

doubled to GBP 7500

Energy efficiency targets for landlords scrapped

Previously announced in July, a commitment to is-

sue more North Sea oil and gas licences.

These announcements may undermine the UK's
position on the global stage and create further
uncertainty for companies that may be looking to
invest into climate friendly operations and net zero
technologies. If the Government can't provide

sufficient confidence and conviction around their
commitment to reach net zero emissions by 2050,
then companies may be more likely to delay
investment or invest elsewhere. This is of course
particularly relevant for those industries that need to
undergo highly disruptive changes, for example the
automotive industry. Interestingly, and perhaps
surprisingly, there has been heavy push back on the
Government's actions from some leading voices in

these sectors.

US carmaker, Ford, was quick to respond saying “the
UK 2030 target is a vital catalyst to accelerate Ford
into a cleaner future” and “our business needs three
things from the UK government: ambition,
commitment and consistency. A relaxation of 2030
would undermine all three”. Part of the Government's
argument is that Electric Vehicles are still too
expensive, but this fails to address the highly probable
innovation and cost efficiencies that will occur from
now up until 2030, and such a policy move could
allow companies to delay investment and push these
cost efficiencies down the road.
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Global developments

The UK’s recent changes to key green policies
marks a disappointing setback, however, we contin-
ue to watch global developments. For example, it has
now been a year since the US Government set out
its Inflation Reduction Act, which provided
USD 369bn in support for home grown climate in-
vestments. Since its announcement, we have seen
more than 270 new clean energy projects announced
with investments totalling USD 132bn, supporting
the creation of over 130000 new jobs. The Interna-
tional Energy Agency has also estimated that more
than USD 1.7trn will be invested in renewables this
year, which compares to just over USD 1trn in fossil
fuels. Our global approach means we are able to

access compelling investment opportunities that can
take advantage of both regional and global dynamics
and are not dependent on the UK Government’s
stance and potential missteps.

So, whilst we pay close attention to these bumps in
the road and assess whether they indicate any
structural shift in the longer-term attractiveness of
our sustainability mega trends, we place them into a
broader context. To us, it remains clear that the shift
from a fossil fuel powered energy system to one
reliant on renewables is both environmentally and
economically attractive, which will sustain support
and progress over time.



QOutlook and positioning

So far, market participants have focused on the
downsides of interest rates being expected to remain
higher for longer. Higher interest rates mechanically
impact the value of assets by increasing the discount
rate we apply to earnings. Expressed differently,
higher interest rates over the long term mean that
other assets need to fall in value in order to reflect
the risk-free rates on offer. An asset with an earnings
yield (earnings divided by price) of 3% say in 2019
made sense because cash and government bond
yields were close to zero, but less so in an era of 5%
interest rates. This has been the story of markets over
the last two years, and one could argue that over the
past twelve months it has created a ‘two steps for-
ward, one step back’ dynamic.

There is a flipside to this for the economy and asset
prices — higher than expected interest rates are a sign
of economic health. In an era of fiscal activism and
dominance, the rationale for interest rates remaining
higher for longer aligns with the recognition that
monetary policy alone is no longer the sole strategy
available to stimulate economic growth. A combina-
tion of more statist economic policy and sponsoring
the green transition means that governments are
running the levels of deficit that are very unusual for
this stage in the economic cycle. The current budget
deficit of the US is at levels we have not seen outside
of the Global Financial Crisis and COVID-19.
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Stimulating economic growth solely by monetary
policy, which is not particularly effective or precise,
via historically anomalous low (or negative) interest
rates is no longer required. From an economic stand-
point, and setting aside discussions about fiscal sus-
tainability, budget deficits feed directly into nominal
gross domestic product (GDP) and therefore corpo-
rate profits.

Higher for longer rates suggests prolonged higher
returns. We can see this in fixed income - US Treasury
ten-year bonds are back at 2007 levels. Investors can
now generate reasonable returns in fixed income
without taking unreasonable risk. The higher yields
also create an asymmetry —the yield gives you a buff-
er to weather potentially lower prices. And from an
equity standpoint, higher corporate profits should
feed into higher stock prices.

Of course, for all this to be ‘unlocked’, markets need
to finish pricing in higher interest rates. Short term,
it is very hard to say with any certainty when this
occurred, but the progress is clear. Ten-year govern-
ment bond yields are a measure of the market's long-

term average base rate expectations. With central
banks all but finished, and assuming there will be a
recession or an external shock at some point over the
next ten years, bond yields at 4.6% in the US and
4.5% in the UK look to be pricing in a reasonable
scenario.

With cash finally paying an attractive interest rate,
the question of ‘'why invest?” is common and indeed
reasonable. We believe that where asset prices have
moved over the past two years, investing will offer
higher returns than cash over the medium term and
that trying to time that too aggressively generally
does not work. Market returns can be irregular and
stepping out of the best days results in miserable
returns for the long term. Cash’s ability to be set
‘overnight’ has been a positive attribute as interest
rates have gone up — the reverse will be true as and
when they start to drop. When this will occur is un-
certain, but this reinvestment risk could hit on both
sides. Lower interest rates could mean higher asset
prices, leaving investors with a lower interest rate and
an asset market that is harder to step into.

We believe that where asset prices have moved
over the past two years, investing will offer higher
returns than cash over the medium term and that

trying to time that too aggressively generally does
not work.

Jordan Kelly, Sustainable Portfolio Manager
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Important information

LGT Wealth Management UK LLP is authorised and regulat-
ed by the Financial Conduct Authority Registered in England
and Wales: 0C329392. Registered office: 14 Cornhill, London,
EC3V 3NR.

LGT Wealth Management Limited is authorised and regu-
lated by the Financial Conduct Authority. Registered in Scot-
land number SC317950 at One Lochrin Square, 92 Fountain-
bridge, Edinburgh, EH3 9QA.

LGT Wealth Management Jersey Limited is incorporated in
Jersey and is requlated by the Jersey Financial Services Com-
mission in the conduct of Investment Business and Funds Ser-
vice Business. Registered office: 30-32 New Street, St Helier,
Jersey, JE2 3TE.

LGT Wealth Management International Limited is registered
in Jersey (38918) at 1st Floor, Sir Walter Raleigh House, 48-50
Esplanade, St Helier, Jersey JE2 3QB, and is regulated by the
Jersey Financial Services Commission under the Financial Ser-
vices (Jersey) Law 1998 (as amended) for the conduct of in-
vestment business and fund services business.

LGT Wealth Management (Cl) Limited is registered in Jersey
(number 5769) at 1st Floor, Sir Walter Raleigh House,
48 — 50 Esplanade, St Helier, Jersey JE2 3QB. LGT Wealth
Management (CI) Limited is requlated by the Jersey Financial
Services Commission.

LGT Wealth Management US Limited is authorised and reg-
ulated by the Financial Conduct Authority and is a Registered

Investment Adviser with the US Securities & Exchange Com-
mission (“SEC"). Registered in England and Wales: 06455240.
Registered Office: 14 Cornhill, London, EC3V 3NR.

This publication is marketing material. It is for information
purposes only. Certain services described herein are not avail-
able to retail clients as defined by the FCA or the JFSC, as
applicable; please speak to your investment adviser for further
clarification in this regard. All services are subject to status
and where local regulations permit. The wording contained in
this document is not to be construed as an offer, advice, invi-
tation or solicitation to enter into any financial obligation,
activity or promotion of any kind. You are recommended to
seek advice concerning suitability from your investment advis-
er. Any information herein is given in good faith, but is subject
to change without notice and may not be accurate and com-
plete for your purposes. This document is not intended for
distribution to, or use by, any individual or entities in any ju-
risdiction where such distribution would be contrary to the
laws of that jurisdiction or subject any LGT Wealth Manage-
ment entity to any registration requirements. When we provide
investment advice it is on the basis of a restricted approach
that is to say, whilst we review and advise on retail investment
products from the whole of the investment market.

Investors should be aware that past performance is not an
indication of future performance, the value of investments and
the income derived from them may fluctuate and you may not
receive back the amount you originally invested.
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