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2024 Outlook: Pillow Talk

Falling US inflation and prospects for easier Fed policy are increasing talk of a soft landing rather than a
recession, hard landing and bear market. Leading indicators point to slowing growth but not a collapse. Select
real estate, corporate and household delinquency rates are rising, but as illustrated below these are usually
lagging indicators for investors. In other words, equity markets normally bottom well before the peak in
economic distress, with the dot-com cycle being the notable exception. There’s still risk of recession next year;
the important point is that even if it did occur it is likely to be a mild one, particularly with the Fed providing
ample back-door liquidity to the banking system.

The challenge for investors: the damage to public sector finances from mega-deficits, markets that already price
in a very soft landing and the concentrated contribution of megacap stocks. In 2023, S&P 500 earnings were
flat; they were up 33% for the 7 megacap stocks and down 5% across the rest of the S&P 500. All things
considered, 2024 looks like a year of slowing GDP growth, single-digit earnings growth and single-digit returns
on the median S&P 500 stock.

If so, a diversified portfolio of cash, long-duration government bonds, high quality corporate bonds and equities
is a good way to think about investing. Industrials and energy look interesting given US industrial policies, and
so does Japan. The outlook concludes with a detailed review of antitrust risks facing US tech stocks, a deep dive
on weight loss drugs, the US Federal debt, China and my top ten surprises for 2024 in honor of Byron Wien.

Michael Cembalest
JP Morgan Asset Management

Equities tend to bottom first during recessions
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Chart of the year: the most intense global tightening cycle in decades is ending
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Acronyms

CBO Congressional Budget Office; CMBS commercial mortgage backed securities; CPI consumer price inflation;
DoJ Department of Justice; EBITDA earnings before interest, taxes, depreciation and amortization; ECI
employment cost index; EPS earnings per share; EV electric vehicles; FDI foreign direct investment; FTC Federal
Trade Commission; GFC global financial crisis; IMF International Monetary Fund; ISM Institute for Supply
Management; LEl leading economic indicators; NFIB National Federation of Independent Business; P/E price to
earnings; SOE state owned enterprise; TSMC Taiwan Semiconductor Manufacturing Company; YTD year to date
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Leading indicators point to weaker US growth but not a sharp decline

Many leading indicators point to weaker growth but not a sharp recession. While our preferred leading indicator
(ISM new orders less inventories) is actually improving on the margin, other leading indicators point to weaker
growth. We show four of them below: projections of capital spending, growth, construction and profits. Other
weak indicators include small business expectations. Remember, investors have to consider the risk of a hard
landing in profits even if the there’s a soft landing in the economy (e.g., 2001).
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Leading economic indicator => construction activity
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Fed funds, effective corporate tax rate, unemployment,
productivity growth => Corporate profits, Percent, yly
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Why hasn’t the increase in Fed policy rates caused a US recession? As explained in our “Rasputin” Eye on the
Market last August, monetary policy is tighter but below the level of real rates that led to prior recessions;
corporate cash flow is still in good shape, unlike the cash flow deficits which preceded prior recessions; and the
corporate sector termed out debt maturities before the rise in rates, partially immunizing itself from the interest
spike that preceded prior recessions. Private sector credit creation was similar to prior cycles, but debt servicing
risks are lower for companies and households that termed out maturities.

While we see the risk of recession receding, recessions tend to occur at least 7 quarters after the initial Fed hike,
and that’s where we stand as 2024 begins. The fact that a recession hasn’t taken place yet is not a guarantee
that it won’t. But estimates of liquidity are expanding based on the various facilities that the Fed provides to
the banking system (bottom chart), which is another cushion mitigating any decline in growth.
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Inflation monitor: Mission mostly accomplished

The US and other developed economies have experienced substantial declines in inflation vs peak levels. That’s
what is driving the chart shown earlier on declining central bank rate hikes.
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3-month percent change, annualized

12% -

Cycle peak
10% Latest
8% A
6% A
2 ©
4% - 8 ' | =
= & [ o m &
] g € ®8 8 | © .3
2% {1 B 3 ® = o =
= c (2] ; — =
= 4 o S S ) S () =
(%] -] P O < z2 [T -] ()]
0% T T T T T T T T

Source: Haver Analytics, JPMAM, November 2023

US consumer price inflation measures
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Breathing room for the Fed is coming from falling supply chain pressures; rising auto inventories and falling
used vehicle values; and timely measures of residential rent inflation which are also declining. There’s also a lot
of residential real estate supply coming online, particularly in multifamily. Futures markets are pricing in 1.4%
of Fed easing by the end of 2024; | hope it’s less than that since too much easing too fast could reignite inflation,
which would be a real problem for the Fed and for markets. The Fed has enough egg on its face already.
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Timely residential rent measures vs CPI rent
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US used vehicle prices fall and auto inventory recovering
Manheim US Index Percent of average 2019 level
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