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SOMERSTON RAINY DAY FUND

INVESTMENT LETTER No.3 AS AT 31 DECEMBER 2024

Portfolio Objectives: The fund seeks to provide readily realisable, positive returns, during most forms of financial
market adversity, while maintaining good value in benign environments.

Strategy: We use a fundamental Multi Asset Strategy to identify attractive investment opportunities that are
likely to benefit from adversity. We have a 5-year investment horizon.

Performance: The Somerston Rainy Day Fund (US Class) fell by -1.2% in the month and fell by -1.5% over the last
three months.

Performance (%) (US Class)

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec VYear
2024 -1.1 2.2 0.5 1.6 0.8 -1.0  -1.2 1.7

Top Ten Holdings Allocation

Name % Fund Name % Long % Short Net%
Kilo Gold Bars (32.15 oz) Bullion 22.3% Gold Bullion 25.6% 25.6%
EDC 5.075 05 07 2025 Bonds 9.9% Gold Royalty 5.5% 5.5%
US T-Bill 05 15 2025 US Treasury 9.5% Gold Miners Equities 0.7% 0.7%
US 1/L01/8 04/15/27 Inflation Linked Bond ~ 8.1% Silver Bullion 1.4% 1.4%
US T-Bill 06 12 2025 US Treasury 5.6% Gold and Precious Metals 33.2% 33.2%
CME Bitcoin Future (5 BTC) Bitcoin 5.5%
S1/L0106 2030 Inflation Linked Bond ~ 4.4% Equity Long Short 2.0% -2.0% 0.0%
One River Dynamic Convexity Long Volatility 4.2% Volatility and CTA 16.2% 16.2%
US I/L0 1/8 04/15/29 Inflation Linked Bond ~ 4.0% Inflation Linked Bonds 16.4% 16.4%
Aspect Divers Trend-AUSD  CTA 2.6% US Treasury Bills 16.1% 16.1%
_— Bitcoin 5.5% 5.5%
Total for Top Ten 76.0% Carbon 3.8% 3.8%
Anti Beta 2.0% 2.0%
Cash and Cash Equivalents 6.9% 6.9%
Total All Assets 102.0% -2.0% 100.0%
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In contrast to US equity markets that posted another year of stellar returns in 2024, large parts of the global
economy were sedate or recessionary. The ever-increasing disparity between equity market and economic
performance is striking. This type of anomaly is frequently seen in emerging markets but until recently,
developed equity markets and their economies were broadly related.

The US ‘Leading Economic Index’ published by the Conference Board is intended to be a measure that leads the
economy. As we would expect, this series has historically ebbed and flowed in harmony with earnings growth.
More recently however, the Leading Economic Indicator remains firmly below zero (red bars) and is in stark
contrast to the +13.6% earnings growth for the S&P 500 (blue line). Larger companies appear to be forging their
own path, irrespective of the economy.

Chart 1 - The Leading Economic Indicator remains firmly below zero (red bars) and is in stark contrast to the
+13.6% earnings growth for the S&P 500 (blue line). Larger companies appear to be forging their own path,
irrespective of the economy.
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Growth of datacentres, compute and Al has far surpassed, and been far more resilient, than any broad measure
of economic growth. Technology continues to play an ever-increasing role in our lives and that trend seems
unwavering. This sector is presently more represented in US public equity markets compared to the calculation
of US economic performance causing this wide divergence between the economy and equity markets.

In contrast to previous waves of investment cycles, a large proportion of Technology investment is funded by
internally generated cash of the Mega cap stocks with little or no reliance on capital markets. These huge
investments drive corporate earnings of the entire datacentre/Al supply chain, spanning from semiconductor
companies such as Nvidia to cooling companies such as Vertiv and power companies.

Valuation of Technology Companies

While the long-term dynamics of Technology are indisputable, there is growing concern from the investment
community that the level of valuations indicate that technology equity investments currently carry elevated risks.
Often, we receive research notes illustrating ‘overvaluation’ by showing the price to earnings ratio (P/E) for the
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sector over time. For example, the chart below compares the performance of the technology sector (top) with
its price to estimated earnings for the next 12 months (bottom). On this measure, the sector's valuation is
approaching an all-time high relative to its 20-year history and is notably higher than the levels preceding the
45% pullback seen in 2022.

Chart 2 - compares the performance of the technology sector (top clip) with its price to estimated earnings for
the next 12 months (bottom clip).
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Valuing an investment is as much an art as it is a science. Nonetheless, even within the confines of the
mathematics of valuation, the premise that a high P/E ratio versus historical levels equates to ‘overvaluation’ is
flawed unless operating margins, capital intensity and growth remain constant over time. For many sectors these
assumptions have held true. However, within the technology sector, for nearly two decades there has been
persistent trends of improving operating margins and significantly reduced capital intensity. This has driven
returns on equity (ROE) appreciably higher. If a company requires less capital to maintain its competitive
position, free cash flow increases and, all else being equal, the company should be valued more richly, i.e. a
higher P/E multiple is mathematically justified.

The chart below (Chart 3) shows that this is not just theoretically true but is being evidenced within the
technology sector and has been the foundation for superior returns. In chart 3, the starting valuation is plotted
on the vertical axis against the return on equity on the horizontal axis. Both measures are ‘smoothed’ over a five-
year period to allow for short term fluctuations.

The technology sector now boasts a return on equity (ROE) of over 30%. Double its level in 2007, before the
Great Financial Crisis. The P/E multiple attributed to a company with a ROE of 15% versus one with an ROE of
30% will, justifiably, be vastly different.
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In 2007 the sector had a forward P/E of 20, today it is nearly 29. Transformational innovation and high barriers
to entry should strengthen the case for continued high returns on equity for the sector.

Chart 3 — Improving ROE for the Technology Sector is pushing valuations higher (Earnings yields lower). The
orange dot is where we stand today.

Valuation and Return on Equity

., 8.0%
2 7.0% o
e 6.0% . @® y=-0.0022x+0.0926
€ 5.0% 0 R o 9® R?=0.6833
[1+] "..__‘
W 4.0% o e o
% 3 0% . ........ .
o e e ‘
£2.0% e
= 1.0%
“ 0.0%
10.0 15.0 20.0 25.0 30.0 35.0

5 Yr Average ROE (%)

Using higher ROE as an input for a valuation model, we calculate the five-year annualized total return for the
technology sector to be circa 9% (+/- 4%). This model forecasted 24.9% annualized prospective five year returns
at the end of 2022, 15.3% at the end of 2023, and 10.5% at the end of last year, so today’s forecast of future
returns is demonstrably lower than recent years, and of course, this analysis says nothing of the path technology
equity markets might take between now and five years’ time. Indeed, at the end of 2021, this model forecast
similar prospective returns to today, just before the sector fell 45%... despite that fall, the sector is far higher
three years later.

In summary, as far as valuation is concerned, we can see fundamental justifications for higher P/E multiples in
the technology sector and, therefore, the US equity market. Valuations are not categorized as attractive, but
equally, they don’t pose the same risk we saw in 1999.

Macro Considerations

We are obviously waiting to hear the detail of Trade Tariffs once President Trump is inaugurated on the 20" of
January. The bond market appears to be pricing in higher near-term inflation. Indeed, the most notable aspect
of financial market performance in the last quarter has been the increase in bond yields since the US Central
Bank started cutting interest rates in September. The chart below shows that while US interest rates have cut
1%, yields on the US government 10-year bond have risen 1%. Never has this degree of divergence happened in
the aftermath of a rate cutting cycle. Indeed, the movement in bond yields has contributed to a decline in global
liquidity and our global measure of M2 money supply is contracting. This is a concerning development. It it has
caused a scramble for US Dollars, causing the currency to rise appreciably.
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Chart 4 - while US interest rates have been cut 1%, yields on the US government 10-year bond have risen 1%.
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Perhaps the best example of the impact of declining liquidity is in the US housing market.

Building permits continue to fall, and building starts are meaningfully less than building completions. There have
only been two periods in the past 45 years where starts have been meaningfully below completions. If more
houses are being finished compared to being started, there will naturally be a surplus of construction labour
that will be at risk of losing their jobs and indeed, historically this dynamic has resulted in rising residential
construction unemployment and eventual recession. In the month of December, US housing stocks fell 16.5%
from all-time highs.

Chart 5 — Housing starts less housing completion is deeply negative. We expect residential construction
employment to fall sharply
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Potentially compounding the prospect of higher residential construction unemployment is the drive for
government efficiency. Government employment has increased 22.4% in the last 20 years. This compares to the
private sector that has harnessed technology to stem headcount growth. Private payrolls have added just 8.3%
over the same period. The Trump administration is clear on their intent to get rid of excess 'government fat'. But
without alternative employment, federal layoffs will push the unemployment rate higher.

Already 50% of US States are reporting higher initial unemployment claims than a year earlier. There appears to
be several pressures on unemployment in the months ahead.

An Income Driven Cycle

One of the most notable features of recent economic strength has come from consumption. A vast personal
savings pool was accumulated during the COVID era. A constrained ability to spend during lockdowns coupled
with fiscal handouts, propelled a period of forced savings. In the US alone, we estimate that aggregate personal
excess savings topped $2 trillion. This is a huge number and after three years, on many estimates, this excess
savings is now depleted. Indeed, travel companies such as Royal Caribbean Cruises and Booking.com were
amongst the best performers in 2024 and companies such as MasterCard and Visa have reported a sustained
period of spending growth.

Chart 6 — Excess savings that built up during lockdowns appear depleted.
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Contracting money supply, tighter financial conditions, the prospect of higher unemployment and the potential
impact on economic growth by the depletion of excess savings and trade tariffs, are immediate concerns.

Technical Setup

The overall financial community are allocating capital with little regard to the potential risks these developments
pose. Chart 7 compares the Global Aggregate Credit Spread with the S&P 500. The red lines are periods where
spreads are low and turn higher. Investors seem entirely unconcerned and are prepared to receive very low
premiums for taking credit risk. While this condition can exist for several months, it most clearly represents the
general indifference towards the potential manifestation of any of these risks. Chart 8 illustrates the extent to
which cyclical stocks have outperformed defensive stocks. Investors have been disinterested in defensive
attributes. The extent of optimism this series represents indicates levels of optimism that are not supported by
fundamentals. Lastly Chart 9 shows that long term volatility has become very cheap with investors unconcerned
about buying insurance.

Chart 7 compares the Global Aggregate Credit Spread with the S&P 500. The red lines are periods where
spreads are low and turn higher.
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Chart 8 illustrates the extent to which cyclical stocks have outperformed defensive stocks. Investors have been
disinterested in defensive attributes.
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Chart 9 shows that long term volatility has become very cheap with investors unconcerned about buying
insurance to protect from downside scenarios.
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Gold, Precious Metals and Bitcoin

For the last few decades gold has been sensitive to the levels of real interest rates and the US Dollar. With real
yields and the US Dollar moving higher, we would have expected gold to face headwinds, instead, gold staged
an impressive rally of 27%.

The chart below overlays the gold price with a decomposition of holdings by investor type. As we described in
our last quarterly report, emerging countries’ Central Banks and Treasury departments have been
accumulating Gold in preference to holding US Dollar assets. The chart clearly shows the significant increase in
the proportion of gold now held by Central Banks and this has undoubtedly allowed the price of gold to defy
the direction that real interest rates and the S Dollar would have ordinarily dictated.

Gold Holdings vs. Gold Price
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We note that gold still represents a small proportion of international reserves suggesting the trend for
emerging markets to acquire gold remains high. However, China in particular, has demonstrated a tendency
to buy on weakness. In the last six-month of 2024, China was entirely absent from the official gold market, but
we are interested to see that China has once again registered its activity since the Trump election.
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The near-term outlook for Gold is mixed. Yet it acts as the ultimate fail-safe in the event of fiat currency
failure. The recent weakness in Sterling and surge in Gilt yields has once again focused investors minds to the
fiscal issue that the UK, but so many developed economies face.

Bitcoin evangelists consider it is a better tool than gold. We consider bitcoin is presently distinct from gold with
a different role to play in the portfolio. While it shares many characteristics, it has a volatility some 500% more
than gold and appears incredibly cyclical. During the quarter we acquired a 5% position around $65,000. At the
time we considered the stars were aligning with Central Banks set to cut rates, global liquidity expanding and
the prospect of a Crypto friendly US Government. In Early January, some of those tailwinds were undermined
at we have taken partial profits, reducing the position by half.

Inflation linked Bonds

Government inflation Linked Bonds offer distinct value. US Inflation linked bonds are paying an inflation linked
yield 2.3% and investors are baking in an expectation that inflation will average 2.4% over the next 10 years.

We are certain to receive a real yield and should inflation surprise to the upside there is the prospect of a far
greater total return. The ideal time to own inflation linked bonds is when real yields are high, and inflation
expectations are low. Chart below shows that US inflation linked bonds are offering some of the best terms
outside of the Great Financial Crisis.

300

M Inflation Linked Bond Valuation proxy (US 10 yr Real Yield - 10 Year Breakeven) -0.13 +.00
2,00
Inflaticn Lirked Bonds Cheap ~1.00

F--1.00

-2.00

-3.00

b -4.00

'03 ‘ '04 | '05 ‘ '06 | 07 ‘ '08 | '0‘5“ 10 [ '11 ‘ 12 ‘ ik ‘ 14 ‘ '15 ‘ 16 ‘ 17 ‘ 18 ‘ '19‘ 20 | 21 | 22 ‘ '23 | '24 | '25 |
USGGT10Y Index (US Generic Govt TII 10 ¥r) Inflatien linked bonds Weekly 30JUL2002-15JAN2025 Copyright® 2025 Bleomberg Finance L.P.  14-Jan-2025 17:39:33

Somerston Asset Management Limited
47 Esplanade, St. Helier, Jersey, JE1 OBD. Somerston Asset Management Limited is regulated by the Jersey Financial Services Commission.



ASSET MANAGEMENT

i SOMERSTON
—k{

Volatility

The fund has been increasing its allocation to strategies that benefit from increased volatility. Chart 10 shows
how this basket has performed over the past 5 years. Given the outlook, 16.2% of the fund is now allocated to
this sleeve of strategy.

Summary

Given the uncertain fundamental Macro backdrop, and relatively extreme ‘carefree ‘investor positioning, we
are well positioned.

Chart 10 — The top clip is the Us Equity Market (S&P 500), the bottom clip is a basket of strategies designed
to benefit from increases in volatility.
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Somerston Investment Team

Nick.Wakefield@somerston.com

Arthur.Castle@somerston.com

Emily.Brown@somerston.com

Investor relations: ir@somerston.com
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Any information in this Document may not be suitable for all investors. Investors must make their own investment
decisions using their own independent advisors and reviewing relevant offering material (including the Final Offering
Document). Any investment decisions must be based upon an investor’s specific financial situation and investment
objectives and should be based solely on the information in the relevant offering material.

The Fund's manager, Somerston Asset Management Limited (the "Manager") believes the information contained in
this Document to be reliable but does not warrant its accuracy or completeness. The information contained herein is
preliminary in nature and is not and does not purport to be complete. Any estimates contained herein may be
subject to change without notice. No guarantee or representation is made that the investment program set out in this
Document, including, without limitation, any investment objectives, diversification strategies, or risk monitoring
goals, will be successful, and investment results may vary substantially over time. Investment losses may occur from
time to time. Nothing herein is intended to imply that the Manager’s investment methodology may be considered

” o u » o u

“conservative”, “safe”, “risk free” or “risk averse”.

No person, including (without limitation) any of the members, shareholders, directors, officers, partners, employees
or advisers of the Manager or its associates, accepts any liability whatsoever (whether direct, indirect, incidental,
special, consequential, punitive or otherwise) for any loss arising from any use of the information, opinions or other
statements contained herein or otherwise arising in connection therewith (including in the case of negligence, but
excluding any liability for fraud) and, accordingly, liability is disclaimed by all such persons to the maximum extent
permitted by applicable law or regulation.

The information contained herein does not constitute advice and should not be relied upon for any purpose. No
approvals have been given by the Jersey Financial Services Commission in respect of the contents of this Document or
the circulation of any offering document in relation thereto.

The information contained herein is not intended to influence you in making any investment decisions and should not
be considered as advice or a recommendation to invest. This Document is for information only and provision of this
Document does not in itself constitute any kind of service provided by the Manager. Furthermore, this Document
does not purport to describe all of the risks associated with investment or the other matters described herein. Income
from or the price or value of any financial instruments may rise or fall.
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Past performance is not indicative or a guarantee of future results. No assurance can be made that profits will be
achieved or that substantial losses will not be incurred
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