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~ Anupcoming reality check for a growth market

July 9, 2023

The last couple of weeks, which included the closing of the first half of 2023, have
highlighted several divergences between major global assets that are worth analyzing. In fact,
as can be seen from Figure 1 summarizing the returns since the beginning of the year, the
buoyant start to 2023, dominated by the flows that made all indices rise indiscriminately, has
lost strength. At the same time, it appears that there are only a few assets that are in the
positive over the longer term, and bonds in particular are still suffering greatly.

Highlights

= The performance of the Eurostox 50 index is normalizing, having lost 3.5% in the past
week. The big gains, which seem solid and safe from corrections for the time being, are in
technology and especially Big Tech (Nasdaq is up 31% year-to-date and Fangs is up 74%).

= Turning to last quarter’s numbers, earnings fell 3.4% year-on-year in Q4 2022 and 1.5% in
Q1 2023, after the huge post-pandemic rebound. This quarter should see an even bigger
drop, 7% year-on-year.

= In fixed income, year-to-date corporate debt returns have advanced just 3%, which is a
significant disappointment compared to the initial expectations of up to 10% returns.
Meanwhile, average spreads in either the US or Europe do not seem to compensate enough
for the risk of recession.

= In the crypto space, the potential approval of Bitcoin ETFs represents a significant
milestone for the industry. The sustained interest from major financial institutions like
BlackRock, coupled with their track record of successful ETF approvals, suggests a higher
likelihood of regulatory clearance.

“There are
now several
important
indexes with
lackluster or
even
negative
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Q2 earnings season will be in focus.

Figure 1 highlights that the robust start to the year for markets has lost strength. The performance of
the Eurostox 50 index is normalizing, having lost 3.5% in the past week, and is now 5% away from
the highs (it had risen by 16% year-to-date). There are now several important indexes with lackluster
or even negative returns (including Dow Jones, S&P Equal weighted, Switzerland, England, and
China).
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season over
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Figure 1: Year-to-Date Performance of Major Indices
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Source: Bloomberg, as at July 7, 2023. Performance figures in indices' local currencies.

Our view: The big gains, which seem solid and safe from corrections for the time being, are in
technology and especially Big Tech (Nasdaq is up 31% year-to-date and Fangs is up 74%). These
returns are even more shocking in light of the fact that yields have started to rise again in the last two
weeks, and by now the most important bond indexes have erased the gains—of around 3%-4%—that
they had accumulated in the first six months. It seems, for the time being at least, that unlike in 2022,
the valuations of growth stocks are no longer sensitive to the increase in the discount rate. This is
likely due to the advent of the AI theme, which is disrupting the classic market paradigms.

To our classic table we have added a chart from Deutsche Bank (Figure 2), which shows the
accumulated returns since the beginning of 2022 (18 months). This chart shows how few assets are in
the positive over the longer term, and bonds in particular are still suffering greatly.

Figure 2: Total Return Performance of Major Global Financial Assets in H1 2023 and Over the
Last 18 Months (USD)
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Source: Deutsche Bank, as at July 7, 2023.

With a fairly uncertain macro picture—there were some signs of weakness not only in soft data, but
also in the labor market on Friday—the market's attention will shift to the US and European Q2
earnings season over the coming weeks. The last two earnings seasons surprised positively compared
to a consensus that had greatly downgraded expectations due to the impact of rate hikes on growth,
which was greatly overestimated.
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So comes another 'reality check' for a growth market, and this time positioned longer than in previous
seasons. Major companies have continued to communicate the pressures associated with rising
inflation, geopolitical tensions, and declining economic activity (with an injection of concern over the
credit crunch triggered by the collapse of Silicon Valley Bank). But the surprising aspect of the last few
months is that, in addition to technology, which has driven the market thanks to the AI theme, and the
support offered to valuations by the containment of long-term rates—which have, however, started to
rise again in the last few days with the 10-year back to the dangerous threshold of 4%—the sector that
has done best is homebuilders (29% higher year-to-date). This sector is purely cyclical and linked to
interest rates, which on mortgage rates have reached 7%!

It is likely, therefore, that the homebuilders sector was also supported by the idea that the US economy
will experience, in the second half of the year, nothing more than a moderate soft landing (GDP
contraction of around -0.5% for two consecutive quarters), which is now widely predicted even by
economists. The other consequence of this contraction should be to see inflation fall toward 2% rapidly
by early 2024. Consequently, after the collapse in earnings growth expectations over the next 12
months (shown in Figure 3, in line with the decline in the manufacturing ISM), we expect this earnings
season to reveal early signs of a rebound in corporate prospects.

Figure 3: S&P 500 Forward EPS vs. ISM Manufacturing
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Source: Bloomberg, as at July 7, 2023.

In this first part of the year, the resilience of reported profits was due to companies’ pricing power
(price increases to protect margins). Although economic growth has been moderate (GDP growth in
the first two quarters has been in the range of 1.5%), consumption in particular has been subdued.
With inflation figures still high in the second quarter, and consumption growth accelerating slightly
compared to the first quarter, it is difficult for this dynamic to stop just now.

Paradoxically, it is more possible that earnings disappointments will come later, just as inflation falls,
while the pressure on labor costs may be slower to ease if the labor market remains strong.
Meanwhile, turning to last quarter’s numbers, earnings fell 3.4% year-on-year in Q4 2022 and 1.5%
in Q1 2023, after the huge post-pandemic rebound. This quarter should see an even bigger drop, 7%
year-on-year. However, this is heavily influenced by the energy sector, so the adjusted number
should be just negative, if not positive if there are favorable surprises.
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Fixed Income | Are risk premiums accurately reflecting risks?

Elevated yields continue to attract demand for fixed income.

In the second quarter, sovereign bonds faced challenges due to persistent inflation and continuous
interest rate hikes by central banks. Among them, Gilts experienced the largest decline, dropping by
6.0%. US Treasuries and Bunds also saw losses, albeit relatively smaller at -1.4% and -0.4%, respectively.
Italian BTPs stood out as one of the few performers that gained ground, rising by 0.8%, and the spread
between Italian 10-year yields and Bunds tightened by 13.5 bps, reflecting the overall positive sentiment
toward risk assets. On the other hand, credit did better due to the narrowing of spreads over the 3-
month period.

Figure 4: Fixed Income Performance
Selection of Fixed Income Indices: performances in % (in local currency) - Source: Blosmibrerg Barclays Indices
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Source: Bloomberg, as at July 7, 2023.

That said, year-to-date corporate debt returns have advanced just 3%, which is a significant
disappointment compared to the initial expectations of up to 10% returns. Initially, this year was
anticipated to be a pivotal one for fixed income, with the belief that the Federal Reserve (Fed) would
start cutting rates, leading to a rally that would mitigate some of the significant losses experienced in
2022. Unfortunately, due to a robust job market and persistent inflation, this narrative was shattered,
as the expectations of monetary policy easing did not materialize.

Average spreads on US investment grade bonds traded at 125 basis points (bps), after spiking to 163
bps in March during the global banking sector turmoil, while the same measure in Europe traded at
about 158 bps following a high of 200 bps in March. At those levels, spreads in either the US or
Europe do not seem to compensate enough for the risk of recession. The same is true for high yield,
where in the US at 398 bps the spread is far from the 800 bps it historically touches at the dawn of a
recession.

Figure 5: IG and HY Credit Spreads
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Our view: On one hand, the current pricing of credit reflects an expectation of absolute perfection,
assuming rapid disinflation and a significant economic slowdown, which may not be occurring as
quickly as anticipated. This implies that risk premiums may not accurately reflect the potential risks
involved. On the other hand, the recent retracement of corporate bond yields to their highest levels in
over a decade presents a potential silver lining amid the prevailing lackluster expectations for credit
performance in the second half of 2023.

These elevated yields, such as around 5% in USD, 4% in euro, and close to 7% in sterling, are likely to
attract demand from investors seeking relatively safe and high yielding assets as the global economy
braces for an impending recession. The flat or inverted yield curve introduces a new dilemma
regarding whether to earn nearly guaranteed high yields in short-term debt or lock in income for a
longer period, considering the possibility of significantly lower market rates when short-dated bonds
need to be reinvested. While the answer to this dilemma will be influenced by the timing of the
recession and the subsequent end of monetary policy tightening, we still think that a good solution
dictated by common sense is to be underweight to things that are sensitive to recession risk—high
yield—and invest into more defensive asset classes, which would be bonds and specifically investment
grade as it gives you a little bit more yield than US Treasuries.

Cryptocurrencies | Is the ETF Bitcoin approval a game changer?

Approval may bring positive developments, but risks remain.

We are now more than 18 months into a 'crypto winter' that began in November 2021, and it has been
19 weeks since the market hit its bottom. Interestingly, this bottom coincides with the ill-fated cover
page of The Economist titled 'Crypto's downfall." At that time, the title captured the extreme bearishness
felt by most people, a few months before Sam Bankman-Fried was arrested. Since then, Bitcoin has
risen by 93% in USD, reaching new 52-week highs. Throughout this period, the macro outlook for
cryptocurrencies has remained fragile, despite occasional rallies fueled by hopes of a pivot from the Fed.

Our view: One notable difference during this crypto winter compared to the previous one is the
sustained interest from institutional investors. Cryptocurrencies are increasingly being seen as an
institutionalized asset class, with indications that they are here to stay. Institutions such as BlackRock,
Fidelity, and Invesco entering the space by filing for Bitcoin ETFs reflect a growing recognition of the
potential of cryptocurrencies and blockchain technology.

The involvement of BlackRock, one of the largest asset management firms in the world, is particularly
noteworthy. BlackRock has a track record of success in gaining SEC approvals for ETFs, with a
staggering 575-1 approval ratio. Out of the approved ETFs, 400 are still actively trading. BlackRock's
decision to file for a Bitcoin ETF suggests that the firm sees a high likelihood of approval, as it typically
avoids filing for ETFs it deems unlikely to receive regulatory clearance.

The announcement of BlackRock's ETF filing had an interesting effect on the Grayscale Bitcoin Trust
(GBTC). The GBTC discount, which measures the difference between the trust's market price and its
underlying Bitcoin holdings, experienced a significant decrease after the news. Investors seem to be
feeling bullish today, however. Although the long and extenuating legal battle with the SEC seems
endless, BlackRock’s impeccable track record for ETF applications has injected a breath of fresh air into
GBTC. If the SEC decided to allow for the conversion of GBTC into a spot ETF, that discount would
have disappeared, unlocking approximately USD8 billion in value for investors. This development
raises questions about the future dominance of Grayscale in the market. It remains to be seen whether
Grayscale will convert its trust into a Bitcoin ETF to maintain its position and consequently lower the
management fees, in line with ETF competitors rather than funds. Grayscale CEO Michael Sonnenshein
appeared very committed to the conversion despite all the setbacks to date.
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While the approval of Bitcoin ETFs may bring positive developments for the market, it is not without
risks. One potential risk is the liquidation of positions held by giant ETF investors (worth USD18
billion). If ETFs are approved and the price-to-NAV discount disappears, investors with positions
locked in for the past three years may decide to liquidate their positions, potentially causing market
volatility.

The potential approval of Bitcoin ETFs represents a significant milestone for the cryptocurrency
industry. The sustained interest from major financial institutions like BlackRock, coupled with their

“While the track record of successful ETF approvals, suggests a higher likelihood of regulatory clearance.
aPprqval of However, while this development may signal the end of the Grayscale dominance era, it also poses
Bitcoin certain risks, including potential market volatility from position liquidation. Ultimately, the approval
ETFS may of Bitcoin ETFs could be a game-changer, bringing more legitimacy and accessibility to the

brlgg cryptocurrency market, while also attracting a new wave of investors.
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Source: Bloomberg, as at July 7, 2023.
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**Please note that any views expressed herein are those of the author as of the date of publication and are subject to change at any time due to
market or economic conditions. We believe the information contained in this material to be reliable but do not warrant its accuracy or
completeness. They may differ from other views expressed for other purposes or in other contexts, and this should not be regarded as a research
report. Any projected results and risks are based solely on hypothetical examples cited, and actual results and risks will vary depending on
specific circumstances. Investors may get back less than they invested, and past performance is not a reliable indicator of future results**
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