NOVUM

CAPITAL PARTNERS
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“This week
was
characterized
by a series of
economic
data, which
continue to
support the
no-landing
theme.”

Will monetary policy have to finish the job?
February 26, 2023

It was a negative week for global stock markets, which lost -2.5%, evenly between Europe and the US, in
line with the MSCI World Index. China, on the other hand, disconnected from the rest of the world,
with the Shenzhen CSI Index rising 0.66% despite the volatility in Western markets, which resulted in a
significant strengthening of the US Dollar Index by 1.3%. However, it was actually the fourth week in a
row that this index had risen, totaling 3% for the month. It is therefore possible that the China
reopening theme is picking up again, after a healthy consolidation in which the Chinese market had lost
over 5% from its January highs.

Highlights

= US jobless claims were below 200,000 and below market expectations. PCE, which accounts for
70% of US GDP volume, grew by 1.1% (in real terms), confirming the strength of retail sales
released last week.

= Although the Fed Funds peak is still expected to be below 5.5%, studies and banks are
beginning to forecast levels of 6%.

= In the VC space, interest in other markets such as India and wider Southeast Asia positioned
themselves as alternative growth and venture markets. This is widely expected to remain in the
foreseeable future.

= Coinbase recently announced its entry into the Ethereum Layer 2 rat race. This move comes as
the exchange looks for ways to diversify its revenue streams and stay ahead of the competition in
the rapidly evolving cryptocurrency market.

Markets & Macro | Will monetary policy have to finish the job?

Global consumers are overconfident.

This week was characterized by a series of economic data from both Europe and the US, which continue
to support the no-landing theme. PMIs published around the world were strong, accelerating and above
the line between contraction and growth. The labor market shows no signs of slowing down, with US
jobless claims below 200,000 and below market expectations. And finally, the most important figure of
the week, personal consumption expenditures (PCE), which account for 70% of US GDP volume, grew
by 1.1% (in real terms), confirming the strength of retail sales released last week.
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“These
economic
conditions are
exactly the
opposite of
what is
needed, and
what the Fed
has explicitly
stated it wants
to achieve, to
reduce the
level of
inflation...”

“While it may
be difficult to
imagine that
with an
economy that
will sooner or
later go into
recession,
bonds could
record a
second year
of negative
returns...”

Figure 1: Year-to-Date Performance of Major Indices
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Source: Bloomberg, as at February 26, 2023. Performance figures in indices' local currencies.

Our view: The problem in all of this is that these economic conditions are exactly the opposite of what
is needed, and what the Federal Reserve (Fed) has explicitly stated it wants to achieve, to reduce the
level of inflation, bringing it rapidly back toward 2%. In fact, the two price indicators published
together with the PCE (headline and core) surprised heavily to the upside (by more than 0.4%), and
are both in the 5% area (Figure 2).

Figure 2: Change in PCE and Inflation-adjusted Spending
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Source: Bloomberg, as at February 26, 2023.

The market's reaction was therefore fairly linear, with equity and bonds down, and the US dollar up,
supported by volatility and the inexorable repricing of Fed Funds. Although the Fed Funds peak is still
expected to be below 5.5%, studies and banks are beginning to forecast levels of 6%. Since the start of
2023, bonds have halved their gains in the last two weeks. While it may be difficult to imagine that
with an economy that will sooner or later go into recession, bonds could record a second year of
negative returns—as the inflationary environment and the end of QE are certainly not favorable to the
asset class.
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“On the
contrary, the
highly
inflationary
climate in
which we
find
ourselves in
is somewhat
fueling
consumer
spending...”

“...while the
Indian market
appears more
tested and
attractive
than it did
before,
investors
should be
aware that the
depth of the
market and
the track
record of
managers will
need time to
consolidate.”

The paradox of this phase is that on the one hand, the leading indicators continue to show signs of an
oncoming recession, but on the other hand, the economy continues to push and re-accelerate as soon
as financial conditions ease (as has been the case between October and now). Evidently, it occurs to us
that without a real phase of corporate layoffs (evidently not just the tech sector in the US), global
consumers are feeling overconfident and are not putting the brakes on spending, despite the loss of
purchasing power resulting from inflation. On the contrary, the highly inflationary climate in which
we find ourselves in is somewhat fueling consumer spending, as the awareness that next month’s
goods and services will cost more is now spreading!

As aresult, it seems inevitable that central banks’ monetary policy will have to finish the job,
generating a tightening of financial conditions that will put companies in a position to cut jobs to
maintain their profitability. On this front, the process seems to be underway (at least in the US), since
corporate profits already started to fall in the fourth quarter of 2022—so we should not wait long.

Private Equity | Is now the time to invest in Asian VC?

The region offers unique opportunities—as well as unique challenges.

Geopolitical tensions in China, together with the fragility of the country’s real estate market and the
uncertainty generated by the zero-Covid policy, dampened local and foreign activity in the venture
capital (VC) markets in 2022. At the same time, interest in other markets such as India and wider
Southeast Asia positioned themselves as alternative growth and venture markets. This is widely
expected to remain in the foreseeable future.

Our view: Our fundamental approach to private equity is underpinned by a strong bias toward
developed markets, i.e. US and Western Europe. However, we maintain an opportunistic investment
approach toward emerging markets, with Asia being the leading emerging powerhouse in terms of
technology innovation.

In particular, in India, the entrepreneurial ecosystem has matured over the last few years which has
attracted the arrival of a strong domestic and foreign VC presence. Government and private sector
initiatives introduced over the last decade have facilitated the development of financial and digital
infrastructure, creating a fertile set of opportunities for start-ups operating in the domestic consumer
and enterprise space. Consumer tech, fintech and software-as-a-service (SaaS) dominated investment
activity, leading to an increase in the number of Indian unicorns in recent years. On the flip side,
while the Indian market appears more tested and attractive than it did before, investors should be
aware that the depth of the market and the track record of managers will need time to consolidate.

More broadly, the same investment themes apply to the Southeast Asia region, given the rise of
internet penetration in markets such as Indonesia and Vietnam. However, the market is highly
fragmented across many countries with varying levels of infrastructure development and talent pools,
posing unique challenges to scaling and growing businesses. As a result, VC in the region continues to
lag behind that of China or India and requires further validation.

In China, the story is more mixed. Consumer tech themes have paused given the market and
regulatory headwinds. On the other hand, China's growing emphasis on self-sufficiency and
innovation in the clean energy and "deep tech" sectors (such as semiconductors and automation),
which are supported by a solid supply chain and advanced manufacturing capabilities, presents a
secular growth opportunity for companies in these areas. The main risk continues to be whether the
US or the Chinese government will impose further restrictions on investment in these sectors.
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“Layer-2
scaling
solutions aim
to improve
the network's
transaction
capacity,
speed, and
efficiency,
while
reducing
transaction
fees.”

“As the
demand for
cryptocurre-
ncy trading
increases,
exchanges are
looking for
ways to
improve their
services and
attract more
users.”

In the meantime, any clarification on the lifting of China's zero-Covid policy could boost growth
prospects for China, and Asia in general, leading to a renewed increase in deal activity and VC
fundraising. For the time being, and due to the still elevated levels of uncertainty, we remain focus on
building the core of our allocation in developed VC markets—but we are keeping a close eye on the
opportunity in the Asian VC space.

Cryptocurrencies | Coinbase joins Ethereum’s Layer-2 rat race

Coinbase remains well-positioned to attract more users.

Coinbase, one of the leading cryptocurrency exchanges in the US, has recently announced its entry
into the Ethereum Layer 2 rat race. This move comes as the exchange looks for ways to diversity its
revenue streams and stay ahead of the competition in the rapidly evolving cryptocurrency market.

Layer-2 scaling solutions are a set of protocols built on top of existing blockchain networks such as
Ethereum. They are designed to improve the scalability, speed, and efficiency of blockchain networks,
while reducing the cost of transactions. Layer-2 solutions work by processing transactions off the main
blockchain and then consolidating them into a single transaction. This reduces the overall number of
transactions that need to be processed on the main blockchain, which, in turn, improves the speed and
efficiency of the network. One of the most popular Layer-2 solutions is the Lightning Network, which
was developed for Bitcoin. It works by creating a network of payment channels that allows users to
transact with each other instantly and without having to wait for transactions to be confirmed on the
main blockchain.

Our view: For Ethereum, there are a number of Layer-2 scaling solutions currently in development,
such as Optimistic Rollups, zk-rollups, and Plasma. These solutions aim to improve the network's
transaction capacity, speed, and efficiency, while reducing transaction fees. Optimistic Rollups, for
example, works by bundling multiple transactions into a single batch and then submitting them to the
main Ethereum network. This reduces the number of transactions that need to be processed on the
main network, and therefore reduces the overall transaction fees.

Another Layer-2 solution is zk-rollups, which uses zero-knowledge proofs to bundle transactions and
create a proof of their validity. This proof is then submitted to the main Ethereum network, reducing
the amount of computation that needs to be done on the main network. In summary, Layer-2 scaling
solutions are an important development in the cryptocurrency space, as they offer a way to improve
the scalability, speed, and efficiency of blockchain networks, while reducing the cost of transactions.
As the demand for blockchain applications and transactions continues to grow, Layer-2 solutions are
likely to play an increasingly important role in the development of the blockchain ecosystem.

This move by Coinbase is not surprising given the current state of the market. As the demand for
cryptocurrency trading increases, exchanges are looking for ways to improve their services and attract
more users. By joining the Ethereum Layer-2 rat race, Coinbase hopes to gain a competitive edge and
attract more customers who are looking for fast and affordable transactions. While Coinbase has
experimented with various projects in the past, not all have been successful. Its NFT platform, for
instance, has struggled to gain market share despite the company's brand. However, the exchange's
entry into the Layer-2 scaling solutions arena is a promising development, and could potentially be a
game-changer for the cryptocurrency market. Overall, Coinbase's decision to join the Ethereum
Layer-2 rat race is a smart move that demonstrates the exchange's commitment to innovation and
improving its services. With this move, Coinbase is well-positioned to attract more users and maintain
its position as a leader in the cryptocurrency exchange industry.
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Week Ahead | Key events to watch for

e In the US, the consumer confidence report, ISM surveys manufacturing and services, and durable
goods orders will be published.

e In Europe comes the CPI, and in China the PMIs will be released, which should confirm the
recovery of the economy from the reopening.
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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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