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STRATEGY

Something
Turned Up

The second quarter was another period of positive returns for
global equities. US equities led the way, with Japanese equities
also performing well. Emerging Markets lagged their Developed
Market counterparts, but still generated a small positive return.
Bond markets were mixed as central banks continued to raise
interest rates in the US, UK and Eurozone. While this was a
headwind for sovereign bonds, corporate credit performed well
on a relative basis, with High Yield and Emerging Market bonds
both seeing positive returns over the quarter.

The economic backdrop remains particularly complex.

The resilience of the US economy has defied the consensus
expectation for a mild recession this year, but Germany has
slipped into recession and the strength of the recovery in China
has been disappointing. The inflation picture globally is also very
mixed. Energy and commodity prices more broadly have eased
over the past nine months, which has provided welcome relief for
governments, corporates and households. This has seen headline
inflation rates come off their highs last year, but the focus has
turned to core inflation (the rate excluding food and energy).
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The US has made reasonable progress, with core inflation falling
from a peak of 6.6% to 5.3%. The Eurozone has a similar rate of
5.4%, but has made less progress, with this only slightly below
the peak of 5.7%. The UK is now looking like a global outlier

on the inflation front, as core inflation climbed to a new cycle
high of 7.1% in May, meaningfully higher than the 6.5% peak
seen last year. UK inflation has both demand and supply factors
contributing to it. The widely forecast recession in the UK has
so far failed to materialise and demand has remained high as
consumers continued to spend. Meanwhile, supply has been
impaired by a tight labour market, trade frictions and an energy
shock which continues to make its way through the economy.

In contrast, China faces the opposite challenge when it comes to
inflation. A weaker than expected recovery and ongoing challenges
in the property sector have seen deflationary pressures mount.
Intuitively, lower prices are positive, but in an indebted economy
with elevated youth unemployment, deflation increases the real
value of debt and discourages capital investment, which constrains
economic growth. The second quarter saw weak performance in
assets closely linked to China’s economy, such as the renminbi,
industrial metals and Chinese equities. This has led to increasing
calls for further policy measures to support the economy, but the
government has so far been reluctant to provide stimulus and
instead appears to accept a weaker level of growth in order to
manage the slowdown in the property sector.

While there is a lot of pessimism around China, the investment
theme of Artificial Intelligence (Al) has generated significant
interest with some striking forecasts around the potential for
these technological advances to boost productivity growth.
Throughout history, new technologies have been pivotal in
advancing the standard of living in the world and corporates have
often been well placed to benefit. Use cases for Al are already
evident across a broad range of industries, from the writing of
software code to creative copy and image generation.

/1%

Core inflation in the
UK climbed to a new
cycle high in May.

The widely forecast
recession in the UK has

so far failed to materialise
and demand has remained
high as consumers
continued to spend.
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Chasing the latest hot theme in markets is often a high risk and
high potential reward endeavour, but on the flipside, being on
the wrong side of technological advancement can be costly. In a
world where uncertainly runs high, advances in Al remind us of
the case for being optimistic. The world today is characterised by
elevated levels of debt, high inflation, climbing interest rates and
geopolitical tensions; but financial markets are at the forefront

of innovation and as Dickens’s Micawber used to say: “something
will turn up”.
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FIXED INCOME

arkets
Riding the
Liquidity
Wave

The second quarter was positive for risk assets, aided by the

US Federal Reserve reversing 6 months’ worth of quantitative
tightening in the space of 14 days. This helped offset the strains
in the US banking system, which threatened to produce a credit
event and would have negatively impacted the US economy. With
the path for US base rates also turning dovish (almost 75bps of
cuts in 2023 were fully priced in), the US dollar also weakened.

The easing in financial conditions helped high yield credit spreads
tighten by 65bps over the quarter. Volatility in the bond market also
fell from elevated levels, with the MOVE index falling from 199

in March to 110 at the end of June, further stoking risk sentiment.
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With this easier monetary policy backdrop, there is now a high
probability that inflationary pressures in the US linger for longer.
This could lead to inflation expectations rising again (New York Fed
3-year inflation expectations remain at 3%) and improvements in
core inflation measures have subsequently slowed. The Atlanta Fed
also signalled wages are still running at 6% Year-over-year.

Given these price pressures and continued strength in
employment, in our US dollar bond funds we allowed a small short
duration position to naturally grow in the second quarter and

this played out well with the market now not expecting an easing
cycle to begin in 2023. 2-year US Treasury yields have reversed
course and are approaching 5% again. Global liquidity will remain
a dominant theme in the third quarter, with the Federal Reserve’s
balance sheet back to its pre-banking crisis size. With liquidity still
ample and money market funds continuing to park their excess
funds with the Federal Reserve, the bar for easing policy is very
high, as it would risk unleashing further liquidity into speculative
activity such as equities and real estate.

One area we are keeping a close eye on is US banking reserves,
which, while still large by historical standards, are now rapidly
falling again, with further US base rate increases (another 25bps
in July is now priced at 81%) likely to accelerate this drain in the
coming quarter. Compounding this, the European Central Bank
is also stepping up quantitative tightening this summer and the
Chinese have yet to stimulate in a meaningful way.

With 2-year US real yields ending the quarter up 2.9%, the highest
level since 2008, and forward dated WTI oil (OPEC supply cuts
are failing to stabilise prices) and raw commodity prices grinding
lower, the improvement in investor sentiment is puzzling from a
pure macro perspective. Chinese economic data did improve in
the second quarter, but was unable to meet bullish expectations.
Recession risks are running high in Europe, including the UK, and
in a forewarning to the US, inflation remains sticky. The Bank of
England’s hawkish turn in June has led the UK terminal base rate

3%

The New York Fed 3-year
inflation expectations
remained constant.

6%

The UK terminal base
rate expectations rose
in June from 4.5%.
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expectations to rise from 4.5% to 6.0% and short-term borrowing
costs have risen to their highest level since 2008.

Throughout the rest of the world, there is a growing realisation
that core inflation will remain higher for longer, with Australia
and Canada also surprising markets by abandoning their policy
pause and raising base rates. Services inflation continues to

defy expectations globally. Fixed income investors are therefore
understandably exercising caution, with Chinese and Swiss (both
countries without an inflation problem) government bond yields
the only major bond market with gains in the second quarter.

Positioning for the coming quarter remains defensive as we wait
for the US Treasury to extract the liquidity they need. US high yield
ended the quarter with a spread of 390bps over duration matched
US Treasuries, the lowest level since Silicon Valley Bank collapsed
in March, and is pricing in only a minor growth slowdown over the
coming months. As a result, high beta assets are vulnerable with US
corporate default rates likely to rise over the next 12-24 months.

We continue to prefer high quality spread products, such as

US mortgage backed securities, in appropriate mandates. For
example, newly issued US government guaranteed Ginnie Mae
pools provide a very healthy spread of 76bps over US Treasuries
and minimal credit risk. In addition, we continue to favour
inflation hedges. With US inflation expectations from 2-30 years
in line with the target set by the Federal Reserve, this allows us to
add to our current exposure at fair value.

If the US economy experiences another credit event and/or
inflation pressure remains above 3%, central bankers may be
forced to allow a longer period for inflation to normalise. On the
flip side, if we experience a recession, ‘sticky’ inflation pressures
are likely to provide a floor to inflation expectations. Portfolio
duration positioning in our US dollar bond funds is slightly
underweight versus our benchmarks, but we are significantly more
comfortable adding to bonds relative to the start of the quarter.
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EQUITIES

Shifting
Sands

The markets finished the quarter on a strong note with June

recording the second-best monthly performance so far this O
year. The MSCI World printed a 6.1% gain in US dollar terms ~ O
for June, following signs that headline US inflation continues

to subside and that the Fed hiking cycle may conclude during MSCI World year to
the second half of the year. The Index has returned 6.8% over e

the quarter, cementing a 15.1% return year to date. This is quite

an exceptional performance given flat earnings growth and no

major revisions in earnings estimates for the S&P 500 this year.

This had led to the S&P 500 Blended Forward 12 months Price to

Earnings (P/E) ratio expanding from 16.8x at the start of the year

to 19.3x, higher than the ten-year average of 17.6x. In addition,

the ten-year average needs to be adjusted for the historic low

interest rate environment, so overall at 19.3x blended forward
earnings, the US market is on the expensive side of fair value.




29.7%

Communication Services
rose 9.7% up toa YTD high.

EQUITIES

The second quarter was very much like the first, with the same
sectors and stocks leading the charge. Information Technology
returned 14.8% (up 39.1% YTD) with the sector benefitting from
the Artificial Intelligence hype. Consumer Discretionary gained
10.7% (up 29% YTD) as Amazon and Tesla, two of the seven
mega-cap tech stocks that have performed well this year, rallied.
Communication Services rose 9.7% (up 29.7% YTD) driven by
two other mega-cap tech stocks, Alphabet and Meta. The sectors
that lagged in the second quarter were Energy contracting by
0.3% (down 3.4% YTD), Utilities by 0.2% (down 0.6% YTD), and
Materials by 0.1% (down 6.3% YTD) despite performing relatively
well in the first quarter.

From a geographic perspective, the mega-cap tech rally supported
US markets, which were lagging European markets in the first
quarter, but are now nearly two percent ahead. In terms of
investment style, the equal weighted S&P 500 lagged the S&P 500,
while growth outperformed value once again.

The most interesting recent data point in our opinion is the June
performance numbers. For most of the year, the breadth of the
market rally was narrow and has been driven by the seven mega-cap
tech stocks: Apple, Amazon, Meta, Alphabet, Microsoft, Nvidia, and
Tesla. Most fund managers performance relative to the benchmark
year to date can be explained by how they were positioned vis-a-vis
these seven stocks. The June performance data however suggests
we could be at an inflection point. For the first time since January,
the equal weighted S&P 500 outperformed the market cap weighted
S&P 500. Value and Growth both returned 6%.

In June, IT and Communication Services were not the best
performing sectors, Industrials and Materials were. These are
indications that the market breadth is widening which is a good
thing for the markets. This also points to a catch-up rather than a
catch-down. So even though the rally this year has been on shaky
foundations, the widening market breadth could suggest there is
still more positive momentum in the markets.
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EQUITIES

The first quarter earnings season was better than expected
with 62% of companies beating on revenue and 64% beating
on earnings. The aggregate revenue surprise was 3%, in line
with the last few quarters. Aggregates earnings surprise

was 8%, the highest level since 30Q21. Despite the better
than expected numbers, the average one-day price change
for companies that beat was only 0.4%, the smallest reward
in two years. The numbers beat, but the overall trend is
downwards. Sales growth has slowed, but is still positive,
while earnings growth is now in negative territory pointing
to normalising operating margins. Earnings growth is
expected to reaccelerate in the second half and then increase
to 10% per annum for 2024 and 2025. This appears to be a
classic example of analysts starting with a high number and
downgrading over time. With interest rates creeping higher
and corporate margins still under pressure, it is going to be
challenging for earnings to meet these lofty expectations, so
selectivity remains important.

10%

Earnings growth is
expected to increase
for 2024 and 2025.

Sales growth has slowed,
but is still positive, while
earnings growth is now
In negative territory
pointing to normalising
operating margins.
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(Global Asset Allocation

The chart below details our 6-12 month tactical investment strategy

UNDERWEIGHT - + OVERWEIGHT

Asset
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Disclaimer

This document and the information contained herein has been prepared
and issued by Butterficld Asset Management Limited, Butterfield Bank
(Cayman) Limited and Butterfield Bank (Guernsey) Limited and is for
illustrative purposes only. It neither constitutes investment advice nor

is it an offer or an invitation to acquire or dispose of any securities

and should not be relied upon as such. Prior to making any investment
decision a financial adviser should be consulted. Products and services
are available in the respective home jurisdictions and only in those
other jurisdictions where they may be legally offered or obtained.

The data source for this document is Bloomberg unless explicitly stated
otherwise and is believed to be accurate as at the date of publication and
may be subject to change without notice. Whilst every care has been taken
in producing this commentary, neither the author nor Butterfield Asset
Management Limited, Butterfield Bank (Cayman) Limited, nor Butterfield
Bank (Guernsey) Limited shall be liable for any errors, misprints or
misinterpretation of any of the matters set out in it. Past performance is
not necessarily a guide to future performance. The value of investments,
and the income from them, can go down as well as up, and you may

not recover the amount of your original investment. Where an investment
involves exposure to a foreign currency, changes in rates of exchange may
cause the value of the investment, and the income from it, to go up or down.
In the case of some investments, you should be aware that there is no
recognised market for them and that it may therefore be difficult for you
to deal in them or to obtain reliable information about their value or the
extent of the risks to which they are exposed. Certain investments carry

a higher degree of risk than others and are, therefore, unsuitable for some
investors. Before contemplating any transaction, you should consider
whether you require financial advice.
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Any copying, duplication or reproduction of part or all of this commentary
and/or its content in any form without the express written consent of the
copyright owner is prohibited and will constitute an infringement of copyright
unless expressly agreed to by Butterfield Asset Management Limited,
Butterfield Bank (Cayman) Limited, or Butterfield Bank (Guernsey) Limited,
or as otherwise permitted by the Copyright (Bailiwick of Guernsey) Ordinance
2005. You may not, without our express written permission, distribute or
commercially exploit this work.

This commentary and/or its content is copyright of Butterfield Asset
Management Limited, Butterfield Bank (Cayman) Limited and Butterfield
Bank (Guernsey) Limited. All rights reserved.

Butterfield Asset Management Limited is licensed to conduct investment
business by the Bermuda Monetary Authority.
Registered Office Address: 65 Front Street, Hamilton HM12, Bermuda.

Tel +(441) 299 3817
www.butterfieldgroup.com/Investments

Butterfield Bank (Cayman) Limited is licensed to conduct securities
investment business by the Cayman Islands Monetary Authority.
Registered Office Address: Butterfield Place, 12 Albert Panton Street,
George Town, Grand Cayman KY1-1107, Cayman Islands.

Tel +(345) 949 7055
www.butterfieldgroup.com

Butterfield Bank (Guernsey) Limited is licensed and regulated by the
Guernsey Financial Services Commission under the Banking Supervision
(Bailiwick of Guernsey) Law, 2020, The Protection of Investors
(Bailiwick of Guernsey) Law, 2020 and the Regulation of Fiduciaries,
Administration Businesses and Company Directors, etc. (Bailiwick of
Guernsey) Law, 2000, each as amended from time to time. Registered
Office Address: P.O. Box 25, Regency Court, Glategny Esplanade, St Peter
Port, Guernsey, GY1 3AP. Company registered in Guernsey No. 21061.

Tel +44 (0)1481 711521 Fax +44 (0)1481 714533
www.butterfieldgroup.com

Telephone calls are recorded for training, regulatory and security purposes.
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