FEATURE

Japan intervenes in the fore

Japanese forex intervention boosts the yen, US equities had their
best week in 4 months due to massive call options buying by the
shorts and UK Gilts soared amid political uncertainty. Each week, the
Syz investment team takes you through the last seven days in seven
charts.

Charles-Henry Monchau
Chief Investment Officer



Investors are gradually returning to t
equity markets

US equities rose strongly last week on the back of political
changes in the UK, reassuring earnings reports and
indications that the Fed may be moderating the pace of its
interest rate hikes. The S&P 500 recorded its best weekly
gain in nearly four months, (+4.7%), while the Dow Jones
had its third consecutive week of gains. As the chart below
shows, active fund managers seem to be slightly increasing
their allocations to equity markets, anticipating a seasonal
rally.

A rush on S&P 500 call options

In recent months, many investors have positioned their
portfolios (too?) defensively or even net short. As a result,
any rise in the market forces many investment funds to buy
equities in order to hedge. To do so, they rush to buy call
bonds whose price (measured by implied volatility) has
rarely been very high compared to put bonds. As the chart
below shows, the "skew" (i.e. the difference between the
premium of out-of-the-money puts and out-of-the-money
calls that are separated by the same distance from the price
of the underlying) is close to record levels.

Portfolio managers increased their equity allocations
after their aggregate exposure hit a two-year low

BNAAIM equity exposure index 120

3
a7

40
20

Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep
2018 2019 2020 2021 2022

Source: Bloomberg

A record week for UK Gilts

UK sovereign bonds have been at the centre of market
turmoil since the beginning of the month. They have just had
their best week ever. The main triggers were a new finance
minister on Monday and the resignation of Prime Minister
Elizabeth Truss on Thursday.

It is still unclear what the new fiscal programme will be,

but the markets have welcomed both changes in the UK
executive. With Boris Johnson out of the race since Sunday
night, Rishi Sunak (former chancellor) will probably be the
new PM.

Record low yields on 30-year UK bonds and 10-year
inflation-linked bonds
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The difference between the implied volatility of call
options and put options (on the S&P 500) is very large,
resulting in a record skew

S&P Vol Skew

Source: Bloomberg

Slight downward revision to expecte:
Fed rate hikes

Several Fed members suggested on Friday that there could
be a lull in the rate hike next year. This would not be a "pivot"
(i.e. a change in the Fed's monetary policy direction) but
rather a pause in the monetary tightening movement.

The market has slightly adjusted downwards the level of

the Fed's terminal rate, i.e. the rate at which monetary
tightening is expected to peak. A 75 basis point hike at the
November meeting remains a near certainty for the market.
However, the probability of a 75 basis point hike at the
December meeting has fallen from 70% to 30%. Similarly,
the probability of a 50 basis point increase in February 2023
has dropped from 50% to 30%.

Market expectations for future Fed rate hikes
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Historically, a Fed pivot has triggered an accelerated

Japan intervenes in the foreign decline in equity markets
exchange market
Recession Stock Crash| Fed Pivot S&P Bottom Pivot --> Bottom
In recent months, causal links have been established Great Financial Crisis | -50.1% | Aug2007  Feb 2009 18 Months
between several asset classes: the fall in the yen has led to Ditcorii Bubble 38.3% Dec2000  Sept 2002 21 Months
forced sales of US Treasury bonds (by Japanese entities in Gulf War Recession 4.4% Jun 1989 Oct 1990 16 Months
urgent need of dollars). The rise in US bond yields, in turn, Double Dip Recession | ~16.5% Jun 1981 Jul 1982 13 Months
weighed on the valuation of risky assets - including equities. 1973 Recession 413% | Oct1973  Sept1974 11 Months
On Thursday, a dollar could buy you JPY 153, a new low that 1uca Recession R Mor 1970 Jun 1970 SMOTS
most certainly prompted the Bank of Japan to intervene in fverage 289% 14 Morths

. L . . *Pivot is first month Fed Cut Rates in Economic Cycle; Stocks based on S&P 500
the foreign exchange market. This intervention did not go

unnoticed as the yen gained no less than 6 figures on the
day.

Source: Bloomberg

The yen's rise had a positive impact on US bonds (lower
yields) and contributed to the rise in US stocks.

US stocks are not that cheap

Yen against dollar over the last week The S&P 500 index cannot be considered undervalued,
despite the sharp decline from the November 2021 highs.
0| EdE | @ Indeed, the S&P 500 is paying more than 15 times expected

earnings for 20283. As a reminder, the same multiple was
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N inflation rate.

= On an absolute & relative basis, US stocks look
s expensive
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i \‘ | . as of October 13, 2022
H \ Aggregate index Median stock
‘ Historical Historical
| Valuation metric Current Yhile Current bile
i i : US market cap / GDP 205%  95% NA  NA%
el okl o MR8 ol N - o EV/ sales 24x s0x 9
Price / book 36x 87 32x 91
Source: Bloomberg Cash flow yield (CFO) 73% 80 64% 96
EV/EBITDA 1.8 x 79 125x% 92
Cyclically adjusted P/E (CAPE) 241 % 78 NA  NA
Forward P/E 158 x 66 15.9 x 65
Free cash flow yield 45% 32 40% ]
A Fed "pivot" does not guarantee a Hedon soeonss mette = e
Yield gap vs. IG 40 bp 78 36 bp 75
market rally Yoldgaps reo 0earUST  4ronp | T8 dasbp 72
Yield gap vs. 10-year UST 231 bp 50 226 bp 46
While a Fed pivot is considered by many investors to be a [ Median relative metric 76 % 74%
necessary and sufficient condition for an equity rally, this Source: Factset, Goldman Sachs
has not always been the case in recent history.
The table below shows that, on the contrary, the Fed's For further information
emel'rgency course changes have often led to a further Banque Syz SA
decline. Quai des Bergues 1
Indeed, pivots have most often taken place during periods CH-1201 Geneva
of financial market dislocation, marked by forced liquidations Tel +41 587991000
and panic selling. On average, there was a 14-month gap Fax +41 58 799 20 00
between the Fed's pivot and the market lows. Syzgroup.com
Buying stocks in anticipation of a pivot is therefore risky - Charles-Henry Monchau, Chief Investment Officer
even if the pivot actually occurs. charles-henry.monchau@syzgroup.com
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directed to any person or entity to whom it would be illegal to send such marketing material.

This document is intended for informational purposes only and should not be construed as an offer, solicitation or recommendation for the subscription,
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or service, or as a contractual document. Nothing in this document constitutes an investment, legal, tax or accounting advice or a representation that any
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use of this document.



