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Government bonds under pressure

— The long-observed decline in global financial market liquidity has
accelerated in recent weeks, not least because of sharply reduced
liquidity injections by the Chinese central bank, the PBoC.

Beat Thoma
Chief Investment Officer — A persistently solid global economic backdrop and a renewed rise in

inflation rates are also adding to the liquidity shortage in financial
markets overall.

— Risks in equity and government bond markets are therefore increasing.

Krishna Tewari
Investment Strategist

Overall economic situation

The global economy continues to benefit from a shift in financial market liquidity into
the real economy, elevated investment in the technology sector and rising
government spending. At the same time, however, these growth impulses are also
leading to a renewed increase in inflationary pressure and higher yields on long-dated
government bonds. This highly concerning development for financial markets is being
further exacerbated by persistently high energy prices as the war with Iran drags on.

Recent developments: Financial market liquidity is falling

— The decline in global financial market liquidity that has been under way for some
time has intensified in recent weeks. The main driver has been an unexpected
reduction in liquidity injections by the Chinese central bank. Until recently, the
PBoC had been flooding the financial system with liquidity, but it has now shifted
to a more restrictive stance, with consequences for global financial markets.
Likely reasons for this policy shift include higher inflation in China and a desire for
a stronger yuan against the US dollar.

— Another reason for the decline in financial market liquidity is the continued
resilience of the global economy, which is being strongly supported by high
investment by US technology companies in the real economy and by substantial
government spending worldwide. In the United States, government spending is
also being financed via the issuance of short-dated Treasury bills rather than long-
dated government bonds, leading to a monetisation of public debt and therefore
an increase in US bank reserves. This, in turn, enables banks to extend more
credit, providing a further boost to economic activity.

— Taken together, these factors are generating significant inflationary and interest-
rate pressure.

2 On the radar: Bitcoin as a leading indicator for the equity market (page 6)
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Overview & outlook: Solid growth and inflation pressure

— The decline in financial market liquidity outlined above represents a warning
signal for highly valued equity markets and other risky assets such as Bitcoin. The
Bitcoin price has long been a reliable liquidity indicator and is therefore
potentially vulnerable at present.

— Since liquidity is not disappearing but rather being redirected into the real
economy, global growth is receiving a strong positive impulse. This reallocation is
happening, on the one hand, because central banks remain relatively restrictive
and are shrinking their balance sheets to combat inflation, thereby withdrawing
money from financial markets. On the other hand, the US Treasury has for some
time financed rising government spending primarily via T-bills, thereby sparing
the long end of the yield curve. In effect, public debt is being monetised to a
degree, as T-bills are money-like instruments. In the short term, this allows the
fiscal deficit to expand without causing immediate upward pressure on rates,
thereby stimulating the real economy. Current GDPNow estimates, robust PMls
and rising copper prices all point to a solid global real economy.

— High levels of government spending and the monetisation of the fiscal deficit via
T-bills are not sustainable, however, and are inflationary. T-bills must be
refinanced continuously, which can cause stress in money markets and
undermine confidence in the financial system. Rising core inflation, in both
producer and consumer prices, confirms growing inflationary pressure.

—  This combination of falling financial market liquidity, solid growth, high monetised
public debt and rising inflation is directly negative for global government bond
markets. Yields have risen sharply in recent weeks, and this has been a global
move. This is particularly evident in Japan and the UK, where yields on long-dated
government bonds have climbed to their highest levels in 20 to 30 years.
Corporate bonds, by contrast, are benefiting from the supportive economic
backdrop.

Chart: Government bond yields are also rising in Japan
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» Risks of negative
feedback loops in the
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Positioning: Warning signals for financial markets

— As global government bond markets are suffering most under the current
developments, interest-rate duration should be shortened moderately. Yields
across a range of maturities, including 20- and 30-year US Treasuries, 30- and 40-
year JGBs, 10-year German Bunds and 10-year UK gilts, have in some cases
reached their highest levels in decades. In addition, the yield on the 30-year US
Treasury bond has broken upwards out of an important technical formation, an
ascending triangle, signalling further upward pressure. Previously rate-dampening
factors, such as buy-backs of long-dated bonds by the US Treasury or the easing
of capital rules, have now lost their effect.

— Various negative feedback loops are also a risk. If volatility in the US Treasury
market, as measured by the MOVE Index, were to rise further, large positions in
the basis trade could begin to unwind. Enormous leveraged sums are invested in
US Treasuries through this strategy, and in the event of rising volatility such
positions could have to be closed because of margin calls. This would place
additional pressure on the US Treasury market, could potentially trigger capital
flight from the United States and would also put the yen carry trade at risk.

— Taken together, global government bond markets are therefore sending a serious
warning signal for the financial system. The rise in commodity prices, especially
copper, an economy artificially fuelled by government spending, and the rise in 2-
year US Treasury yields above the federal funds rate all confirm the late-cycle
character of current markets. This constellation also creates potential problems
for equities and other risky assets.

— Equity market uptrends are, for the time being, still intact. It is therefore possible

to wait for key support levels to be broken before making more substantial
reductions in risk. Even so, switching from direct equity investments into
convertible bonds already offers attractive opportunities, as convertibles provide
an asymmetrical risk-return profile. Corporate bonds, particularly in the high-yield
and emerging markets segments, are benefiting from continued solid global
economic activity and therefore represent an interesting alternative to
government bonds.

Asia ex-

. us Europe Japan LatAm CEEMEA
Return drivers Japan Key:
Equities [¢] [¢) [¢) [¢] - o Strong positive market
Gov. Bonds - - - - Positive market
Credit IG (spreads) o o o _ o o Neutral
Credit HY (spreads) _ -4 _ o - Negative market
Total return - Strong negative market
Convertibles o o o -
Credit IG 0 0 T I
Credit HY I o [T

PrecMet InduMet Energy
Commodities o o

Notes regarding the table: The table summarises the model results for the total return of convertible bonds and
credit investment grade and high yield, which are a function of the listed return drivers. Changes from prior
month are indicated with J, or P, i.e. "O |," means that the output has weakened from a prior value of + or ++.
The methodology for calculating model outputs, and how the various pieces fit together to form the big picture,
is explained here. Within government bonds, we take German Bunds into account for Europe.


https://www.fam.ch/files/content/FischView/FischView_methodology_foreword_201901.pdf
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This table combines top-down views with bottom-up analysis at the portfolio level.

Convertible Bonds

Global IG Corporates

Global Corporates

Global High Yield

Emerging Markets -
Defensive

Emerging Markets -
Dynamic

Most preferred

IT (Al beneficiaries)
Semiconductor (Al-related)
Healthcare

CBs with high convexity
Bond-like CBs with quality
credits and attractive yields
Balanced deep investment
grade Chinese tech with high
convexity

Healthcare, financial services
and banking

BBB-rated bonds

Maturities 5-10 years

Healthcare, financial services,
energy

BBB- and BB-rated bonds
North America

Telecommunications
Basic industry
Retail

LatAm (Mexico, Brazil), Eastern

Europe, Saudi Arabia
Utilities, energy
Maturities 7-10 years

LatAm (Mexico, Brazil,
Colombia), Eastern Europe
High-yield bonds

Utilities, supranationals, oil &
gas

Least preferred

Consumer discretionary
Unprofitable, early stage,
expensively valued IT and
biotech

Weak credit quality and/or
liquidity
Cryptocurrency-related
names

Technology, capital goods,
transportation

GBP- and CAD-
denominated issues
Maturities > 15 years

Basic industry,
transportation, utilities
A- and B-rated bonds
Emerging Markets

Financial services
Utilities

Insurance

Asia (India, Hong Kong)
Industrials

Asia IG (China, Hong Kong)
A-rated bonds
Maturities > 15 years

Note: Preferred sectors/regions may differ between asset classes owing to respective performance
drivers. In particular, equity exposure is the key performance driver for convertible bonds and is not
relevant for corporate bonds.
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On the radar: Bitcoin as a leading indicator for equities

Global financial market liquidity has been losing momentum for quite some time. The
reason is a reallocation of liquidity away from financial markets and into the real
economy. Investments such as the Mag7’s USD 700 billion in Al infrastructure,
equivalent to 2.5% of US GDP, require substantial liquidity that has to be raised in the
markets. Another factor is that central banks remain relatively restrictive and are
shrinking their balance sheets in order to fight inflation.

Bitcoin is a reliable indicator of developments in global financial market liquidity. The
chart shows that Bitcoin has for years led the US equity market. Bitcoin is not an
inflation indicator; rather, it reflects speculative money flows into or out of equity
markets. The chart also shows clearly that a significant divergence has opened up
between Bitcoin and the equity market since October last year: Bitcoin has fallen from
USD 120,000 to below USD 80,000. This is a warning signal and points to increasingly
fragile foundations beneath equity markets. The divergence has also widened further
in recent weeks.

This outflow of liquidity also has significant consequences for the interest-rate outlook
and for government bond markets. In particular, the reduction of central bank balance
sheets can lead to stress in money markets and, as a result, place upward pressure on
the long end of the yield curve. Current market developments confirm this very
clearly. Particularly dangerous is the fact that yields in the United States are rising
despite large-scale intervention and support measures by the US Treasury, namely
buy-backs of long-dated government bonds financed via short-dated T-bills, which
may indicate a potential loss of control by both the Fed and the Treasury. Government
bonds are also under pressure globally. The resulting higher volatility in government
bond markets could then lead to dangerous feedback loops and, as already noted, to
an unwinding of the basis trade in the United States.

Chart: Bitcoin leads the equity market
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Disclaimer

This documentation is intended for professional investors only. The information and
opinions contained in this publication are for information purposes only and do not
constitute a solicitation, recommendation, an offer to buy or sell investment
instruments or other services, or engage in any other kind of transaction. It is not
directed to persons in any jurisdiction where the provision of such information would
violate local laws and regulation. No liability shall be accepted for the accuracy and
completeness of the information. Any opinions and views reflect the current judgment
of the authors and may change without notice. PAST PERFORMANCE IS NOT A
RELIABLE INDICATOR OF FUTURE RESULTS OR CURRENT OR FUTURE TRENDS. There is
no guarantee that forecasts will be realised. Unless otherwise stated, text, images and
layout of this publication are the exclusive property of Fisch Asset Management AG
and/or its related, affiliated and subsidiary companies. Fisch Asset Management AG
has not independently verified the information from other sources and Fisch Asset
Management AG gives no assurance, expressed or implied, as to whether such
information is accurate, true or complete.

Fisch Asset Management AG accepts no liability for damages arising directly or
indirectly as a result of this document.
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