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Is the Nasdaq Rally Really a Surprise? - Market Commentary
June was another strong month for global markets.

In the US the S&P 500 and the Nasdaq returned +6.6% and +6.5% respectively. There
was no difference between Growth and Value with the MSCI Growth and Value Indices
returning +6.0% and +6.1% respectively.

The year-to-date returns for the US markets are +16.6% and +39.4% for the S&P 500
and the Nasdaq respectively.

With respect to June the South Africa return was +1.4% in ZAR but +6.3% in USD,
consistent with global markets, due to -4.7% in ZAR appreciation. This poses the question
whether the currency adjusts to ensure a consistent return in USD terms. Not an
impossibility.

Emerging Markets lagged, returning +3.8%, with South Africa outperforming at +6.3% in
USD after a weak May. South Africa is underperforming steeply on a year-to-date basis at
-4.6% vs EMs at +4.9%.

The various market returns are summarised in Table 1 above.

Table 1. South African and global equity returns (USD) for June 2023*

Jun-23  YTD 2023

FTSE/JSE ALSI (ZAR) 1.4% 5.9%
FTSE/JSE ALSI (USD) 6.3% -4.6%
MSCI World 6.0% 15.1%
MSCI EM 3.8% 4.9%
MSCI Value 6.0% 4.0%
MSCI Growth 6.1% 27.1%
S&P 500 6.6% 16.6%
Nasdaqg 100 6.5% 39.4%

*Total return indices, Source: Factset

If commentary in the financial media is anything to go by, the rally in global markets this
year appears to have been a surprise. By “global” we really mean the US since this
important market comprises nearly 70% of the MSCI World global market index, although
Europe has performed well too.

Within the US the Tech-heavy Nasdaqg index has been particularly strong, returning
+39.4% to the end of June vs the much more muted but still solid +16.6% by the S&P
500.

While we don’t necessarily say the rally was predictable we examine some of the possible
underlying drivers, and we start with a minor clarification.

Is the rally driven by the largest shares?

Media coverage has been consistent in stating the rally has been led by the large and
popular names - Apple, Tesla and, these days, Nvidia - the implication being the rest of
the market has not performed well.

It is undoubtedly true that the large names have led the way. We suggest however that
the rally has been primarily sector, or Tech-driven. This is evidenced by the
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aforementioned Nasdaq return vs the S&P 500. Virtually every Tech share, large or small,
in the M1 Capital Global Equity Prescient Fund has returned +40-50% for the year-to-
date.

Since the largest shares are also Tech shares, these are then also the shares which have
been driving the indices. The underlying performance however remains primarily from
Tech and it is not true that stocks outside the largest counters have not performed well.

Why the rally?

Markets are driven by two levers - earnings and interest rates. Earnings appear to have
been more important in 2023 (so far). Chart 1 below sets out Earnings Per Share (“"EPS")
for the Nasdaq and the S&P 500 for the previous 12 months.

Chart 1. EPS, last 12 months for the Nasdaq and S&P 500

S&P 500 - EPS - LTM === NASDAQ-100 - EPS - LTM

Source: Factset

From the Chart above we can see that earnings for both markets have been declining since
2022 with Nasdaq EPS declining more.

It is interesting to note that in 2019, a period when the Fed was engaging in Quantitative
Tightening, EPS had flattened already, and this carried through into 2020 before strong
growth in 2021.

We also note that both in 2019 and in 2009 Nasdaq EPS declined less than S&P 500 EPS.
Earnings are falling, should markets not be falling?

This is the crux of the matter, we think — markets discount expectations and while reported
earnings have indeed been falling in the last 12 months, this is not what the market has
been allowing for. Indeed Chart 1 above suggests that over and above the widely-covered
issue of rising interest rates, markets were correctly discounting expected falling earnings
in 2022 and correspondingly declined.

What are markets expecting in 2023? Chart 2 below compares realised last 12 months
EPS for the Nasdaq vs expectations for the next 12 months.
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Chart 2. Nasdaq actual last 12 months EPS vs expected next 12 months

NASDAQ-100 - EPS - NTM === NASDAQ-100 - EPS - LTM

Source: Factset

From Chart 2 above it is clear that while realised earnings have continued to decline in
2023, earnings expectations for the next 12 months have been rising. The implication is
no recession and, within the Nasdaq, quite possibly some AI-hype in expected profits.

Finally Chart 3 below compares the actual Nasdaq index movement to expected 12-month
EPS.

Chart 3. Nasdaq price index vs next 12 months EPS expectations

L2000 NASDAQ-100 - EPS - NTM === NASDAQ-100 - Price

Source: Factset

The last Chart above quite clearly demonstrates that the market moves with expected
earnings. We do note also here that in early 2022 the Nasdaq declined ahead of EPS
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expectations adjusting. It should not be forgotten however that interest rates play a part
and are the other big driver and these were rising strongly in that period too.

What about interest rates?
Chart 4 below compares the Nasdaqg to the 10-year Treasury yield.

Chart 4. Nasdaq price index vs the 10-year US Treasury Yield

18,000

NASDAQ-100 - Price === US Benchmark Bond - 10 Year - Price

Source: Factset

Per Chart 4 there has been a marginal decrease in interest rates for the year-to-date. Yet
with inflation declining the bulk of rate increases appear to have materialised. The odds of
further moves are weighed towards declines.

Are there risks?

Markets are ever-evolving. The Nasdaq appears to not be expecting a recession, yet we
think this is not unlikely but takes longer to materialise e.g. up to 12 months after the rate
peak.

The discussion so far also relates to aggregates. Company-specific circumstances still
matter. The revenues of Apple, for example, the largest share in the US market, and a
Tech share, are tracking lower and are expected to be below those of 2022. Yet Apple too
is +47% higher this year.

So buyer beware.



