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Quantitative Tightening (QT) has arrived

In June, the US Fed has started to shrink its balance sheet by letting
treasuries and mortgage-backed securities (MBS) mature without
reinvesting the proceeds. The pace of this tightening is supposed to
accelerate significantly this month, with the amount rolling off the
balance-sheet doubling compared to June. As Powell indicated that QT
should last two to two %2 years, the total amount the Fed’s assets are
supposed to shrink is about 2-2.5 trillion US-S, versus the current assets of
US-$ 9 trn (that equal 40 % of US GDP).

Any effects on liquidity may not arrive immediately as it depends who is
the buyer of newly issued treasuries but net treasury supply is also
estimated to triple to 1.5 trn a year versus the pre-Covid year 2019. The
Fed already owns a third of all outstanding treasuries and may not be able
to continue its purchases at the same pace. Over time, the impact of QT
on liquidity is, therefore, likely very restraining, influencing upward
pressure on bond yields. Chart 1 shows how QE has not only lifted M2 but
also equity markets as the latter inflected upwards with increased money
supply. Hence, the opposite effect over the QT period seems quite
possible.
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M2 inflected upwards in 2020 with QE, equity markets' rise following
imminently. The YTD decline of the S&P 500 has now closed the gap.
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Low interest rates lead to market participants taking on more debt

While the interest burden is relatively low given the S&P 500 net debt to EBITDA ratio of 1.2, corporate debt as % of GDP
is now 10 %-points higher than at the end of the great financial crisis (see chart 2). With rates rising fast, there is a risk
that part of the debt becomes unbearable over the next few years. If EBITDA was to drop by one third in a recession, net
debt to EBITDA would rise to 1.8 - a still acceptable level for the average company but this is only the average.
Consequently, balance sheets will become important again in selecting companies as many will run into trouble in a

recession.
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Chart 2:
US corporate debt rising
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On a global level, debt, especially public debt, saw a huge increase during the pandemic (see chart 3). This likely implies
higher taxation and lower net profit margins down the road. On the other hand, governments have now every incentive

to keep interest rates lower, implying fiscal repression tactics to become more common.

Historic highs
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Chart 3:
Global debt rising

Source:
IMF, Global Debt Report
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Chart 4: Annual alpha versus MSCI
Investors rushing out of companies without ) World, in USD, in %
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Indebted companies 2.0%
Many companies used the period of low interest outperforming the last -
rates to shore up its cash balances by issuing debt two years - a reversal
over the last two years. That has lead to a very of the last twenty Last 20 Las ars
ur?usual underperformance of tho§e companies years. years
with cash (chart 4). We expect this anomaly to
disappear again, and requires investors to adapt. Source:

HCP, Bloomberg (MSCI). As of

31.8.2022.
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Conclusion: QT likely to impact market for some time - balance sheets to matter again

Higher rates are a headwind for equities as the rise in the discount factor reduces the current value of future cash flows.
This implies that investors should change focus from highly-priced growth stocks to market segments with valuation
support. Furthermore, balance sheet quality, as measured by net cash, has been largely ignored by investors in the
pandemic world. With QE ending and QT starting, this should normalize again. Human beings tend to perceive the world
in a linearly; hence we are still in the early innings of this adjustment process.

HCP Asset Management, 21.9.2022
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Disclaimer: This document is a marketing document and is intended for informational and/or marketing purposes. This document is addressed solely to Recipients to whom it has been delivered by HCP Asset
Management SA (“HCP”). It may not be distributed in whole or in part to any other persons without the prior written consent of HCP. All Recipients take full and sole responsibility for compliance with applicable laws
and regulations in relation to any use they make of the Document. This Document contains information about the certificate but does not constitute an issuance prospectus pursuant to articles 652a or 1156 of the Swiss
Code of Obligations, article 7 ff. of the Swiss Federal Act on Collective Investment Schemes or a similar law or regulation. The complete information on the certificate, including the relevant risks, can be obtained from
the simplified prospectus, which can be retrieved from www.ubs.com/keyinvest and which constitutes the sole binding basis for an investment decision. The Document is for general informational purposes only.
Nothing contained in this Document constitutes legal, tax or investment advice. The information in this Document does not constitute an offer, solicitation or recommendation to buy or to sell the certificate or any
other financial instruments, or to engage in any other transaction involving financial instruments. Before making an investment decision the Recipient should always read all relevant legal documents (e.g. the simplified
prospectus) as well as any other material which might be required under local laws and regulation, especially all relevant risk disclosures contained therein, and seek professional advice. Any investment decision lies in
the sole responsibility of the Recipient. Past performance is no guarantee for future performance. HCP provides no guarantee whatsoever pertaining to the future performance of the certificate. Although the Document
is based on information that HCP considers to be reliable, HCP does not guarantee that the content is accurate, up-to-date or complete. HCP may amend the Document partly or entirely at any time without prior
notice. HCP is not obliged to provide the Recipients with an amended version of the Document.

© HCP Asset Management 3



