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INVESTING AMIDST
A TANTRUM IN
US BOND MARKETS

Key points

US 10-year Treasury yields have risen 110 bps from their July,
2020 lows and 60 bps alone in 2021. Using previous bond
market ‘tantrums’ going back to 2008 as a reference, a rise to as

=0/

much as 1.7-2.5% may still lie ahead should the turmoil resume.

While US equity markets have absorbed the move to 1.3-1.4%
in 10-year yields reasonably well, not least thanks to better-
than-expected corporate earnings, further increases in yields,
especially at the pace seen in February leave US equities
expensive relative to Treasuries and Baa credit, unless we see
further upgrades to earnings expectations.

Though some may hope for Fed intervention to slow the rise
in Treasury yields, the fact that financial conditions in the US
remain loose with few signs of dislocation in credit markets,
even with the sharp rise in yields, direct policy intervention
appears unlikely at this juncture.
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Instead, the US Federal Reserve may want to formally handover
policy leadership to the US Treasury. The imminent release

of as much as USD 1.9 trillion in additional relief from the US
Congress suggests further turmoil in the weeks ahead.

As aresult, stock selection focused on upside surprises to
earnings remains key in order to offset potential pressure on
P/E multiples that may emerge with a rising yield environment.

Investors should use this volatility as an opportunity to balance
the transformational growth themes that will serve as the
foundation for the post-pandemic global economy with quality
cyclical recovery companies that should drive the nextleg of
earnings recovery through 2021.
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How much higher can bond yields go?

Our expectation for the recovery of US 10-year yields was
that the Federal Reserve would be interested in preventing
a 2013-style ‘Taper Tantrum’ in yields that could potential
destabilize overall financial conditions in the US economy.

In retrospect, our expectations of a pro-active Fed policy to
avert such a 2013-style surge in yields was misplaced. Instead,
it appears the pro-active policy stance of 2020 has now given
way to a more traditional reactive policy stance in 2021.

More specifically, though 10-year Treasury yields have surged,
with credit spreads contracting in response to near cyclical
tights in both investment grade and high yield bond markets,
overall financial conditions remain surprisingly easy in spite of
the turmoil in Treasury markets.

Indeed, the 110 bps rise in 10-yr yields from the July, 2020
lows still leaves risk-free yields short of the 120-140 bps typical
of similar bond market tantrums since 2010. Moreover, the rise
in yields from the pandemic lows remains short of the 200 bps
seen as the US economy emerged from the 2008-09 Global
Financial Crisis.

Were Treasury yields to replicate these moves, another

10-90 bps (1.7-2.5% in nominal yield) would lie ahead.
Indeed, given that financial conditions are still rather loose on
balance, supported as they are by tightening credit spreads
and, until recently, falling volatility, as the March policy meeting
approaches the Fed appears comfortable with a reduction in
the exuberance that has built up in markets year-to-date.

Thus, investors should not be surprised to see US 10-year
yields keep rising in weeks ahead, perhaps until overall

US financial conditions become neutral or even modestly
tightening. Without this, it appears unlikely that the Fed might
pursue some form of Japan’s or the euro area’s yield curve
control strategies ahead of the mid-March policy meeting.

Indeed, framing the current rise in bond yields against the
backdrop of a return to pre-pandemic ‘normal’ conditions, US
and German P/E’s look similar to pre-pandemic 2019 peaks.
Crude oil has priced in a cyclical recovery like in late-2019,
while copper prices indicate a more robust recovery cycle.
Indeed, even German 10-year yields have returned to their late-
2019 levels, while US 10-year yields remain nearly 20 bps short
of their levels before the pandemic began in early-2020.

US 10-year yields still remain short of pricing the return to
pre-pandemic levels seen in other asset classes

12/31/19 2/25/21
S&P 500 Fwd PE 19.9 22.4
DAX Fwd PE 15.7 15.5
Brent Crude (USD/bbl) 68.4 66.6
Copper (USD/Ib) 286.48 422.9
German 10-yr Yields (0.18%) (0.22%)
US 10-yr Yields 1.88% 1.61%

Sources: Standard & Poors, Deutsche Bdrse, Bloomberg Finance L.P. and UBP

Thus, should US Treasury yields return to the range that emerged
following the easing of US-China Trade War tensions in late-2019,
a range of 1.5-2.0% would be the new range for the benchmark
yield.

The catalyst for this rise in yield has undoubtedly been the

growing expectations of an increase in inflationary pressure as
US fiscal measures are set to be deployed and the benefits of
an accelerating vaccine rollout are anticipated moving into the

spring.

As we have outlined previously, looking at inflation adjusted yields
is a valuable approach to gauging the Fed’s policy trajectory.

With most expecting US inflation to accelerate in the months
ahead and taking the Fed at their word that they wish to maintain
an ‘accommodative stance of monetary policy’ until both its
inflation and employment objectives are achieved, the rise in
nominal yields to date suggest that markets are anticipating

a rise in core PCE inflation from the 1.4-1.5% seen in recent
months to the Fed’s target of ‘inflation moderately above 2
percent’ in the months ahead.

Should the Fed want to keep inflation-adjusted interest rates
negative as inflation rises, nominal yields could stabilise closer to
2%. Given the substantial leverage in the economy, both in the
US and around the world, we believe negative inflation adjusted
yields are a viable strategy to allow for an erosion of the nominal
debt stock looking forward.

Admittedly, risk exists that if instead, the Fed is comfortable
handing policy leadership to fiscal authorities and inflation-
adjusted 10-year yields follow the same trajectories as seen in
economic recoveries in the current century, a move to beyond
3% would be necessary as inflation re-emerges.

Thus, across a number of axes, absent a new demand shock

in the US or the global economy, US yields appear to have
begun at least a cyclical liftoff and confidence builds that the Fed
objective of 2-2.5% inflation is achievable. For bond investors,
this probably means that a further increase in yields is likely
towards the 2% area (assuming the Fed continues to target
negative inflation-adjusted yields) with risk towards 3% should a
more normal reaction function be at play.

For bond investors, while a short duration bias remains prudent
to protect against the rising yield environment, the search for
returns keeps pushing us off the US dollar yield curve towards
European bank hybrids which offer high yield-like returns without
the magnitude of rising rate risk seen in US dollar bond markets.
Similarly, our China government bond exposure has weathered
the US bond market tantrum well, with a stable yield backdrop
and premium carry offered to investors in Chinese yuan-
denominated sovereign debt.

What do higher bond yields mean for equity investors?

With robust earnings growth and on-going upgrades to
earnings expectations, we had been comfortable that a cyclical
recovery in 10-year yields to the 1.3-1.5% range could be
accommodated by US equity markets.
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With the push to 1.6% in the benchmark US Treasury yield, US
equities look expensive in comparison. Indeed, with the tantrum in
Treasury markets also putting upward pressure on US corporate
bond yields, with Moody’s Baa yields reaching 3.6%, equities
appear increasingly expensive relative to investment grade credit
as well.

Thus, should Treasury and Baa yields keep going up, there is a
risk of a further de-rating in US equity multiples. Without further
upgrades to earnings expectations, based on these frameworks
a move towards 2% on US Treasury yields would require a further
15-20% fall in the S&P 500 to return to fair value.

However, expectations for corporate earnings in the 1st quarter
keep increasing, which should provide at least a partial offset to
the multiple contraction that should continue in the months ahead.

Indeed, the greater-than-expected stimulus will boost the earnings
of traditional cyclical players, while the normalization of interest
rates to pre-pandemic levels should give financials, which had
seen earnings momentum lag, a tailwind in the quarters ahead.

As a result, the relatively caim markets since the US Presidential
elections of 2020 — driven by rising earnings expectations and
complemented by steady P/E multiples — should now give way to
a more volatile backdrop that is still driven by improving earnings
prospects but subject to volatility via a normalization of valuations
and of the broader interest rate environment.

Rising bond yields have eroded the attractiveness of
equities versus both Treasuries and credit,
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Sources: Standard & Poors, Moody’s, Bloomberg Finance L.P. and UBP

Thus, though earnings prospects have been a key to identifying
equity opportunities in 2020 and 2021, their importance will take
on even greater importance looking ahead.

Indeed, unlike 2020 when traditional growth sectors of healthcare,
technology and communications held a monopoly on earnings
growth, especially in the US, in 2021, though those sectors will
continue to deliver steady and respectable growth, cyclical sectors
have begun to show the earnings leadership that is typical at this
stage of the economic recovery.

In recent years, earnings seasons amongst mature growth
companies have typically seen better than expected earnings,
unlevered balance sheets, strong free cash flow driving rising
dividends and increased buybacks. We expect this trend to
continue in the quality growth segment of the market.

However, the recently completed earnings season highlighted a
similar trend that’s beginning to emerge in select cyclical sectors.
The global mining sector that has spent the past few years
deleveraging and recapitalizing its balance shest, is benefiting from
the rising commodity prices brought about by the cyclical recovery
underway. This is being reflected in better than expected earnings
and stronger than expected free cash flow growth, leading to rising
dividends and the prospect, later in the year for select companies,
of increased buybacks.

UK banks have showed a glimpse of the same in their recent
earnings reports, with dividends being restored following the
cancellation of dividends across European banks in 2020.

Thus, though more rather than less volatility likely lies ahead,
investors should use this volatility as an opportunity to continue
to transform their equity holdings, balancing the transformational
growth themes that will serve as the foundation for the post-
pandemic global economy with quality cyclical recovery
companies that should drive the next leg of earnings recovery
through the balance of 2021.

Quality cyclicals should complement transformational
growth opportunities as earnings recover
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Pro-active risk management increasingly required

Despite our optimism with regards to the global economic
recovery prospects, as highlighted earlier, the reaction of the
Federal Reserve remains uncertain. Should they entirely handover
their policy leadership to fiscal authorities and allow long-dated
yields to normalize properly, it may be difficult for corporates in the
US and around the world to generate sufficient earnings surprises
to offset the potential P/E compression.

As a result, pro-active protection strategies should remain the
foundation of investors’ portfolios looking ahead. Indeed, as
optimism was building in January and even in February, both
equity and bond volatility returned to the pandemic-era lows,
meaning that the market was presenting an opportunity for
investors to add protection cheaply against renewed bouts of
volatility in markets as seen in recent days.

While useful in cushioning the even temporary drawdowns in
markets, they are even more valuable in allowing investors to
maintain exposure to key long-term themes and companies which
one otherwise might be forced to exit during periods of volatility in
order to manage overall risk.
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Disclaimer

This document is a marketing communication containing GENERAL INFORMATION on
financial services reflecting the sole opinion of Union Bancaire Privée, UBP SA and/or
any entity of the UBP Group (hereinafter “UBP”) as of the date of issue. It is not and does
not purport to be considered an offer or a solicitation to enter into any transaction with
UBP, buy, subscribe to, or sell any currency, product, or financial instrument, make any
investment, or participate in any particular trading strategy in any jurisdiction where such
an offer or solicitation would not be authorised, or to any person to whom it would be
unlawful to make such an offer or solicitation. This document is meant only to provide a
broad overview for discussion purposes, in order to determine clients’ interest. It does
not replace a prospectus, KID, KIID or any other legal document relating to any specific
financial instrument, which may be obtained upon request free of charge from UBP or
from the registered office of the issuer of the instrument concerned, where applicable.
The opinions herein do not take into account individual clients’ circumstances, objectives,
or needs.

UBP performs analysis on the financial instruments on offer in the market and may
maintain and/or seek to develop business affiliations with third parties for that purpose;
furthermore, UBP may create its own financial instruments. This generic information is
therefore not independent from the proprietary interests of UBP or connected parties,
which may conflict with the client’s interests. UBP has policies governing conflicts of
interest and takes appropriate organisational measures to prevent such cases.

The information contained in this document is the result neither of financial analysis within
the meaning of the Swiss Banking Association’s “Directives on the Independence of
Financial Research” nor of independent investment research as per the EU’s regulation
on MIFID provisions. EU regulation does not govern relationships entered into with UBP
entities located outside the EU.

Reasonable efforts have been made to ensure that the content of this document is based
on objective information and data obtained from reliable sources. However, UBP cannot
guarantee that the information contained herein and gathered by the Bank in good faith
is accurate and complete, nor does it accept any liability for any loss or damage resulting
from its use. Circumstances may change and affect the data collected and the opinions
expressed at the time of publication. Therefore, information contained herein is subject
to change at any time without prior notice. UBP makes no representations, provides no
warranty and gives no undertaking, express or implied, regarding any of the information,
projections or opinions contained herein nor does it accept any liability whatsoever for
any errors, omissions or misstatements in the document. UBP does not undertake to
update this document or to correct any inaccuracies which may have become apparent
after its publication.

This document may refer to past performance which is not a guide to current or future
results. All statements in this document, other than statements of past performance
and historical fact, are “forward-looking statements”. Forward-looking statements do not
guarantee future performances.

The tax treatment of any investment depends on the client’s individual circumstances
and may be subject to change in the future. This document does not contain any tax
advice issued by UBP and does not reflect the client’s individual circumstances.

This document is confidential and is intended to be used only by the person to whom it
was delivered. This document may not be reproduced, either in whole or in part. UBP
specifically prohibits the redistribution of this document, in whole or in part, without its
written permission and accepts no liability whatsoever for the actions of third parties
in this respect. This document is not intended for distribution in the US and/or to US
Persons or in jurisdictions where its distribution by UBP would be restricted.

Switzerland: UBP is authorised and regulated in Switzerland by the Swiss Financial
Market Supervisory Authority (FINMA).
UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority

(PRA) and is subject to regulation by the Financial Conduct Authority (FCA) and limited
regulation by the PRA.

1 March 2021

Union Bancaire Privée, UBP SA | Head Office
Rue du Rhone 96-98 | P.O. Box 1320 | 1211 Geneva 1 | Switzerland
ubp@ubp.com | www.ubp.com

Dubai: This marketing material has been communicated by Union Bancaire Privée
(Middle East) Limited, a company regulated by the Dubai Financial Services Authority
(“DFSA"). It is intended for professional clients and/or market counterparties only and no
other person should act upon it. The financial products or services to which this material
relates will only be made available to a client who meets the professional client and/or
market counterparty requirements. This information is provided for information purposes
only. It is not to be construed as an offer to buy or sell, or a solicitation for an offer to
buy or sell any financial instruments, or to participate in any particular trading strategy
in any jurisdiction.

Hong Kong: UBP is a licensed bank regulated by the Hong Kong Monetary Authority
(HKMA) and a registered institution regulated by the Securities and Futures Commission
(SFC) for Type 1, 4 & 9 activities only in Hong Kong. The securities may only be offered
or sold in Hong Kong by means of documents that () are addressed to “professional
investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of
the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or (i) are defined
as “prospectuses” within the meaning of the Companies Ordinance (Chapter 32 of the
Laws of Hong Kong) (the “CO”) or constitute offers to the public within the meaning
of the CO. Unless permitted to do so under the laws of Hong Kong, no person may
issue or have in his/her possession for the purpose of issuing, whether in Hong Kong or
elsewhere, any advertisement, invitation or document relating to the securities, directed
at, or likely to be accessed or read by, the public in Hong Kong, except where the
securities are intended to be disposed of only to persons outside Hong Kong, or only to
“professional investors” within the meaning of the SFO.

Singapore: UBP is a bank regulated by the Monetary Authority of Singapore (MAS), is
an exempt financial adviser under the Financial Advisers Act (Cap. 110 of Singapore)
to provide certain financial advisory services and is exempt under section 99(1) of
the Securities and Futures Act (Cap. 289 of Singapore) to conduct certain regulated
activities. This document has not been registered as a prospectus with the MAS.
Accordingly, this document and any other document or material in connection with
generic recommendations may not be circulated or distributed, whether directly or
indirectly, to persons in Singapore other than (i) to institutional investors under Section
274 of the Securities and Futures Act (Cap. 289) of Singapore (“SFA”), (i) to relevant
persons pursuant to Section 275(1), or any person pursuant to Section 275(1A) of the
SFA, and in accordance with the conditions specified in Section 275 of the SFA, or (iii)
otherwise pursuant to, and in accordance with the conditions of, any other applicable
provision of the SFA. This advertisement has not been reviewed by the Monetary
Authority of Singapore.

Luxembourg: UBP is registered by the Luxembourg supervisory authority the
Commission de Surveillance du Secteur Financier (CSSF).

Italy: Union Bancaire Privée (Europe) S.A., Succursale di Milano, operates in Italy in
accordance with the European passport — held by its parent company, Union Bancaire
Privée (Europe) S.A. — which is valid across the entire European Union. The branch
is therefore authorised to provide services and conduct business for which its parent
company, Union Bancaire Privée (Europe) S.A., has been authorised in Luxembourg,
where it is regulated by the Luxembourg financial supervisory authority, the Commission
de Surveillance du Secteur Financier (CSSF).

Monaco: This document is not intended to constitute a public offering or a comparable
solicitation under the Principality of Monaco’s laws, but might be made available for
information purposes to clients of Union Bancaire Privée, UBP SA, Monaco Branch,
a regulated bank under the supervision of the Autorité de Contréle Prudentiel et de
Reésolution (ACPR) for banking activities and under the supervision of the Commission
de Controle des Activités Financieres for financial activities.
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