Key points

The recovery phase of the US economic cycle is increasingly
mature and looks set to transition to its next phase in the
coming months, a ‘mini-cycle’ similar to those seen in the long
expansions of the 1990s and in the post-Global Financial Crisis
era.

These ‘mini-cycles’ have coincided with changes in US Federal
Reserve policy that we expect to see in the coming quarters.
Typically lasting 4-5 quarters, mini-cycles result in shifts that
occur within fixed income, equity and risk markets.

As the cycle transitions, US government bond yields have
typically stabilised or fallen, reducing the interest rate risk for
investors. Credit spreads, in contrast, which tend to compress
from their recovery phase peaks, widen during mini-cycles,
jeopardising investor returns.

Global Investment Committee

SPOTLIGHT | JUNE 2021

PREPARING FOR
THE START OF A
MINI-CYCLE

In equities, mini-cycles see a transition from relatively high
return and declining volatility to a comparatively modest
(though usually positive) return with increasing volatility. This
is a backdrop where investors can benefit from an increased
stock-selection (alpha) rather than market focused (beta) bias.

As importantly, these mini-cycles going back to the early-1990s
have tended to coincide with an increase in volatility, more
substantial drawdowns and exogenous shocks including the
Mexican Crisis (1994), Asia/Russia Crises (1997-98), the Eurozone
Crisis (2011-12), and the US high yield energy defaults (2015).

As aresult, pro-active risk management is an increasingly
valuable asset in the mini-cycle phase of the economic cycle.
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Navigating the final stages of the recovery phase

With 2020 witnessing not only the shortest and sharpest
recession in history, but also its most rapid recovery as key US
leading indicators reached their strongest levels since the early-
1980s, the US economy appears to be entering the final stages
of its recovery phase following the pandemic-induced lockdowns
of 2020.

Indeed, that final phase of recovery should continue to present
selective, but attractive return drivers for equities in particular. As
upward revisions to earnings expectations continue, we expect
second quarter earnings in both the US and Europe to represent
the peak in earnings growth rates for this cycle.

Therefore, select global cyclical sectors as well as domestically
sensitive sectors in Europe which continue to underprice this
mature phase of recovery ahead of the start of earnings season in
mid-July provide tactical opportunities.

Moreover, despite the speculation that the US Federal Reserve
will soon slow its bond purchases, effectively tightening policy,
the 2nd quarter has seen a liquidity surge coming from the US
Treasury that exceeds any of the quantitative easing programmes
of the Federal Reserve.

Recent liquidity injections from the US Treasury have
been larger than ANY Fed quantitative easing program
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Indeed, these drawdowns, in combination with the Fed’s own
QE-related bond purchases, have injected as much as USD
1.6 trillion into the US economy in the first 5 months of 2021.
With drawdowns set to finish by end-July, investors can expect
another USD 500-700 billion in liquidity in the coming 2 months,
a flow that should keep risk-assets well bid given the strong
earnings backdrop we expect through mid-year.

Indeed, we believe that this combined liquidity surge from the US
Treasury and Federal Reserve has been instrumental in restraining
a more substantial rise in US 10-year yields since February. With
benchmark yields retreating to as low as 1.5% in recent weeks,
this has re-assured equity investors after a volatile February-
March.

However, while catalysts for further strength in risks assets exist,
investors should frame this in the context of an increasingly
mature recovery phase.

Thus, as year-on-year earnings growth is set to peak in the 2Q21
reporting season, and the US Treasury is due to end its liquidity
injections in July, possibly joined by the Federal Reserve later

in the year, investors should use this final stage of the recovery
phase to prepare portfolios for a transition to the next stage of the
economic cycle.

Transitioning into the first ‘mini-cycle’ of the post-
pandemic recovery

The economic recovery, as measured by the widely followed
economic leading indicator, the Institute of Supply Management’s
Purchasing Managers’ survey, has tracked the recovery seen
following the 2008-09 Global Financial Crisis and in the early
days showed parallels to the V-shaped recovery following the US
recession of the 1990s.

What those two post-recession recoveries share is that they were
the longest economic expansions in the history of the United
States AND they both featured periodic ‘mini-cycles’, or periods
of economic softness though not outright recession.

Indeed, both the 1990s expansion and its post-2008 counterpart
each saw two mini-cycles, typically lasting 4-5 quarters which
coincided with the withdrawal of central bank stimulus measures.
Encouragingly for investors, returns over the duration of these
mini-cycles are typically positive (though the 2014-16 mini-cycle
delivered a modest loss of 1.3%)

More importantly, these mini-cycles triggered key shifts within
fixed income, equity, and risk markets which are important for
investors even in the context of an ongoing bull market.

Mini-cycles have followed post-recession recoveries in
the two longest recoveries in US history
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Fixed Income: focus on credit risk management during
‘mini-cycles’

During recovery phases, unsurprisingly US Treasury yields reverse
their declines and begin to rise in anticipation of the economic
recovery. However, as the recovery transitions into a mini-cycle
phase, benchmark Treasury yields tend to fall, or in the case of
2014-16, remain flat.
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Indeed, the coming mini-cycle may resemble the 2014-16
episode when US bond buying slowed down (as markets expect
the Fed to do in the months ahead) and growth in the Chinese
economy weakened, as is the case currently.

More concerning for fixed income investors, however, is the
implication of a mini-cycle in credit spreads. Having benefitted
from tightening in spreads since March 2020, mini-cycles going
back to the early-1990s tend to feature widening rather than
narrowing spreads.

Indeed, with 75-100 bps in widening in Baa spreads in the past
three mini-cycles, such moves have the potential to undermine
total returns for fixed income investors, given the low absolute
yields currently on offer.

Credit spreads shift from compressing to expanding
during the ‘mini-cycle’ phase
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Equities: Lower and more volatile returns in the mini-cycle
phase

US equity investors have unsurprisingly realised strong returns
during recovery phases of the economic cycle and indeed, 2020-
21 has been no exception. The transition into the mini-cycle
phase, however, typically results in not only a lower return profile
for investors but also more significant drawdowns within the mini-
cycle itself.

As a result, a stock/sector approach is more prudent during the
mini-cycle phase compared to a market-oriented approach which
leads during the early, recovery phase.

In the past, earnings growth has been the key driver to

returns for equity investors in the mini-cycle phase, which has
historically benefitted growth-oriented companies over their value
counterparts.

However, 2020-21 offers an important contrast to previous
cycles. First, earnings growth for 2021-22 of growth-oriented
companies is forecast to lag earnings growth among value-
oriented companies (21% vs. 26% CAGR). Moreover, a key risk to
2022 earnings — rising taxes — appears to place a disproportionate
burden on growth-focused, multinational tech and healthcare
companies opening up the potential of risks to forecasts in 2022.

With fiscal spending to transform industries via IT investment,
some offset to a potential increased tax burden is possible. Thus,

investors should take a more balance approach between growth
and value stocks in the coming mini-cycle and place a premium
upon ‘quality’ equities in both the growth and value segments
that can deliver visible earnings growth combined with durable
valuation floors.

Beware of a rising volatility regime and exogenous shocks
in the mini-cycle

With widening credit spreads and increased equity drawdowns
common during mini-cycles, rising volatility in this phase of the
economic cycle is unsurprising.

However, the context of this increased volatility is important for
investors. Each of the mini-cycles going back to the early-1990s
has coincided with not just an increase in volatility but meaningful
exogenous shocks including the Mexican Crisis (1994), Asia/
Russia Crises (1997-98), the Eurozone Crisis (2011-12), the US
high vyield energy defaults and Chinese currency devaluation
(2015).

Indeed, with the desynchronised recovery between China, the
US, Europe, and much of the emerging world, the prospect of
instability if US policy makers seek to tighten the reigns on policy
support should not be underestimated, as seen in previous mini-
cycles.

As a result, investors should not only increase their risk
management vigilance but also move to a more pro-active risk
management stance while volatility remains low and while the
economy transitions into the next phase of its cycle.

Mini-cycles lead to lower returns and larger drawdowns in
US equities
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Mini-cycles translate into high and rising equity volatility
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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 as an offer nor 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 based on market offer 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 cases of
conflicts of interest and takes appropriate organisational measures to prevent potential
conflicts of interest.

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.

When providing investment advice or portfolio management services, UBP considers
and assesses all relevant financial risks, including sustainability risks. Sustainability
risks are defined by the EU’s Sustainable Finance Disclosure Regulation (2019/2088)
as “an environmental, social or governance event or condition that, if it occurs,
could cause a negative material impact on the value of the investment”. For
further information on our sustainability risk management approach please visit
[www.ubp.com].

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

9 June 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

Market Supervisory Authority (FINMA).

UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority, and
is subject to regulation by the Financial Conduct Authority (FCA) and limited regulation by
the Prudential Regulation Authority.

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 (i) 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 their 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 (i)
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
Résolution (ACPR) for banking activities and under the supervision of the Commission de
Contréle des Activités Financiéres for financial activities.
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