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We have written extensively on our expectations for future rate hikes and the peak in US rates. In this
paper, the first in a series of three on Quantitative Tightening (QT), we summarize our thinking on QT and

its implications for markets.

Executive Summary

¢ Quantitative Tightening (QT) most likely leads to higher government bond yields and a flatter yield
curve. But QT is not QE in reverse, and its impact on interest rates is more muted.

e QT means lower prices on risky assets, all else equal. We see further challenges to equities and
credit (higher corporate bond yields and spreads). We expect commodity prices to remain volatile, as
they remain caught between slowing global growth and struggling supply.

e We see income equities (i.e. equities of companies that return cash to shareholders either through
dividends or share buybacks) outperforming non-income paying stocks as income provides a hedge
for upside inflation surprises and implies a lower sensitivity to higher rates. On a relative basis, we
also favor value-tilted and high-quality stocks.

Introduction

At the May 2022 meeting, the Federal Reserve raised interest rates by 50 basis points (the largest hike in
22 years) and announced that, beginning June 1st, they will start to reduce the size of their balance sheet
(currently sitting at around $9tr). The balance sheet runoff will start at $17.5 billion for MBS holdings and
$30B for Treasury holdings, respectively rising to $35B and to $60B after three months. At this pace, the
Fed’s balance sheet will shrink by about $500 billion in 2022, and more than $1tr over the following years.
Many expect the Fed’s balance sheet to fall to a terminal size of $6-6.5 trillion, implying an overall
reduction from ~37% of GDP to ~25% in the next 2/3 years. Balance sheet will play “an important role” in
firming the stance of monetary policy, but the precise impact remains uncertain. Powell suggested that its
effect could be around one 25 bp rate hike.
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Source: BNY Mellon Investment Managament, Macrobond. Data as of 16/05/2022.
For illustrative purposes only. Forecasts regarding future events, targets or expectations, are only current as of the date indicated. There is no assurance that
such events or expectations will be achieved, and actual results may be significantly different from that shown here.
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Takeaway #1: QT Most Likely Leads to Higher Government Bond Yields and a Flatter Yield Curve

We think that QT coupled with higher policy rates leads to higher long-term interest rates and a flatter
yield curve as the market prices in expectations of a tighter policy stance (higher expected rates), but also
leads to rising expectations for a slowdown in economic activity - offsetting some of the rise in the
average policy rate embedded in longer term bonds in the form of expectations. The rising probability of
an economic slowdown eventually also puts downward pressure on term premia (the risk premia
embedded in government bonds), because it becomes more desirable to hold a safe fixed income security
when the economy does poorly, and policy is eventually expected to loosen in response to a weaker
outlook. Such a combination of factors tends to lead to a rise in yields initially but also a flattening of the
yield curve.

Determining the impact of QT on bond yields, and the shape of the yield curve in particular, is not
straightforward as it depends on which of the channels through which QT operates is prevalent. In our
opinion this is the reason why there is so much disagreement in the investment community on the impact
of QT on interest rates.

We acknowledge there are some alternative scenarios where QT may lead to a steeper yield curve, but
we see them as less likely and more temporary in nature. We will review these alternative scenarios in
a separate note.

Historically QE has been followed by a steepening in the yield curve, and QT by a
flattennig in the yield curve

— US 10-2 Year Yield curve
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Source: BNY Mellon Investment Management, Macrobond. Data as of 16/05/2022.
For illustrative purposes only.

Takeaway #2: QT means Lower Prices on Risky Assets, All Else Equal

The relationship between QE and risk assets like equities and credit spreads has been relatively clear: risky
assets have tended to rally during periods of positive and accelerating growth in central bank balance
sheets, and struggle during periods of negative or slowing growth in central bank balance sheets.
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Change in liquidity injections by central banks and MSCI World are positively
correlated
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Source: BNY Mellon Investment Management, Macrobond. Data as of 17/05/2022. * Total includes major advanced and emerging economy central banks.
For illustrative purposes only.

Such effect occurs whatever the QT mechanism (discussed in the third paper of this series) one believes
in. QT leads to a rise in risk premia on risky assets - either i) because the risk of a slowdown in the
economy increases as policy tightens or ii) because the rise in the supply of safe government bonds,
paired with the fall in the quantity of assets held by the private sector (what is often referred to as the
“money” printed by central banks), leads to investors allocating less to risky assets.

QT also leads to higher rates and therefore a rise in the discount factor applied to expected cash flows
generated by firms. This effect takes place either i) because of tighter policy expectations or ii) because of
the increase in compensation required by investors to hold more government bonds (term premia).

In theory, despite the rise in risk premia and rates, risky asset prices could still rise if expectations for
firm earnings were to improve. In practice though, positive earnings surprises in the US have been
slowing, and estimates for the next few years have flatlined once the energy sector is excluded. The
level of equity earnings is also far above trend, making it hard to sustain elevated growth.
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S&P 500 earnings per share are running far above trend
S&P 500 12-month forward EPS == S&FP 500 12 Months Forward EPS (2010-2019 trend)
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Source: BNY Mellon Investment Management, Macrobond. Data as of 16/05/2022.
For illustrative purposes only.

Takeaway #3: This Is a Challenging Environment for Investors, with Rates Rising, Equities Struggling and
Credit Underperforming. In Equities, on a Relative Basis, We Favor Value-Tilted, High Quality, Dividend-

Paying Stocks.

In the US, we expect policy tightening to continue as growth disappoints and inflation surprises to the
upside. We see further rises in interest rates, and a flattening bias in the yield curve to continue. We
expect interest rates and the yield curve to remain volatile over the coming quarters.

We see further challenges to equities and credit (higher corporate bond yields and spreads). We expect
commodity prices to remain volatile, as they remain caught between slowing global growth and

struggling supply.

Given our expectations for higher interest rates, on a relative basis, we continue to favor value-tilted
sectors relative to growth- tilted ones. We expect that as slower economic/earnings growth is priced in,
high quality companies - i.e. those that generate strong cash flows, with sound balance sheets — should
outperform low quality companies. Also, given the likelihood of further supply disruptions emanating
from China, we favor companies less susceptible to higher input costs and better able to protect margins
through pricing power.

We see income equities (i.e. companies that return cash to shareholders either through dividends or share
buybacks) to outperform non-income paying stocks as income provides a hedge for upside inflation
surprises and implies a lower sensitivity to higher rates.

Finally, we expect mortgage-backed securities (MBS) to come under further direct pressure from QT,
given the risk the Fed will have to start selling MBS outright.? This is because the higher rates backdrop

1 Although the Federal Open Market Committee (FOMC) agreed that QT should be done predictably by adjusting the amounts
reinvested of principal payments, some FOMC members thought it may be appropriate to consider direct sales of agency MBS “to
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may result in lower mortgage prepayments (as re-financing occurs when rates fall), which in turn means
the MBS run-offs may struggle to hit the $35bn cap set out by the Fed. In order to maintain the overall
composition of the balance sheet skewed towards Treasuries, some MBS selling may be warranted as
early as Q4.

enable suitable progress toward a long-run System Open Market Account (SOMA) portfolio (Fed balance sheet) composed
primarily of Treasury securities.”

o>
BNY MELLON

INVESTMENT MANAGEMENT



News & Views
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This material should not be considered as investment advice or a recommendation of any investment manager or
account arrangement. Any statements and opinions expressed are as at the date of publication, are subject to change
as economic and market conditions dictate, and do not necessarily represent the views of BNY Mellon or any of its
affiliates. The information has been provided as a general market commentary only and does not constitute legal, tax,
accounting, other professional counsel or investment advice, is not predictive of future performance, and should not be
construed as an offer to sell or a solicitation to buy any security or make an offer where otherwise unlawful. The
information has been provided without taking into account the investment objective, financial situation or needs of any
particular person. BNY Mellon and its affiliates are not responsible for any subsequent investment advice given based
on the information supplied. This is not investment research or a research recommendation for regulatory purposes as
it does not constitute substantive research or analysis. To the extent that these materials contain statements about
future performance, such statements are forward looking and are subject to a number of risks and uncertainties.
Information and opinions presented have been obtained or derived from sources which BNY Mellon believed to be
reliable, but BNY Mellon makes no representation to its accuracy and completeness. BNY Mellon accepts no liability for
loss arising from use of this material.

All investments involve risk including loss of principal.

Not for distribution to, or use by, any person or entity in any jurisdiction or country in which such distribution
or use would be contrary to local law or regulation. This information may not be distributed or used for the purpose
of offers or solicitations in any jurisdiction or in any circumstances in which such offers or solicitations are unlawful or
not authorized, or where there would be, by virtue of such distribution, new or additional registration requirements.
Persons into whose possession this information comes are required to inform themselves about and to observe any
restrictions that apply to the distribution of this information in their jurisdiction.

Issuing entities

This material is only for distribution in those countries and to those recipients listed, subject to the noted
conditions and limitations: For Institutional, Professional, Qualified Investors and Qualified Clients. For
General Public Distribution in the U.S. Only. ¢ United States: by BNY Mellon Securities Corporation (BNYMSC),
240 Greenwich Street, New York, NY 10286. BNYMSC, a registered broker-dealer and FINRA member, and subsidiary
of BNY Mellon, has entered into agreements to offer securities in the U.S. on behalf of certain BNY Mellon Investment
Management firms. ¢« Europe (excluding Switzerland): BNY Mellon Fund Management (Luxembourg) S.A., 2-4 Rue
EugeneRuppertL-2453 Luxembourg. « UK, Africa and Latin America (ex-Brazil): BNY Mellon Investment
Management EMEA Limited, BNY Mellon Centre, 160 Queen Victoria Street, London EC4V 4LA. Registered in England
No. 1118580. Authorised and regulated by the Financial Conduct Authority. « South Africa: BNY Mellon Investment
Management EMEA Limited is an authorised financial services provider. « Switzerland: BNY Mellon Investments
Switzerland GmbH, Fraumunsterstrasse 16, CH-8001 Zirich, Switzerland. « Middle East: DIFC branch of The Bank of
New York Mellon. Regulated by the Dubai Financial Services Authority. « Singapore: BNY Mellon Investment
Management Singapore Pte. Limited Co. Reg. 201230427E. Regulated by the Monetary Authority of Singapore. *
Hong Kong: BNY Mellon Investment Management Hong Kong Limited. Regulated by the Hong Kong Securities and
Futures Commission. « Japan: BNY Mellon Investment Management Japan Limited. BNY Mellon Investment
Management Japan Limited is a Financial Instruments Business Operator with license no 406 (Kinsho) at the
Commissioner of Kanto Local Finance Bureau and is a Member of the Investment Trusts Association, Japan and Japan
Investment Advisers Association and Type Il Financial Instruments Firms Association. « Australia: BNY Mellon
Investment Management Australia Ltd (ABN 56 102 482 815, AFS License No. 227865). Authorized and regulated by
the Australian Securities & Investments Commission. « Brazil: ARX Investimentos Ltda., Av. Borges de Medeiros, 633,
4th floor, Rio de Janeiro, RJ, Brazil, CEP 22430-041. Authorized and regulated by the Brazilian Securities and
Exchange Commission (CVM). « Canada: BNY Mellon Asset Management Canada Ltd. is registered in all provinces
and territories of Canada as a Portfolio Manager and Exempt Market Dealer, and as a Commodity Trading Manager in
Ontario.
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BNY Mellon Investment Management is one of the world’s leading investment management organizations,
encompassing BNY Mellon’s affiliated investment management firms and global distribution companies. BNY Mellon is
the corporate brand of The Bank of New York Mellon Corporation and may also be used as a generic term to reference
the corporation as a whole or its various subsidiaries generally. « Insight Investment - Insight North America LLC (INA)
is a registered investment adviser under the Investment Advisers Act of 1940 and regulated by the US Securities and
Exchange Commission. INA is part of 'Insight’ or 'Insight Investment', the corporate brand for certain asset
management companies operated by Insight Investment Management Limited including, among others, Insight
Investment Management (Global) Limited (IIMG) and Insight Investment International Limited (I1IL) and Insight
Investment Management (Europe) Limited (IIMEL). Insight is a subsidiary of The Bank of New York Mellon Corporation.
* Newton Investment Management - Newton” and/or the “Newton Investment Management” brand refers to the
following group of affiliated companies: Newton Investment Management Limited (NIM) and Newton Investment
Management North America LLC (NIMNA). NIM is incorporated in the United Kingdom (Registered in England no.
1371973) and is authorized and regulated by the Financial Conduct Authority in the conduct of investment business.
Both Newton firms are registered with the Securities and Exchange Commission (SEC) in the United States of America
as an investment adviser under the Investment Advisers Act of 1940. Newton is a subsidiary of The Bank of New York
Mellon Corporation. « Alcentra - The Bank of New York Mellon Corporation holds the majority of The Alcentra Group,
which is comprised of the following affiliated companies: Alcentra Ltd. and Alcentra NY, LLC. which are registered with
the U.S. Securities & Exchange Commission under the Investment Advisers Act of 1940. Alcentra Ltd is authorized and
regulated by the Financial Conduct Authority and regulated by the Securities Exchange Commission. « ARX is the
brand used to describe the Brazilian investment capabilities of BNY Mellon ARX Investimentos Ltda. ARX is a
subsidiary of BNY Mellon. « Dreyfus (Dreyfus) is a division of BNY Mellon Investment Adviser, Inc. (BNYMIA) and
Mellon Investments Corporation (MIC), each a registered investment adviser and subsidiary of BNY Mellon. Mellon
Investments Corporation is composed of two divisions; Mellon, which specializes in index management and Dreyfus
which specializes in cash management and ultra short strategies. « Walter Scott & Partners Limited (Walter Scott) is
an investment management firm authorized and regulated by the Financial Conduct Authority, and a subsidiary of BNY
Mellon. « Siguler Guff - BNY Mellon owns a 20% interest in Siguler Guff & Company, LP and certain related entities
(including Siguler Guff Advisers LLC).

No part of this material may be reproduced in any form, or referred to in any other publication, without express written
permission. All information contained herein is proprietary and is protected under copyright law.
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