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Peak Inflation? Markets Breathe

Below-expectations inflation prints in both Europe and the US
lifted investors’ hopes of a dovish central bank pivot, fuelling a
market rally in both stocks and bonds. Hopes of less aggressive
rate hikes were further supported by US Federal Reserve (Fed)
meeting minutes, which showed that a majority of officials
agreed it would soon be time to slow the pace of hiking. These
hopes were further bolstered by comments from Fed chair Jay
Powell at the end of the month suggesting less severe hikes to
come.

Long-duration assets benefited most, including long-maturity
sovereign bonds (so far one of the year's worst performers) and
Investment Grade (IG) credit. Traditionally long-duration chip
makers were among top equity winners, although the Tech-
heavy Nasdaq index lagged the S&P 500, which was dragged
down by the bankruptcy of the crypto exchange FTX.

The crypto woes did not deter the risk-on mode, which also
lifted Emerging Markets, Chinese property equities, bond
issuance and even M&A action in riskier assets.

Credit spreads tightened, especially in Europe, where gas prices
fell amid full storage supplies and mild weather, averting fears
of an inflationary energy crisis. European markets also breathed
on the back of a falling US dollar, which puts less pressure on
the European Central Bank to lift rates to defend the euro.

Still, plenty of analysts warned against the optimism, arguing
that inflation expectations remain well above central banks’
2.0% target (the US 10-year breakeven rate is at 2.3%), at the
same time, trailing inflation is elevated (7.7% in the US, 10.6% in
Europe). Whilst rate hikes may come at a slower pace, rate rises
are still forecast in Europe and the US; many believe that higher
rates and inflation will continue to hit economies over the
coming months. Leading Wall Street analysts have forecast a
bear market for 2023 and the global yield curve (derived from
the Bloomberg Global Aggregate Index) inverted in November
for the first time in two decades.

Economic data, however, remains mixed and a global recession,
unmaterialised. Those who see the bottle half full are buying
equities on growth prospects, while those who are more risk-
averse are embracing the attractive income offered by bonds. At
least both camps got a boost in November, helping reduce this
year's pain. Time will tell as to whether November was a bear
market rally, or the beginning of a recovery.

Signs of the Times

The number of Private Debt deals in the first half of 2022
increased by 23% from the first half last year, but a 6%
decrease from the second half of 2021, which might be
an indicator of a tougher second half of 2022, according
to the Deloitte Private Equity Deal Tracker. M&A activity is
still the key driver for Direct Lending deals.
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Change % Year-to-

Total Return (%) November date
Sovereign
US Treasury 2.8 -12.4
UK Gilts 3.0 -21.6
French OATS 2.3 -14.9
Italian BTPs 2.8 -13.4
German Bunds 2.0 -14.2
Credit
UsSIG 4.9 -15.3
US HY 1.9 -10.5
US Leveraged Loans (LLI) 1.2 -1.0
EU IG 3.1 -13.4
EU HY 3.8 -10.4
UK Corp. 4.2 -18.3
AT1s 5.7 -16.1
EU Leveraged Loans (ELLI) 2.2 -3.7
Asia & EM
Asia USD Gov. Index 4.1 -14.3
Asia USD Corp. Index 6.2 -13.5
China Gov. -1.0 3.0
EM Gov. USD 4.0 -11.3
EM Corp. USD 7.4 -21.0
Equities
S&P 500 5.4 -14.4
EuroStoxx 50 9.6 -7.8
Hang Seng Index 26.6 -20.5
CMD & Curr.
Oil (WTI) -6.9 7.1
Gold 8.3 -3.3
Bitcoin -16.2 -63.1
usD -5.0 10.7

%

Change % Year-to- Spreads

CDS Spreads November date (bps)
CDX IG US -16.2 52.6 75.64
CDX HY US -13.1 54.4 452.49
iTraxx Europe I1G -19.5 91.9 91.64
iTraxx Crossov. EU HY -17.3 89.8 458.81

Source: Bloomberg as at the last business day of the month indicated at
the top of this report.
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Figure 1: Regulatory Capital: Banks and investors swap credit risk for regular coupons
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Regulatory Capital: Long Term, Income

Following the 2007-08 Global Financial Crisis (GFC), more stringent bank regulation requires
banks to increase their capital buffers. To free-up capital, banks in Europe and North America
have partnered with strategic investors to share risk, creating an asset class previously not
available to most investors: through a Regulatory Capital structure, investors now have the
opportunity to access the bank loan universe, which typically provides high-quality, stable
income from a diversified pool of borrowers.

As seen in Figure 1 above, the Regulatory Capital mechanism is simple: banks share loan risk
by selling debt securities backed by a pool of their core, high-quality loans. Banks keep the
most senior tranches of those loan packages. Investors buy the higher-yielding, more junior
tranches of those high-quality loan packages in exchange of regular coupon income. If the loan
defaults, investors at the bottom of the capital structure will absorb the first losses. Bank
loans, however, have a lower average default rate than publicly traded corporate bonds.

The structure works for both sides because their interests are aligned: by keeping loan risk, or
having skin in the game, banks keep the loans on their balance sheet and continue to manage
the customer relationship. To mitigate default risk, banks and specialised managers conduct
thorough due diligence and monitor borrowers closely. The Regulatory Capital structure is
designed to provide the following benefits:

High, stable High quality Floating- Low Low Diversification
income collateral rate volatility correlation
(Figure 2)

To know more, read our recent piece: Reg Cap: Long Term, Stable Income.

Figure 2: Regulatory Capital provides high, stable income
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Source: CQS as at 31 October 2022. * EU Loans data as at 30 September 2022.
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Important Information

This document has been issued by CQS (UK) LLP which is authorised
and regulated by the UK Financial Conduct Authority, CQS (US), LLC
which is a registered investment adviser with the US Securities and
Exchange Commission, and/or CQS (Hong Kong) Limited, which is
authorised and regulated by the Hong Kong Securities and Futures
Commission. The term “CQS” as used herein may include one or more
of CQS (UK) LLP, CQS (US), LLC, and CQS (Hong Kong) Limited or

any other affiliated entity. The information is intended solely for
sophisticated investors who are (a) professional investors as defined
in Article 4 of the European Directive 2011/61/EU or (b) accredited
investors (within the meaning given to such term in Regulation D
under the U.S. Securities Act of 1933, as amended) and qualified
purchasers (within the meaning given to such term in Section 2(a)(51)
of the U.S Investment Company Act 1940, as amended). This
document is not intended for distribution to, or use by, the public or
any person or entity in any jurisdiction where such use is prohibited
by law or regulation.

This document is a marketing communication prepared for general
information purposes only and has not been delivered for registration in
any jurisdiction nor has its content been reviewed by any regulatory
authority in any jurisdiction. The information contained herein does not
constitute: (i) a binding legal agreement; (ii) legal, regulatory, tax,
accounting or other advice; (iii) an offer, recommendation or solicitation
to buy or sell shares or interests in any fund or investment vehicle
managed or advised by CQS (a “CQS Fund") or any other security,
commodity, financial instrument, or derivative; or (iv) an offer to enter
into any other transaction whatsoever (each a “Transaction”). Any
decision to enter into a Transaction should be based on your own
independent investigation of the Transaction and appraisal of the risks,
benefits and appropriateness of such Transaction in light of your
circumstances. Any decision to enter into any Transaction should be
based on the terms described in the relevant offering memorandum,
prospectus or similar offering document, subscription document, key
investor information document (where applicable), and constitutional
documents and/or any other relevant document as appropriate
(together, the “Offering Documents”). Any Transaction will be subject to
the terms set out in the Offering Documents and all applicable laws and
regulations. The Offering Documents supersede this document and any
information contained herein. The Offering Documents for CQS UCITS
range of funds is available here (www.cqs.com/ucits-funds#global-
convertibles) in English (US persons will not be eligible to invest in CQS
managed UCITS funds save to the extent set out in the relevant Offering
Document). A copy of CQS' Complaints Policy, which sets out a summary
of investors' rights, is available here (www.cqs.com/site-
services/regulatory-disclosures) in English. CQS may terminate the
arrangements for marketing or distribution of any CQS Fund at any time.

Nothing contained herein shall give rise to a partnership, joint venture
or any fiduciary or equitable duties. The information contained herein is
provided on a non-reliance basis, not warranted as to completeness or
accuracy, and is subject to change without notice. Any information
contained herein relating to any non-affiliated third party is the sole
responsibility of such third party and has not been independently

verified by CQS. The accuracy of data from third party vendors is not
guaranteed. If such information is not accurate, some of the conclusions
reached or statements made may be adversely affected. CQS is not
liable for any decisions made or action taken by you or others based on
the contents of this document and neither CQS nor any of its directors,
officers, employees or representatives accept any liability whatsoever
for any errors or omissions or any loss howsoever arising from the use
of this document.

Information contained in this document should not be viewed as
indicative of future results as past performance of any Transaction
is not indicative of future results. Any investment in a CQS Fund or
any of its affiliates involves a high degree of risk, including the risk
of loss of the entire amount invested. The value of investments
can go down as well as up. Future performance is subject to taxation
which depends on the personal situation of each investor and which
may change in the future. Investments may lead to a financial loss if no
guarantee on the capital is in place. An investment in any CQS Fund will
involve a number of material risks which include, without limitation,
risks associated with adverse market developments, currency and
exchange rate risks, risk of counterparty or issuer default, and risk of
illiquidity. Any assumptions, assessments, targets (including target
returns and volatility targets), statements or other such views expressed
herein (collectively “Statements”) regarding future events and
circumstances or that are forward looking in nature constitute CQS'
subjective views or beliefs and involve inherent risk and uncertainties
beyond CQS' control. Any indices included in this document are for
illustrative purposes only and are not representative of CQS Funds in
terms of either composition or risk (including volatility and other risk
related factors). Unless stated to the contrary CQS Funds are not
managed to a specific index.

The information contained herein is confidential and may be legally
privileged and is intended for the exclusive use of the intended
recipient(s) to which the document has been provided. In accepting
receipt of the information transmitted you agree that you and/or your
affiliates, partners, directors, officers and employees, as applicable, will
keep all information strictly confidential. Any review, retransmission,
dissemination or other use of, or taking of any action in reliance upon,
this information is prohibited. Any distribution or reproduction of this
document is not authorized and prohibited without the express written
consent of CQS, or any of its affiliates. Unless otherwise stated to the
contrary herein, CQS owns all intellectual property rights in this
document.

CQS is a founder of the Standards Board for Alternative Investments
(“SBAI") which was formed to act as custodian of the alternative
investment managers’ industry best practice standards (the
“Standards"”). By applying the Standards, managers commit to adopt
the “comply or explain” approach described in the Standards. CQS is a
signatory of the UN Principles for Responsible Investment and a
supporter and participant of certain other responsible investment
related industry associations.

PRI Note: PRI is an investor initiative in partnership with UNEP
Finance and the UN Global Compact. GMv10.
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