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Factor investing to navigate the economic cycle

Dear Reader,

The world began to change with the arrival of the Covid pandemic
in March 2020. Just eight months later we had the first working
vaccine. That kicked off a historic market recovery as demand for
the travel, live entertainment and restaurant sectors all re-
bounded, changing the outlook for earnings across entire
industries. Together with the shortages and price rises that
followed, compounded by the war in Ukraine, a new investment
landscape has emerged. Three decades of low rates and low growth
have shifted to a new paradigm of high inflation and slowing growth.
This environment may be with us for years.

In this edition, we turn our attention towards factors - proven tools
for analysing financial performance and building robust portfolios.
At a time of change in the investment environment, it is worth
remembering that factors, including ESG (environmental, social
and governance), still behave predictably. We look at how these
metrics can explain market movements and inform allocation
decisions with the potential to add performance.

Kind Regards,

Mathilde Franscini
Deputy Head Multi-Asset Institutional

George Cotton
Portfolio Manager

Clearly, this evolution in the investment environment has profoundly
impacted asset returns. The good news is that can still prove useful
because factors’ returns are tightly linked to the economic cycle and a
dynamic allocation among factors can provide the answer to navigate
successfully through changing market regimes.

While we mostly focus on factors relating to equity markets, our
suggestions work just as well for corporate credit, government bonds,
currencies, and even commodities.

Exhibit 1: Value vs Growth Indexes
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How factors behave

Factors are just a characteristic shared by a collection of assets that
we can use to make sense of the complexities of changing asset prices
and measure their performance. This is where factors can prove
powerful. They let us slice, group and aggregate the movements of
financial assets in markets to create a picture of how markets behave
in response to evolving fiscal or monetary policies, and the real
economy. That translates into better asset allocation decisions.

Value - In a broad enough sample, value stocks typically look ‘cheap’
because a poor macroeconomic outlook undermines the prospects for
earnings growth. When the prospects for revenue growth improve,
perhaps because the economy looks healthier, investors no longer
need to pay a premium for companies that are generating profits. This
means that value investing is all about timing. It makes no sense to
buy value stocks as an economy begins to deflate or sell them on the
cusp of a recovery.

Momentum - A diversified momentum strategy favours the prevailing

market regime because it selects assets which have performed well
over the preceding year. This means that when the market’s main
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driver has faded, the factor becomes stale, and risks running into a
sharp reversal with momentum profits turning quickly to losses, as
investors all try to sell simultaneously. Rapid shifts in sentiment
always threaten momentum as the factor is exposed to the most
‘crowded trades.’

Quality - Quality has three dimensions: profitability, low leverage and
earnings stability. A high and stable return on capital, in combination
with low leverage, tends to favour businesses with high barriers to
entry and a lasting, competitive position within an industry. These
characteristics make quality stocks attractive to generalist investors
and therefore typically trade at higher valuations. Demand for quality
names depends on the macroeconomic environment. Since the dot-
com bubble in the early 2000’s for example, economic growth in both
Europe and the US was disappointing, and so quality stocks did well.
Quality stocks tend to have a lower proportion of fixed costs and
predetermined obligations, meaning they need little working capital.
This positions them to better weather recessions than companies with
higher capital commitments. On the other hand, the market may
overestimate the ‘star quality’ of high-quality stocks while
underestimating the resilience of low-quality stocks when the
economy improves. That can lead quality to underperform in the first
stages of an economic recovery.

Quality businesses can prove relatively more stable over an economic
cycle but are more vulnerable to disruption over longer periods. This is
because high quality and asset-light profit margins often attract
intense competition from start-ups and the attention of anti-trust
regulators.

Low volatility - Stock return drivers can be divided into either cash
flows or market returns. Cash is delivered to investors either as
dividends or owed in the form of retained earnings. Market returns
from stock volatility are typically more meaningful, and visible on a
day-to-day basis.

By selecting low volatility stocks, we are selecting liquid businesses
with a low probability of bankruptcy, some certainty about earnings
growth. We also tilt towards businesses that return a higher proportion
of their cash flow to investors, rather than redeploying it into growth
opportunities.

In terms of their macroeconomic sensitivity, low volatility relative
returns may be more in line with government bonds or high-quality
corporate bonds. Structurally, they may not be able to offer compelling
returns to investors over long periods, as growth opportunities are
limited. Furthermore, when inflation is high, low volatility stocks may
be unable to pass-on rising costs to customers, as their pricing power
may be limited by either competition or regulation.

Exploiting structural and cyclical factors’ potential to outperform
Historically over longer time frames, investors in these four factors
have earned returns in excess of passive investments in broad
indexes, as shown above.
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Exhibit 2: Historical performance of MSCI Factor Indexes and the MSCI
World, Net Return
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Long-term factor performance studies or theoretical behavioural
explanations may miss the cyclical nature of returns. As a result,
investors can wait years, or even decades, for this alpha
outperformance materialise.

This cyclicality of returns is driven by the interaction between
macroeconomics and markets. In the visualisation below, we rank the
best-to-worst performing factors for each year, using MSCl indexes.

Exhibit 3: Factor performance ranking by year
Value (V), Momentum (M), Quality (Q) and Low Volatility (L).
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Sources: MSCI Enhanced Value, MSCI Quality, MSCI Min Volatility and MSC/
Momentum, Bank J. Safra Sarasin (own calculations)

Given this range of performance, it makes sense to manage factors by
dynamically tilting and shifting portfolio exposures, depending on the
macroeconomic and market cycle.

Factors and their macroeconomic link

Exhibit 3 shows that periods of poor value performance have
coincided with decelerating economic growth and disinflation.
Conversely, low volatility and quality strategies have thrived in such
environments, as investors move towards assets which either perform
relatively better during slowdowns or have less exposure to the
broader macro economy.

Such performance cycles are the result of equity investors focusing on
future growth earnings. In other words, investors pay a premium for
certainty and get a discount for uncertainty as market prices
anticipate and respond to macroeconomic changes. Other forces
amplify the range of performance between factors, beyond the effect
from fundamentals alone. The most significant forces are central
banks’ liquidity supply and investor sentiment.

Monetary and fiscal stimulus can often remain stuck within financial
markets, increasing the valuation of assets that investors already
favour. During the Covid pandemic, higher valuations for some more
speculative parts of the market, including growth stocks, tended to be
correlated with monetary and fiscal stimulus. However, such a



process can quickly reverse once liquidity drains from the financial
system, as we saw in the first half of 2022. At this point, the most
commonly owned assets with the most distant cashflows see the
worst of the selling.

Investor and consumer sentiment also drive both asset class and
factor returns. Over long periods, investors’ equity allocations also
coincide with economic sentiment. This link is intuitive but generates
even greater volatility and factor dispersion in equity markets. A
holistic investment process should not overlook the importance of
these two return drivers alongside a clear assessment of the
prevailing state of the macro economy.

Is ESG a factor?

For decades, ESG criteria have been a cornerstone of our approach to
allocating capital for clients. But should we work with ESG as a factor,
in the same way as value, momentum or size? Is there an empirical
link between the performance characteristics of high, compared with
low ESG stocks? It turns out that there is.

Let’s look at an example. An analysis of 158 sub-industries shows the
impact of ESG on firms’ operations, costs and revenues, and assesses
the impact of business risks and opportunities. Each business
category has its own ESG exposures. Below you can see the results for
the apparel, accessories, and luxury goods industry.

ESG Materiality Matrix - Apparel. Accessories & Luxury Goods

Operations % Costs ﬁ Revenues
ENVIRONMENT
Product Carbon Footprint Opex
Raw Material Sourcing Business Preservation |
Labor Management Continuity. Quality al Opex Business Praservation 1
Chemical Safety Opex Business Pressrvation |
Board Structure Quality l Cost of Capital r
Management Remuneration Quality ol Cost of Capital ul
Ownership & Control Quality ul Cost of Capital ul

For comparison, the same matric for the Oil & Gas industry looks as
follows.

ESG Materiality Matrix - Integrated Oil & Gas

Operations

% Costs é Revenues
ENVIRONMENT

Carbon Emissions Continuity all OpexCapex o Business Presenation |
Biodiversity & Land Use Continuity l
Toxic Emissions & Waste Continuity Al CapexExtraordinary il

Health & Salaty Continuity il Capex, Extraordinary ]
Board Structure Quality l Cost of Capital ul

Quality l
Quality o

OpexExtraordinary all

Management Remuneration Cost of Capital ol
Ownership & Control

Corporate Behaviour

Cost of Capital l

Extraordinary l Business Presenvation i

On top of laying the theoretical groundwork for ESG as a factor, we
have linked ESG performance to corporate financial performance, as
well as risk and return metrics for diversified portfolios. In a 2019
study, we demonstrated a link between ESG, key issue metrics and
portfolio tail-risk, and we recently published a study linking specific
sustainability issues to corporate financial performance?.

ESG metrics operate as factors, clearly distinguishing separate groups
of assets, and offering empirical links to financial performance. That
does not necessarily mean that ESG factors are linked to the broader
macroeconomic environment. Instead, we believe that it makes more
sense to use ESG metrics as integral components for building
portfolios.

1 Simon and Legnazzi, 2019. ESG Risk Factors and Tail-Risk Mitigation,

The Journal of Environmental Investing.

Factor-driven investment - a coherent approach
Factor investing has become a useful and transparent framework for
understanding financial performance for many investors because it
provides a solid, forward-looking foundation for taking portfolio
decisions.
In the Multi-Asset and Systematic team at Bank J. Safra Sarasin we
employ all these considerations in our factor-based investment
processes. Incorporating the real macro economy and ESG criteria
into an understanding of liquidity, investor sentiment and monetary
policy is the most prudent, and coherent approach for managing
clients’ assets. It has our clients well in recent decades.
As we all face a rapidly evolving investment environment, we believe
that understanding the use of factors continues to help us to help our
clients in making the most robust, and informed decisions about how
and where to allocate capital.
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Important legal information

This document constitutes marketing material. This document is not the result of financial research conducted, by the Bank’s research
department nor of any other detailed due diligence. Therefore the “Directives on the Independence of Financial Research” of the Swiss Bankers
Association do not apply to this document.

This document is based on publicly available information and data (“the Information”) believed to be correct, accurate and complete.
The Bank has not verified and is unable to guarantee the accuracy and completeness of the Information contained herein. Possible
errors or incompleteness of the Information do not constitute legal grounds (contractual or tacit) for liability, either with regard to direct,
indirect or consequential damages. In particular, neither the Bank nor its shareholders and employees shall be liable for the views
contained in this document. Third party data providers make no warranties or representations of any kind relating to the accuracy,
completeness or timeliness of the data provided and shall have no liability for any damages of any kind relating to suc h data.

This document does not constitute a request or offer, solicitation or recommendation to buy or sell investments or other specific financial
instruments, products or services. It should not be considered as a substitute for individual advice and risk disclosure by a qualified
financial, legal or tax advisor.

Past performance is no indication of current or future performance. Investments in foreign currencies are subject to exchange rate
fluctuations. Exchange rate risk will apply if the investor’s reference currency is not the same as the investment currency. There is no
assurance that the target net return can be achieved. Information containing forecasts are intended for information purposes only and
are neither projections nor guarantees for future results and could differ significantly for various reasons from actual performance. In
particular, neither the Bank nor its shareholders and employees shall be liable for the views contained in this document. The views and
opinions contained in this document, along with the quoted figures, data and forecasts, may be subject to change without notice. There
is no obligation on the part of Bank or any other person to update the content of this document. The Bank does not accept any liability
whatsoever for losses arising from the use of the Information (or parts thereof) contained in this document.

Neither this document nor any copy thereof may be sent to or taken into the United States or distributed in the United States or to a US
person. This information is not directed to any institutional investor in any jurisdiction where (by reason of that person’s nationality,
residence or otherwise) such distribution is prohibited and may only be distributed in countries where its distribution is le gally permitted.

Luxembourg: This document is distributed in Luxembourg by Banque J. Safra Sarasin (Luxembourg) SA (the “Luxembourg Bank”), having
its registered office at 17-21, Boulevard Joseph I, L-1840 Luxembourg, and being subject to the supervision of the Commission de
Surveillance du Secteur financier — CSSF. The Luxembourg Bank merely agrees to make this document available to its clients in
Luxembourg and is not the author of this document.

Nothing in this document constitutes an investment, legal, accounting or tax advice or a representation that any investment or strategy
is suitable or appropriate for individual circumstances. Each client shall make its own appraisal.

The Bank does not provide any guarantee or warranty regarding the reliability and completeness of the document and does not assume
any liability for any damages incurred as a result of the use of the information contained therein. The content and conditions in this
document are subject to change without prior notice.

Banque J. Safra Sarasin (Luxembourg) SA, 17-21, Boulevard Joseph Il, L-1840 Luxembourg, T:+352 45 47 81

Austria: This material is suitable to be circulated by J. Safra Sarasin Fund Management (Luxembourg) S.A. — Austria Branch exclusively to
institutional clients with registered seat or residence in Austria based solely on public information freely available to the public and an
analysis of the author of the publication Bank J. Safra Sarasin Ltd.. Bank J. Safra Sarasin Ltd. is responsible for the material and its
content. Any questions of institutional investors should be addressed to below mentioned contact of Bank J. Safra Sarasin Ltd.

J. Safra Sarasin Fund Management (Luxembourg) S.A. - Austria Branch Karntner Ring 5-7/7. Stock, 1010 Wien, T: 0043 1 205 1160 -
1100

Germany: This publication is intended to be distributed by J. Safra Sarasin (Deutschland) GmbH, Kirchnerstrae 6-8, 60311 Frankfurt
am Main to clients domiciled or having their registered office in Germany and is directed exclusively at institutional clients who intend
to conclude investment business exclusively as entrepreneurs for commercial purposes. This clientele is limited to credit and financial
services institutions, capital management companies and insurance companies, provided that they have the necessary permission for
the business operation and are subject to supervision, as well as medium and large corporations within the meaning of the German
Commercial Code (section 267 (2) and (3) HGB).

J. Safra Sarasin (Deutschland) GmbH, KirchnerstraBe6-8, 60311 Frankfurt am Main, Germany, T: +49(0)69714497300
The Bahamas: This publication is circulated to private clients of Bank J. Safra Sarasin (Bahamas) Ltd, and is not intended for circulation
to nationals or citizens of The Bahamas or a person deemed ‘resident’ in The Bahamas for the purposes of exchange control by the

Central Bank of The Bahamas.

Bank J. Safra Sarasin (Bahamas) Ltd, 204 Church Street, Olde Towne, Sandyport, CB-10988-Nassau, Bahamas, T:(1242)601-6400
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Dubai International Financial Centre (DIFC): This material is intended to be distributed by Bank J. Safra Sarasin Asset Management
(Middle East) Ltd [“BJSSAM”] in DIFC to professional clients as defined by the Dubai Financial Services Authority (DFSA). BJSSAM is duly
authorised and regulated by DFSA. If you do not understand the contents of this document, you should consult an authorised financial
adviser.

This material may also include Funds which are not subject to any form of regulation or approval by the Dubai Financial Services Authority
(“DFSA”). The DFSA has no responsibility for reviewing or verifying any Issuing Document or other documents in connection with these
Funds. Accordingly, the DFSA has not approved the Issuing Document or any other associated documents nor taken any steps to verify
the information set out in the Issuing Document, and has no responsibility for it. The Units to which the Issuing Document re lates may
be illiquid and/or subject to restrictions on their resale. Prospective purchasers should conduct their own due diligence on the Units.

Bank J. Safra Sarasin Asset Management (Middle East) Ltd, Burj Daman , Level 12, P.O. Box 506774, Dubai International Financial
Centre, Dubai / United Arab Emirates, T: +971 (0)4 381 26 26

Hong Kong: This document is disseminated by Bank J. Safra Sarasin Ltd., Hong Kong Branch in Hong Kong. Bank J. Safra Sarasin Ltd,
Hong Kong Branch is an authorized institution under the Banking Ordinance (Chapter 155 of the Laws of Hong Kong) and is a registered
institution under the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) (CE Number AHX499) for the purposes
of carrying on Types 1 (dealing in securities) and 4 (advising on securities) regulated activities as defined under the Securities and
Futures Ordinance

Bank J. Safra Sarasin Ltd, Hong Kong Branch, 40/F Edinburgh Tower, The Landmark, 15 Queen’s Road Central, Hong Kong, T: +852
2287 9888

Monaco: This publication is sent by Banque J. Safra Sarasin (Monaco) SA to their clients, regulated by “the Commission de Contrdle des
Activités Financiéres («CCAF»)" , “the French Autorité de Contrdle Prudentiel et de Résolution (<ACPR»)” and “Monaco Government” . This
document is issued in Compliance with Monegasque Law and more specifically the provisions of Law n ° 1,338 of September 7, 2007 and
Sovereign Order n © 1,284 of September 10, 2007 relating to financial activities. The products listed must be exclusively distributed to skilled
investors. The Banque J. SAFRA SARASIN (Monaco) SA registered with Monaco Chamber of Commerce and Industry under number
89502557 and its registered VAT under number FR73000027051.

Banque J. Safra Sarasin (Monaco) SA, La Belle Epoque, 15Bis/17AvenueD’Ostende, BP347, MC-98006MonacoCedex, T:+377(0)93106655

Panama: This publication is distributed, based solely on public information openly available to the general public, by J. Safra Sarasin
Asset Management S.A., Panama, regulated by the Securities Commission of Panama.

Qatar Financial Centre (QFC): This material is intended to be distributed by Bank J. Safra Sarasin (QFC) LLC, Qatar [“BJSSQ”] from QFC to
Business Customers as defined by the Qatar Financial Centre Regulatory Authority (QFCRA) Rules. Bank J. Safra Sarasin (QFC) LLC is
authorised by QFCRA. This material may also include collective investment scheme/s (Fund/s) that are not registered in the QFC or
regulated by the Regulatory Authority. Any issuing document / prospectus for the Fund, and any related documents, have not been
reviewed or approved by the Regulatory Authority. Investors in the Fund may not have the same access to information about the Fund
that they would have to information of a fund registered in the QFC; and recourse against the Fund, and those involved with it, may be
limited or difficult and may have to be pursued in a jurisdiction outside the QFC.

Bank J. Safra Sarasin (QFC) LLC, Suite 702, Level 7, Qatar Financial Centre, Tower 1, P.0. Box 22728, Doha, State of Qatar, T: + 974 (0)
4 496 8018

Singapore: This document is disseminated by Bank J. Safra Sarasin Ltd., Singapore Branch in Singapore. Bank J. Safra Sarasin,
Singapore Branch is an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110), a wholesale bank licensed under
the Singapore Banking Act (Cap. 19) and regulated by the Monetary Authority of Singapore.”

Bank J. Safra Sarasin Ltd, Singapore Branch, 8 Marina View, #25-01 Asia Square Tower 1, Singapore 018960, T: +65 6536 6848

United Kingdom

This document is distributed by J. Safra Sarasin Asset Management (Europe) Ltd (“JSSAMEL”) to wholesale and institutional businesses.
We deal with wholesale and institutional businesses as contacts and not as clients, the protections afforded to clients under the
regulatory system do not apply. For further details please refer to the disclosure letter that we have provided to you. Any person other
than a wholesale or institutional contact should ignore this presentation. This publication serves for information purposes only and is
for the sole use of the recipient. JSSAMEL forms part of the J. Safra Sarasin Group.
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A limited company incorporated in Gibraltar with registration number 93596 whose registered offices are 57/63 Line Wall Road,
Gibraltar, and registered as an overseas company in England and Wales No. FC029375.

Authorised by Financial Conduct Authority registration number 538254. 47 Berkeley Square, London W1J 5AU.

Nothing in this document is intended to exclude or restrict any liability that we owe to you under the regulatory system that applies to
us, and in the event of conflict, any contrary indication is overridden. You are reminded to read all relevant documentation relating to
any investment, including risk warnings, and to seek any specialist financial or tax advice that you need. You are not permitted to pass

this document on to
others, apart from your professional advisers. If you have received it in error please return or destroy it.
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