
Questions from the financial
advisor

It has been a very hot summer in most of Europe, both in
meteorological and financial terms. After returning from holiday, a
financial advisor for a number of our investors sent us an email asking
some really interesting questions. In this Newsletter, we address these
questions for a general audience.

What is the effect of higher interest rates on Quantrom
P2P Lending’s return?

First and foremost, it is important to understand that there is no immediate
effect on the return of our portfolio. A loan contract is a loan contract, and they
all have a fixed interest rate that does not change.

However, there is a huge impact on our reinvestment rates!

As interest rates have increased all over Europe and credit spreads have
widened, and we are currently investing at much higher rates than we were six
or nine months ago. However, it is only the cash flow from the portfolio that can
be reinvested.



Figure 1 Weighted average interest rate on Quantrom P2P Lending portfolio

As you can see from Figure 1, above, the weighted average of the loan portfolio
has increased since November 2021 from 9.46% to 10.77% in July 2022. Slowly but
surely, we are seeing an increase in the weighted average interest rate of the
portfolio.

Can we expect a higher return from QP2PL going
forward?

There are, of course, no guarantees that we will be able to provide a higher
return going forward. However, we can explain in more detail how we are
managing the portfolio at the moment.

Already towards the end of 2021, we decided to invest in shorter-dated loans,
which now looks to have been a prudent strategy, and thus a large part of the
portfolio will mature in the coming months. The subsequent cash flow will be
reinvested at much more attractive interest rates than those of the maturing
loans.

Currently, we are investing in all types of loans at a significantly higher interest
rate than the weighted average interest rate of the portfolio.
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With higher interest rates in general, the premium we
receive for investing in QP2PL has decreased; should we
not invest in liquid credit bonds instead?

That could be a very good investment opportunity if you get the market timing
correct in what is currently a volatile environment.

With inflation still high and a recession looming, along with the uncertainty of
what will happen with the supply of gas, it will not be easy to get the market
timing right.

Yields on credit bonds will most likely take a big swing over the coming 6-12
months, depending on the overall development in the economic and political
landscape.

Inflation will continue to be a problem, as ECB board member Isabel Schnabel
said in an interview released on 16 August1:

“If you look at any of our measures of underlying
inflation, they are moving up further and stand at
historical highs.

These inflationary pressures are likely to be with us for
some time; they won’t vanish quickly. Even with the
ongoing monetary policy normalisation, it will take some
time until inflation gets back to 2%.”

In such an environment, it will be a risk-on risk-off market and returns will all
depend on market timing.

This is where QP2PL is different: there will never be big gains, but we work hard
to avoid losses. We invest solely with the objective of securing a long-term
return.

Will a higher cost of living in the EU not lead to increased
provisions and erode the effect of higher interest rates?

A higher cost of living is naturally not a good scenario for any family, and this
could have an effect on the ability to repay loans.

1 https://www.ecb.europa.eu/press/inter/date/2022/html/ecb.in220818~a2a774e937.en.html
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We strongly believe that the main factor for the assessment of future provisions
is the level of employment and/or unemployment. As long as unemployment
rates remain low, it is difficult to see a scenario in which defaults should increase
dramatically because borrowers in general cannot repay their loans.

Figure 2 Unemployment rate in European Union and Euro area since 1998

Unemployment rate levels in the EU are the lowest in more than 25 years, as
seen in Figure 2, above.

Currently, the unemployment rate in the EU27 is only 6%, so it might just be
possible for employees to obtain wage increases that have not been seen in
decades.

This is clearly not so positive for the stock market, as a rise in wages will lead to
higher costs and lower profits for corporations.

With a stronger position when it comes to negotiating salaries then, employees
should be able to increase household income. Higher household income, in
turn, should have a positive effect on the ability to repay fixed-rate loans, even
though a larger slice of the income pie will be needed to compensate for the
higher cost of living.

The ECB seems to be of the same opinion, judging by the view expressed by
Isabel Schnabel in the above-mentioned interview:
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We also have a very strong labour market. We see continued
acute shortages of labour, historically low unemployment,
and a high number of vacancies. This probably implies that
even if we enter a downturn, firms may be quite reluctant to
shed workers on a broad scale. This will support household
incomes. And finally, we have fiscal policy, which tries to
compensate, at least in part, for the decline in real
household income.

With a portfolio with tranches of more than 11,000 loans, Quantrom P2P
Lending is much more dependent on the overall macro-economic development
than the eventual default of a single borrower.

Consequently, our expectation is that as long as unemployment remains low
and there is a shortage of labour then we will not experience a significant
increase in default rates and thereby in the provisions taken by Quantrom P2P
Lending.

We are following developments closely and will maintain a cautious approach
when investing.
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