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It has to be expected that recent events (Covid-19 crisis and Russia's invasion of Ukraine) will have
long-term repercussions and lead to a redesign of the shape and structure of globalization. We are
moving away from the dream that economic models around the world would converge towards the
United States model of financial capitalism. Instead, it is now clear that China and Russia do not
intend to adopt the American model and are willing to enhance their strategic independence even
through war.

As the Financial Times wrote in its recent weekend essay: “The extraordinary post-cold war climate
of optimistic liberal internationalism is coming to an end".

We are moving towards more regional frameworks which will in the west be organized around the
U.S. and Europe (US-centric and China-centric blocs). The world will be much more fragmented than
today and many global supply chains will have to be cut and reorganized within the new
frameworks.

Multinationals’ manufacturing operations around the world will be shifted from potentially hostile
to more friendly but more expensive countries.

Such a development will not be beneficial to global Gross Domestic Product (GDP) growth and it has
to be assumed that disinflationary forces (from when China, India and Eastern Europe entered the
global economy) will be reversed and that we are moving into a higher inflation environment. This
does - of course — not mean that inflation will remain forever at the high level we see currently.
What it means is that it is very likely that we have seen the peak in inflation for the time being, but
we will not go back to the very low inflation figures we have seen over the last three decades.

While this is more the scenario for the global economy in the medium- to long term, short-term, the
risk of a very severe global recession has increased over the last few weeks.

In August, the global composite PMI" slipped for the second straight month; down 1.5 points to
49.3. This was its lowest level and its first time in contraction territory since June 2020, led by
weakness in both the manufacturing and services sectors. The latest reading in the PMl is historically
consistent with just 0.7% annual global real GDP growth and indicates that the case is building for a
Mmore severe recessionary scenario.

Especially in Europe, most market participants expect that the energy shock will drive the economy
into recession this coming winter. The Russian war in Ukraine was a game changer that effectively
sent the entire region's economy into a tailspin. Hugely dependent on Russian energy, including half
of its natural gas and a quarter of its petroleum needs prior to the COVID pandemic, the eurozone
has been hit by massive supply shock inflation and the risk of being cut off entirely from its largest
source of energy. This is likely making recession inevitable in Europe with the only question being
just how deep it will be.

Regarding the U.S. economy, the case is a bit different and the outlook is less gloomy. However, the
risk of a recession has increased in the U.S. as well. Inflation above 9% has forced the Federal
Reserve System (Fed) into its most aggressive tightening cycle in four decades. Fed chair Jay Powell
has repeatedly said that the Fed is prepared to push the economy into a recession to bring inflation
under control. Given the Fed's poor track record of soft landings and the numerous forces outside its
control within this cycle, the risk of a recession in the next year is elevated in the U.S. as well. In the
best case, the U.S. might delay its recession into 2023, but the likelihood that the U.S. gets away with
just a slowdown is very small.
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Equities

Within the first half of 2022, we have seen a double bear market (in equities and long-term bonds)
adjusting to the end of easy money and rising inflation. As this first adjustment process to the new
reality was done, the summer season has temporarily brought some relief to investors as the main
equity markets had been rallying from the middle of June until the middle of August. Supporting this
trend was a series of assumptions on key themes driving the market: inflation was assumed to be at
its peak and starting to recede; growth was assumed to be on a soft landing path; and central banks
were assumed to have done most of the work needed. Since September however, the narrative has
changed, with a shift in focus to deceleration of growth and fears of inflation to remain high for
longer than previously assumed.

As the overall view up to now was that we are just in a moderate global slowdown, the case for a
more severe global recession is currently building. Unfortunately, some of the latest economic
figures point in the direction of a further deteriorating economic environment (global composite PMI,
technical constellation of the equity market, consumer confidence and others).

The distinction between a moderate global slowdown and a deeper recession is very important. As
Ned Davis Research points out, global slowdowns have seen global equities fall a median of about
20% from peak to trough (this would have been "achieved"). For severe recessions, we have usually
seen equities fall between 30% to 50% (with an average decline of about 35% over 15 months).

As at this point in time, we do not see a lot of positive triggers to reverse the downtrend and as the
implication of a more severe recession coming implies that the stock market could drop another
10% to 15%, we decided before the last Fed meeting to reduce our equity exposure further in order
to protect the portfolios from more downside risk. In practice this means that we reduced our equity
exposure for a Balanced portfolio from 40.5% to 33%.
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As expected, on September 27st the Federal Open Market Committee (FOMC) raised the fed funds
target range by 0.75% to the range of 3.00% - 3.25%, the highest since Q1 2008. It was the third
straight 0.75% increase for a total of 3% this cycle. That made it the fastest increase in the policy
rate since December 1980 and more hikes are coming. Ned Davis Research expects a terminal range
of 4.5%-4.75%in 2023.

Rate cuts, due to the weakening economy by then, are only expected in 2024 and 2025. The Fed
seems to have somehow resigned itself to the fact that controlling inflation will push the economy
into recession. GDP was marked down to nearly flat this year and a sluggish 1.2% for next year.
Inflation, however, is expected to take longer to subside with estimates for headline and core both
revised higher. Moreover, inflation isn't expected to return to the Fed's target until 2025.

Therefore, looking already ahead, next year may bring heightened challenges. Although Consumer
Price Index (CPI) rates will probably peak this year, inflation will likely remain historically elevated as
supply shocks are unlikely to be alleviated in the near term. This would keep central banks on the
hawkish side.
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