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FOREWORD

Walking the
tightrope

nvestors were buffeted throughout 2022, first by the shock of
Russia’s invasion of Ukraine and then by the fastest rate-hiking
cycle by the US Federal Reserve in a generation.

As we had anticipated 2022 would be a volatile year in both equities
and fixed income, our allocations to hedge funds provided some
relative shelter from the storm that engulfed markets. Our expectation
of US dollar strength during the year also proved justified, though
we were surprised by the persistence of the appreciation over the
course of 2022.

Looking ahead, the agility that was required to navigate markets
in 2022 will remain an asset in 2023 as the global economy treads
a fine line between developed economies entering recession and
emerging ones seeking to consolidate recoveries. Hedge funds
should continue to be a refuge for equity investors in particular, as
high interest rates, elevated volatility, and the broadest single-stock
dispersion since 2007 provide multiple return drivers in the new year.

This should make up for the muted equity returns we expect for
2023 as recessions bite on both sides of the Atlantic, weighing on
earnings expectations. These recessionary headwinds should also
slow the pace of rate hikes and inflation in the new year, allowing
bond investors to generate moderate returns and create select
opportunities in credit.

Encouragingly, the 2022 turmoil has served to accelerate the
transformation across energy and infrastructure sectors, and to
increase the reliability and sustainability of key supply chains around
the world. Admittedly, such change does not come without cost, with
global food supplies set to be challenged in 2023 and beyond. Just
as in energy in 2022, elevated food prices will accelerate investment
in the ongoing and future transformation of the segment.

While geopolitical conditions are leading this transition in the short
term, climate and biodiversity concerns will take over, driving the
quest for more sustainable food systems. Beyond this, we see
considerable scope to strengthen our focus on investing sustainably
as an essential way to secure long-term returns.

Overall, these paradigm shifts will require investors to walk a tightrope
between new opportunities and risks associated with the transition
of the global economy. As a result, in 2023 we expect to continue
to rely on active and dynamic risk management to help us maintain
our commitment to both preserving and growing our clients’ wealth.
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GLOBAL

ECONOMIC OUTLOOK

Paradigm and
cycle shifts

Rebuilding the cycle will be the challenge in 2023 at a time when activity is falling due to inflation, the
energy crisis and tight monetary policies. Developed countries will enter recession, while emerging
countries must consolidate their recovery.

6 |

ubdued global growth while waiting for
S inflation to fall from its peak

The growth phase of the cycle has come to an
abrupt halt due to tight monetary policies adopted
to combat persistent inflation, and because of the
energy crisis gripping economies alongside the
increase in geopolitical risks caused by the war
between Russia and Ukraine.

In 2023, the global economy is likely to see weak
growth of between 2% and 2.5% after 3% in 2022,
with developed economies flirting with recession.
However, Asia should confirm its recovery and
China is likely to overcome the obstacles that have
appeared in 2022.

Developed countries are set to see a decline in
domestic demand in 2023. Europe, and Germany
in particular, seem to be the most fragile because
of the major challenges arising from the energy
crisis (see p. 20). Price increases and possible
gas rationing will damage consumer demand, and
energy-saving measures will adversely affect output
in the manufacturing sector. The German growth
model now needs to be adjusted. Europe also needs
to rethink its energy dependency and redefine the
way in which countries work together as seen in
the post-Covid recovery plan (EU New Generation).

In the US, consumer spending and the real-
estate sector are likely to see a sharp slowdown
due to pressure from rising interest rates, while
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manufacturers will have to deal with ongoing cost increases
and could be held back by limited growth in global trade.

Growth in developed countries is unlikely to top 0.5% on
average in 2023 and certain countries could see recessions
of varying severity lasting for several quarters. US growth
should be positive but weak (0.6% on average), with some
negative quarters, while the eurozone and UK economies are
expected to contract by around 0.5%.

Recession lies ahead
leading to paradigm
and cycle shifts.

In Asia, the outlook is better, since China is likely to bolster its
recovery and achieve growth of close to 5% in 2023. Decisions
taken by the authorities to boost strategic industries should
enable the country to recover from Covid restrictions and the
real-estate crisis (see p. 16). Neighbouring countries should
see a rebound in activity as constraints arising from inflation
and monetary tightening start to ease.

The recessions expected in 2023 are not a new phenomenon,
but a paradigm shift is on the horizon and will influence
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the next cycle. This means that the growth gap between
developed and Asian countries could take time to close if
Europe does not overcome its energy problems. In addition,
global trade is becoming more regional: we are seeing greater
competition and even clashes between economic blocks, with
opposing views about how societies should be organised in
the background.

Consumers are the ones facing the greatest risk during
this recessionary phase, while economic policies will favour
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industries involved in energy transition, new technology and
security. The challenge for any new supply-side policy is to
generate potential growth in excess of levels seen in the last
decade.

Inflation set to fall, but at varying rates

Inflation is likely to ease gradually, particularly in the US. On
average in 2023, it could remain higher than the 2% targeted
by developed-country central banks, although the trend should
be more favourable. In emerging countries, inflation is also
likely to decline, but it remains dependent on commodity
and food prices.

In Europe and the US, we could see a two-speed inflation
scenario. Inflation will peak and decline over the next few
quarters, but it could still be
close to 3% at the end of
2023. The fall in inflation will
be helped by reduced pressure
on commodities and price
moderation in sectors set to
see lower demand, such as
manufactured goods. However,
core inflation, i.e. excluding energy and food, could take
longer to come down because of service prices being more
reluctant to fall, but also because of structural changes.
Demand for personal services, healthcare and real estate
has undergone deep-seated change. Similarly, although wage
inflation is unlikely to return to the levels seen in the 1970s
and 1980s, rising wages are reflecting new behaviours on the
part of employees and companies. New energy sources and
reindustrialisation will also involve higher costs in the near
term. This means that 2023 looks set to be a transitional year,
with 2024 bringing inflation figures that will finally converge
towards central-bank targets.

Return to a monetary regime of positive real interest
rates

Developed-country central banks took some time to realise the
extent of the surge in inflation, underestimating the strength
of fiscal stimulus. They are now having to take rapid action,
raising official interest rates into restrictive territory and
withdrawing liquidity injected during the pandemic. This is
likely to remain the case for as long as inflation remains high,
even if economies fall into recession and unemployment rises.
We will not see any pivot in monetary strategy before the end
of the first half of 2023. Rate cuts are unlikely in the eurozone
and should be very limited in the US and UK during the year.
In addition, the reduction in central-bank balance sheets — due
to assets being sold or reaching maturity — is likely to add to
the tightening in financial conditions.

A new monetary regime is taking shape and will continue in
2023, characterised by the return of monetary orthodoxy.
As a result, real interest rates will move back into positive

Core inflation is
proving slow to fall.

territory and remain there, putting a drag on growth as was
the case in 2018-19 and in the 1980s. The rapid rise in
real rates is putting pressure on financial assets and heavily
debt-dependent sectors, but also on companies’ investment
decisions and governments’ debt ratios. Unlike during the
pandemic, the selection of profitable investments is narrowing
and risk premiums are rising. Meanwhile, savings will fetch
higher returns while the cost of capital will rise, creating the
risk that idle savings will increase just when greater productive
investment is needed.

Fiscal policy watched closely in developed countries

Fiscal policy will continue to support economic activity in
2023 but will no longer be backed up by negative or low
government bond yields in Europe or the US. Governments
must steer a course between
the need to respond to the
energy crisis on the one hand,
and the requirement to keep
public debt on a sustainable
trajectory on the other.

European governments have
continued to offer aid to the economy to limit the effects of
the energy crisis. After the rebound in activity and lower budget
deficits in 2021, the latest measures being adopted for 2023
are targeting a narrower range of households and companies
and will not be enough to prevent a contraction in demand.
Alongside these one-off measures, plans for energy transition,
defence, strategic industries, and infrastructure have also been
adopted via structural funds. This will result in governments
raising large amounts of money in the bond markets (EUR
200 bn in Germany), public-sector deficits remaining high in
2023 and debt continuing to rise after shooting up during the
Covid years. The European Commission could also provide

US INFLATION
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support similar to pandemic recovery measures, granting loans  consolidation will become a necessity in 2024. In developed
for each country to use for the purposes of energy transition  countries, governments will have to keep public debt under
and for industrial redeployment. control, failing which they could see it backfire in the shape
of higher market interest rates.
In the US, fiscal policy in 2022 has included support for the
semiconductor industry and loans to support climate transition.
Measures for households are limited, while taxes levied on
certain companies should in theory rise in the medium term 170 . as % of GDP

PUBLIC DEBT IN DEVELOPED COUNTRIES
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FOREIGN

EXCHANGE

Positioning for
modest USD
weakness in 2023

After USD outperformance in 2022, several factors are set to converge in the first quarter of 2023
to trigger a depreciation in the US dollar against most currencies. The path of USD weakness is
set to unfold in stages, starting with a drop against safe-haven currencies, generally an indication
of a slowdown in global growth.

10 |

advanced and emerging market currencies.

The US Dollar Index rose by 15%, which made
2022 the best year for the greenback in nearly 40
years. Its rally had several causes including the
Fed’s aggressive rate-hiking cycle (see p. 8), higher
front-end US bond yields and a strong safe-haven
bid following the outbreak of the war in Ukraine.
Energy prices also gave the dollar a boost: global oil
and gas revenues surged from an average of USD
1.4 trillion in the 2015-19 period to a run rate of
around USD 2.7 trillion in 2022, and most of these
petrodollars were settled in USD and recycled into
USD-denominated assets.

In 2022, the US dollar outperformed both

Coming into year-end, we think that there is a chance
of continued USD appreciation, reflecting ongoing
stresses in advanced economy bond markets and
a substantial deterioration in liquidity conditions.

/
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However, we believe that this will be short-lived
and that by Q1 2023 the USD will see its one-way
appreciation trend come to an end and trade with
increasing two-way risks. The combination of a
peak in Fed rate pricing, falling inflation, excessive
valuations and a widening US current account deficit
will slowly weigh on the dollar. Yet the path will not be
linear — we expect the USD to weaken first against
the likes of CHF, JPY and the main commodity
currencies before it loses ground against the other
major currencies — notably EUR and GBP.

Peak Fed rate pricing & narrowing rate
spreads

Overnight index swaps (OIS) have priced in the Fed
Funds rate getting to around 4.75% by Q1 2023,
a level which markets seem to have adequately
anticipated as US two-year yields are trading at
around 4.50%. Given that both growth and inflation
risks look skewed to the downside over the coming
quarters, we do not expect market interest rates to
rise beyond current levels. We also note that most
of the other major central banks are set to continue
raising rates over the coming quarters, meaning
that the USD’s interest rate advantage will narrow,
causing the currency to drop.

Falling inflation

USD appreciation in 2022 reflected higher nominal
interest rates in the US, which was a reaction to
higher-than-expected inflation readings. Forward-
looking inflation readings in the US and elsewhere
have now started to decline. Freight costs have
fallen materially, suggesting that Covid 19-related



supply bottlenecks are being unwound. Goods price inflation
is also starting to wane, and if the labour market begins to
slow in the US, then core inflation will inevitably soften over
the coming quarters. These reduced inflation pressures will
relieve appreciation pressure on the USD, particularly from
Q1 onwards.

Excessive valuations

In 2022, the USD surged towards multi-decade highs both
in trade-weighted and in real effective exchange rate (REER)
terms. The greenback has also diverged significantly from
bilateral fair-value estimates against all of the major currencies.
Its incredibly elevated valuation profile implies that there is
very little chance that it will appreciate much more, and that
it is more likely to trade with two-way risks and weaken from
current levels over the medium term.

USD weakness should
begin against traditional
safe-haven currencies.

The latest positioning data show that investors still maintain
a sizeable long USD position. As US inflation and growth
dynamics start to wane over the coming quarters, we
anticipate that they will reduce them, resulting in modest
USD weakness.

Current account deficit

The USD’s elevated valuation profile has led to a huge widening
in the US current account deficit, which reached USD 1 trillion
in 2022. Its current run rate points to a deficit of around
USD 1.2 trillion by the end of the year — equivalent to over
5% of US GDP. This is a source of vulnerability for the USD,
particularly once the Fed reaches an eventual plateau or pivot
in its hiking cycle.

The expected path of USD weakness

Coming into 2023, USD weakness is likely to first manifest
itself against traditional safe-haven currencies, which is
consistent with a deteriorating global growth profile. In this
context, we expect downside in both USD/CHF and USD/
JPY. The latter will also benefit from any change to the Bank
of Japan’s (BoJ) yield curve control (YCC) program. Once
global growth appears to have troughed in Q1 2023, the
dollar should weaken against traditional commodity currencies
such as AUD and NZD, both of which will be boosted by any

FOREIGN EXCHANGE

cyclical pick-up in activity. Thereafter, USD weakness against
the traditional major currencies will follow. The majors are
unlikely to appreciate aggressively against the USD unless
there is a material decline in energy prices — this is particularly
pertinent to both the EUR and GBP - which have experienced
a severe deterioration in their respective terms of trade in 2022.

USD SKY HIGH
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FIXED INCOME

Stepping back

into bonds

Falling inflation expectations and high absolute coupons are offering bond investors strong tailwinds
for moderate fixed income returns in 2023 while an accelerating credit default cycle should create

opportunities for distressed credit investors.

‘ N rith 2022 bond markets set to close
with the worst losses in 50 years, US
bonds have unwound the total return
performance they had built up since 2017 and

reversed the sequential yield declines since the
onset of the Global Financial Crisis of 2008-09.

However, the US monetary tightening that brought
about the 2022 bond bear market has only driven
inflation expectations to the upper end of the
pre-pandemic range, suggesting that policy may
remain tight to fight inflation until expectations fall
below the Fed’s 2-2.5% target (see p. 8).

US Treasuries and

US corporates are
offering the highest
yields since 2006-2007.

Fortunately, the sharp back-up in Treasury yields in
2022 leaves five-year yields, adjusted for inflation
expectations, near the high end of their pre-GFC
range. This suggests that opportunities to shift
from shorter-dated floating-rate bonds to longer-
dated bonds should begin to emerge in the new
year when five- and ten-year Treasury yields are
between 4% and 4.5%.

For euro investors, the ECB will need to balance
policy tightness against recession risk, likely

keeping Bund yields high, near 2-2.5% until inflation
breaks decisively lower.

Whereas interest rate risk was the main drag on
returns in 2022, we expect deteriorating credit quality
and widening spreads to pose the key risk in 2023.
Indeed, historically, deterioration in credit quality has
accelerated over three to four quarters following the
Fed'’s first rate hike, which is therefore the pattern
investors should expect into the new year.
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Fortunately, the low coupons offered by US Treasuries and
corporates in the past decade, which provided little shelter
against credit quality deterioration, have given way to the
highest yields since 2006-07. We therefore believe that a
hold-to-maturity, quality-focused US dollar credit strategy can
provide attractive opportunities in early 2023 as the market
shifts its focus from inflation to recession risks.

An opportunity may also develop in riskier segments of the
credit markets, with the highest yields breaching 10% as we
approach year end. However, with spreads only near historical
averages, we would like to see risky bonds better price in
a default cycle ahead, to tilt the risk-reward balance more
decidedly in favour of investors.

While stabilising Bund yields and spreads — which are nearing
their 2020 wides — should normally create an opportunity for
euro bond investors, structural challenges are facing the euro
area. These include a new regime of high energy costs as
well as a reliance among both corporates and households
on fiscal support, at least through the winter and potentially
beyond. This, in turn, raises the tail risk of a wave of defaults
that could be more than cyclical in nature.

As a result, proactive credit selection, a key driver to
performance in normal cyclical slowdowns, will be even
more critical in 2023 in the eurozone as it navigates
its ongoing transformation. Investors able to take a
medium-term perspective can look to distressed credit

FIXED INCOME

HY BOND YIELDS SUPPORT DISTRESSED DEBT

40% 1-yr
2-yr CAGR

30%  3.yr CAGR

20%

10%
N/A

0%

-10%

-20%

-30%

Eurekahedge Distressed Debt HF Index - Total Return

12.99 01.08 03.20

Sources: EurekaHedge, Bloomberg Finance L.P. and UBP

investing (see box) to seek to capitalise on the potential
challenges of such a credit cycle.

Overall, while the clouds have not fully cleared for bond
investors following a tumultuous 2022, falling inflation
expectations and high absolute coupons are converging to
offer them opportunities for moderate returns in 2023.

Distressed credit investing: An opportunity
amidst economic turmoil

After an extended period of low interest rates, high and
rising corporate valuations, and easy access to credit, debt
has once again built up after the shock and deleveraging
that followed the Global Financial Crisis more than a decade
ago.

Indeed, the global pandemic has made this debt build-up
more protracted as government fiscal programmes have
sought to buy time for borrowers affected by lockdowns
and the disruptions that ensued. Central banks facilitated
this by driving interest rates to all-time lows around the world,
easing pressure on households and corporates alike while
at the same time creating, in many cases, simply the illusion
of debt sustainability.

Now, however, with the most intense inflationary pressures
in a generation, companies in Europe, Asia and even the
United States are beginning to experience growing levels of
financial stress. Having been left overleveraged as a result of

UNION BANCAIRE PRIVEE, UBP SA | INVESTMENT OUTLOOK 2023

the multiple shocks and subsequent policy responses, they
are now faced with the cost of borrowing repricing to levels
not seen in more than a decade.

Indeed, companies in Europe are also being buffeted by
the ongoing energy crisis and their counterparts in Asia are
having to manage amidst the slowest economic growth in
China since its reopening more than forty years ago. As a
result, the pressure on heavily leveraged corporates is more
multi-faceted than in previous cycles. This has given rise to
a growing number of ‘zombie’ companies, or companies
whose operating profits are no longer sufficient to service
their heavy debt burdens.

Having endured the rising interest rates and widened credit
spreads of 2022, investors could capitalise upon the troughing
and rising default rates in the year ahead kicking off the sixth
distressed debt cycle in the past 25 years. This should provide
opportunities for distressed debt investors as the cycle matures.

| 13



EQUITIES

Finding opportunities
In an inflationary
world

High inflation episodes have been challenging for investors since 1900. Lessons from past occurrences
have shown investment strategies capitalising on cyclical peaks in inflation, targeting the re-allocation
of spending within the economy, and income-oriented strategies to enhance total returns.

ith inflation in Western economies reaching
levels not seen in a generation, investors
can draw on history to incorporate several

investing strategies as a way of coping with this new
high-price regime.

Strategy 1: Treat high but falling inflation as
a tactical opportunity

Since 1900, the US has experienced three episodes
of inflation over 5% — 1916-1921, 1945-1951, and

OPPORTUNITIES FROM REALLOCATION OF SPENDING
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the Great Inflation of the 1970s — just as is taking
shape in late 2022.

When inflation has been high and rising, US equity
investors have earned an average of 6% over the
following 12 months, though lagging behind the
nearly 10% average inflation during these episodes.
Admittedly, nearly one third of the time investors
lost money amidst high and rising inflation, with
drawdowns averaging -14%.

However, once inflation peaks cyclically and begins to
fall, even from elevated levels, the risk—reward profile
changes. In high but falling inflation periods, returns
rise to an average of 9.3%, in excess of the 8%
average inflation during these episodes. Furthermore,
drawdowns have averaged 7.6% overall since 1900,
which is modest compared to those in high and
rising inflation periods.

Strategy 2: Focus on profits resulting from
forced reallocation of spending

Investors will recall that the S&P 500 delivered less
than 1% CAGR returns before dividends from early
1973 to the end of 1980, the height of the 1970s
Great Inflation.

As inflation and the high nominal GDP growth should
have translated into higher earnings for companies,
the poor overall performance of US equities during
that period can be attributed to the key impact of

UNION BANCAIRE PRIVEE, UBP SA | INVESTMENT OUTLOOK 2023



inflation on consumers’ and corporates’ reallocation
of spending within the economy.

This shifting of spending drove a wide dispersion of
performance within the US equity market, with seven
of the ten Datastream sectors delivering negative
returns and only three positive — industrials, basic
materials, and energy, the latter delivering nearly
12% per annum over the period.

Though high energy prices themselves likely account
for some of this outperformance, the focus on
seeking new energy sources, energy efficiency,
and self-sufficiency amidst the 1970s energy shock
meant that capital investment and tax incentives
focused capital spending on a concentrated group
of sectors, much like today (see p. 20).

High but falling
inflation meant 9.3%
equity returns, more
than average inflation
during these periods.

Strategy 3: Shift to dividends and income as
a key driver of total returns

Though seeking tactical opportunities as inflation
inevitably peaks and targeting the reallocation of
spending/investment during inflation episodes can be
valuable, longer-term investors likewise can increase
focus on income-oriented returns.

Looking back at the three inflationary episodes since
1900, data from Professor Robert Shiller at Yale
University indicates that dividends accounted for
substantially all of the returns in 1916-21 (as the
S&P fell sharply). From 1942 to 1949, it was a more
modest 30%, while in the 1970s the proportion was
66%. In comparison, during the 2011-2021 decade,
investors earned only 16% of their total returns from
dividends.

Moreover, the high volatility that has accompanied
inflation since the early 2000s can likewise provide
income opportunities for equity investors. Indeed,
market conditions in late 2022 are opening windows
in structured product strategies with yields close to
those seen in US high-yield bonds.

EQUITIES
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Opportunity amidst
uncertainty

While investors can navigate within the equity universe to
adapt to the challenging environment in 2023 (see p. 14), three
tailwinds have developed to allow hedge funds to offer investors
an alternative for delivering returns.

Admittedly, hedge funds have underperformed global equities
since the end of the 2008-09 Global Financial Crisis. This has
been driven by the zero interest rate regimes pursued by global
central banks which not only suppressed volatility across asset
classes, but also limited the spread of performance between
individual securities within asset classes, effectively limiting
return opportunities available to active hedge fund managers.

These headwinds are likely to fade before the end of 2022 as the
high inflation, even if it recedes in 2023, has effectively ended
the zero interest rate regimes in the US and Europe. This will
generate interest income on hedge fund managers’ substantial
pools of liquidity, rather than the near zero percent returns they
have been earning since 2009.

This new interest rate backdrop has already seen fixed income
and foreign exchange volatility move to levels not seen in over
a decade, joining the elevated equity volatility that has been
prevailing since the pandemic. This volatility across and within
asset classes also creates return opportunities for active hedge
fund strategies that have not been available in over a decade.

Lastly, according to Standard & Poor’s, dispersion in performance
among global equities (and in the US in particular) is near the
highest level since 2007, suggesting that stock-picking acumen
should be rewarded more handsomely than at any time since
before the Global Financial Crisis.

Thus, with returns in global equities likely challenged amidst a
weak earnings backdrop, the return of three key profit drivers
for the hedge fund asset class in 2023 offers investors a
complementary investment both to navigate the uncertainty
ahead and to secure returns in 2023.
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CHINA

Navigating the

transition to

Common Prosperity

Investors must adopt a new investing paradigm in China focused not only on cyclical prospects
ahead but also on the shifting corporate governance and geopolitical landscape.

2022 formally heralded a new era of “Common

Prosperity” as China, the world’s second-
largest economy, seeks a fundamentally new growth
model.

T he 20th Communist Party Congress in October

Cyclically, China will shift its focus to the quality rather
than the quantity or overall pace of growth, likely
shifting the emphasis away from the GDP growth
targets that have been a visible part of its economic
planning process for decades.

The US CHIPS Act is the

irst salvo in a rising

economic conflict between
the US and China.

16 |

While explicit growth targets will fade, we do expect
an implicit growth floor near 4.0% per annum to
avoid social instability and structural vulnerabilities,
which makes the current rate too slow. The Chinese
economy decelerated sharply in 2022, weighed
down by the “Dynamic Zero-Covid” policy, which
left domestic consumption persistently weak, urban
unemployment soaring to 5.5%, and the housing
sector contracting by 30%.

This situation is not sustainable and has prompted
authorities to implement targeted stimulus to boost
activity and the housing sector. Continued, though
incremental, policy support and a gradual re-opening
should allow economic growth momentum in China
to improve steadily in 2023 just as it did in Europe
in 2021.

The People’s Bank of China is expected to be the only
major central bank to continue policy easing in early
2023, against an unprecedented pace of tightening
elsewhere. Fiscal measures announced in August
2022 will also start to encourage economic activity,
allowing for a more stable cyclical foundation for the
Chinese economy in the new year.

CHINA: ECONOMY FACES NEW GROWTH TREND
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The slowdown is consistent with an enduring structural trend
that started in 2012, a growing reliance on households to boost
domestic consumption as the next driver of growth, drawing
upon China’s 46% household savings rate, the second-highest
in the world. The composition of Chinese consumption will
evolve towards higher quality and themes that tap China’s
regional disparities, with sectors such as hospitality, consumer
discretionary and consumer durables set to benefit.

The passenger vehicle market highlights such a realignment
of regional disparities. Penetration rates remain low in China’s
less affluent tier-2 and tier-3 cities, in which Common Prosperity
policies are therefore focused on promoting electric vehicles
(EVs). Nearly one in every four new passenger cars sold has
been a new energy vehicle in 2022. The strategic push for
EVs also realises a wider set of objectives under the Common
Prosperity regime. It allows the country to make progress
on cutting back carbon emissions while at the same time
reducing its reliance on fuel oil imports, increasing its global
competitiveness, building a national energy storage system,
and preparing for intelligent mobility.

Indeed, China has become the largest EV market and exporter
in the world, with a fully vertically integrated EV and battery
supply chain. It has the largest production capacity for EV
lithium-ion batteries, accounting for 70% of global capacity
in 2021. Large battery companies have established technical
barriers, cost advantages, and close cooperation with
the world’s leading new-energy automakers, and are well
positioned to benefit from the global expansion of EV demand.

With cyclical support for growth ahead, investors will still require
a new risk premium for investing in the growth sectors of the
past. Recall, among the earliest casualties of the Common

CHINA

Prosperity era in China were the large technology “platform”
companies, at the hands of new and intrusive regulations. Such
scrutiny was instigated in order to address the new domestic
security architecture as well as to better serve the needs of
the Common Prosperity objectives.

As a result, consumer-tech companies in e-commerce, local
online services, digital entertainment, and social media have
entered a new operating paradigm where pursuing growth
at all costs is no longer tolerated. This new landscape will
challenge large incumbents to deploy capital in a more targeted
and efficient manner, even as firms grapple with the higher
costs of regulatory compliance and increased expectations
of corporate social responsibility.

Recent moves to return capital to shareholders are encouraging.
However, investors should not underestimate the prospect
of steeper costs for private companies to achieve broader
Common Prosperity objectives in the future, as well as the
long-cycle constraints those costs may bring for shareholders
as the new growth model takes shape.

Beyond this, while cyclical factors grow supportive in China,
the reshaping of global supply chains and of the geopolitical
order looks set to put up new barriers for China investors.
Indeed, the passing of the US CHIPS Act, which seeks to
contain China’s ambitions in high technology sectors, likely
represents the first salvo in this stage of a deepening rivalry
between the world’s largest economies (see p. 24).

Overall, while cyclical tailwinds have emerged, investors will
eventually have to contend with corporate governance and
geopolitical hurdles requiring them to adopt a new investing
paradigm in the world’s second-largest economy.
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COMMODITIES

Precious metals:
A mixed outlook

We anticipate that both gold and silver will grind higher in 2023, reflecting a combination of modest
USD weakness, an apparent peak in real interest rates and increasing consumer demand. The
outlook for platinum and palladium is mixed amidst the switch to battery-powered electric vehicles.
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( ; old: Modest upside
In2022, the gold price has defied consensus

expectations as it struggled to rise, despite
increasing inflation pressures and high levels of
geopolitical tension. There were three reasons
for gold’s disappointing performance. Firstly,
rising front-end interest rates in both advanced
and emerging-market economies increased the
opportunity cost of holding gold. Secondly, those
higher interest rates pushed up longer-term real
rate expectations, with which gold has a long-
standing inverse relationship. So as real rates
have risen throughout 2022, this has put further
downside pressure on the gold price. Thirdly,
medium-term inflation expectations have drifted
lower throughout the year, reflecting investors’
belief that rate hikes and slowing growth will
restrict inflation. Gold’s disappointing performance
has led investors to reduce allocations steadily
during the year, further weighing on the price.

Coming into 2023, we anticipate that the gold
price will rise slowly. We think that US real rate
expectations have peaked, and as they decline
gradually, this will result in upside pressure on gold.
This trend will benefit from modest USD weakness
—typically, a 1% decline in the US Dollar Index is
consistent with a USD 7 per ounce rise in the gold
price. The combination of both factors will enable
gold to rise to levels of around USD 1,800 per
ounce by year end. This is consistent with our
estimates of gold’s fair value, which we put at

INVESTORS REDUCED GOLD POSITIONS IN 2022
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COMMODITIES

around USD 1,900 per ounce. Investor positions are currently
limited, which will also support gold’s rise, since marginal
buyers will have a positive impact on prices.

Silver: High beta will kick in

We anticipate that silver will rise over the course of 2023,
which is a big shift from our previous expectation of a modest
decline. There are several reasons for our change of view.

Firstly, as gold rises back to levels of around USD 1,800 per
ounce, silver’s traditional high beta to gold will kick in, and
this will drag silver higher. The gold—silver ratio is in line with
historical averages, suggesting that silver is neither over- nor
undervalued. Consequently, we think that gold’s rise will also
lead to upside pressure on silver.

Secondly, we think that most if not all of the bad news on
the manufacturing and industrial production side has been
priced in, meaning that we are unlikely to see major downside
below current levels. Most PMI and industrial surveys are
close to crisis levels, indicating that pricing pressure is already
depressed. It will not take much for these circumstances to
change. Thirdly, we note that investor positioning is at multi-
year lows, both in the CFTC and COMEX futures markets,
suggesting that investors are underinvested in a wider sense.
The implication is that even modest buying interest will give
a material boost to prices. We think that a rise to around
USD 22 or even USD 24 per ounce is feasible over the
course of the year.

Platinum: Constructive outlook

As we approach 2023, we anticipate that platinum will follow
the broader trend in both gold and silver. We are unlikely to
see any big upward moves given that auto production remains
subdued and there is an expectation of a wider economic
contraction. The positive longer-term outlook remains in
place, due to declining supply and increasing demand,
particularly as substitution effects with palladium increase.
We believe that a move back towards levels of around
USD 1,100 per ounce is feasible, but major upside beyond
these levels is less likely.
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Investor positions
are currently limited,
which will also
support gold’s rise.

Palladium: Longer-term decline

The longer-term outlook for palladium is crystal-clear:
decreasing demand due to the shift towards battery-
powered electric vehicles against a backdrop of growing
supply suggests that prices have room to fall back to levels
of around USD 1,600 per ounce. However, in the short term
there are clear supply risks due to the Russian sanctions
regime, since 60% of global supply comes from Russia.
Consequently, investors should expect a large decline, albeit
with the potential for volatile upside moves as markets react
to developments in the broader Ukraine—Russia war.
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THEMATIC

Themes for a
changing ¢lobal

paradigm

The investments that laid the foundations for globalisation in the 1990s are in the process of being
reshaped as supply chains localise and climate pressures build, giving rise to similar long-cycle
investment opportunities to those globalisation itself spurred in the 1990s.
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much as a decade ago, the Trump trade

wars, the pandemic, and Russia’s 2022
invasion of Ukraine have served to accelerate
the shift from a “just-in-time” to an increasingly
“just-in-case” global economy.

T hough peak globalisation likely occurred as

In the transition to this new global paradigm, the
investments that established the infrastructure
for globalisation in the 1990s are in the process
of being reshaped, creating not only increasing
inflation and instability, but also giving rise to long-
cycle investment opportunities similar to those
globalisation itself spurred in the 1990s.

The global energy transition: Keeping the
lights on

At the root of the global economy as we know
it was the global energy market that took shape
following the fall of the Soviet Union in 1989, which
brought low-cost Russian energy and broader
commodity exports to feed global factories.

Russia’s 2022 invasion of Ukraine and the
associated sanctions have disrupted and
potentially broken this model, leaving the world,
and Europe in particular, challenged to meet
energy demand in the near term without locking
in inefficient energy sources and technologies for
the long term.
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As aresult, coal and oil are making a comeback, benefiting governments with ambitious plans, a number of challenges
energy-exporting nations and companies to the detriment
of energy consumers.

The global energy
market disruption is
leading to major policy
responses to drive the
energy transition.

Strategically, this is leading to major policy responses
to drive the energy transition, even in the US, which has
been a laggard in renewables initiatives. However, even for
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e Supply chains and engineering are insufficiently
scaled, resulting in losses and limiting investment

e Regulatory impediments to deployment which, for
example, can reach 10-12 years in France, are
too long

e The need to deal with rate increases and their impact
on both consumers and investments is holding up
progress

In the near term, ultimately the world is short of energy
and so exposure to energy supplies appears structurally
important. High prices and inadequate supply have moved
governments to take immediate action to increase energy
security and independence rather than simply aiming to
meet long-term climate objectives. They have therefore
started implementing stimulus measures and scaling up

EUROPE’S HIGH POWER COSTS REMAIN A COMPETITIVE CHALLENGE
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infrastructure, as well as applying administrative
pressure to lift regulatory obstacles and change pricing,
household support and corporate tax frameworks.

While expanding supply will be important for increasing
energy security and independence, energy efficiency
will likewise be a critical feature in the global energy
transition.

Governments throughout Europe are seeking to upgrade
and electrify their public transportation networks, while
looking to invest in decarbonising industrial sectors,
including aviation and freight.

With government budgets already bloated from the
pandemic-related support, the growth in private funding
for replacing previously government-built and -owned
infrastructure has become the only alternative to address
the energy and security crises, creating an opportunity for
investors in the years ahead.

Just as the inefficiency of infrastructure has been exposed
by the energy crisis, a worldwide food crisis is also evolving
as a result. As much as 50% of farming costs in the US
are tied to energy prices, from fertilisers needed for raising
crop yields to fuel for farming, processing, or transporting
production. Meanwhile, biofuels are also being turned
to as a remedy not only for climate change but also for
conventional fuel shortages.

Climate change has aggravated not only the energy crisis as
drought has impaired hydroelectric generation plants and
the transport of fuel via barge, but also the ongoing food
supply disruption by impacting harvests around the world.

HIGH ENERGY PRICES LEAD TO HIGH FOOD PRICES

200 2022

§ 180 China joins Sh:ISOiI Esr;]irglz
The US has already budgeted for an expansion of electric £ g WTO; oil Boom
vehicle (EV) charging networks to support the growth of 3 demand shock
this segment. However, the greater focus of efficiency % 140 1973 1979 1989
efforts there has been on older stocks of transportation &0 o 0 aqn 1A \
assets, especially in aviation. The redevelopment of  £100 gy Shock  Falls u \M
airport hubs across the US alone is estimated to offer ;’z 80 ﬂ A o v e
a USD 100 billion infrastructure investment opportunity 2 60 '”“/ \)'\\ Pt 5,

. ) ) S 40 - %
Indeed, in order to achieve the goals of the Paris = J 1996-2000
Agreement, the IPCC Working Group estimates that A Russian Exports rise 50%
as much as USD 500 billion per year in low-carbon 0« \ \ \ \ \
1970 1980 1990 2000 2010 2020

and energy-efficiency infrastructure spending will be
required.
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Though the global food sector has experienced periodic
droughts previously, the CEO of Bunge, a leading global
agribusiness company, notes that it will take nearly two
years of strong harvests to rebalance the market and
normalise prices.

However, the energy crisis itself is an impediment to a
return of strong harvests. With fertilisers coming at a high
cost and, in some cases, being unavailable (as Russia
and also-sanctioned Belarus are major global suppliers),
their use has already declined in 2022, putting 2023 crop
yields at risk.

Thus, while energy and infrastructure may be the most
direct and visible beneficiaries of the energy shock arising
from deglobalisation, increasing spending to support
fertiliser manufacturers and seed technology providers will
be critical to restoring a sustainable global food equilibrium
and should provide investment opportunities in the era
that lies ahead.
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Economically, a pivot towards positive inflation-adjusted interest rates raises debt sustainability risks
amidst historically high debt-to-GDP ratios. Meanwhile, the reshaping of global supply chains could
turn into outright deglobalisation as tensions rise between China and the US.
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r|1 he dawn of the 21st century coincided
with China’s accession to the World Trade
Organization, giving Western economies
their first taste of deflation.

These shocks brought both inflation and interest
rates steadily lower around the world as China’s
low-cost production followed on from the low-cost
raw materials that had entered the global economy
a decade earlier with the fall of the Soviet Union
and Russia’s arrival as the world’s pre-eminent
commodity exporter (see p. 20).

The Trump trade wars of 2017-18 began
unravelling this equilibrium, as the US’s reliability
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as the primary customer of the world’s largest
manufacturer — China — came into question for the
first time. These issues were exacerbated by the
global pandemic that followed, forcing countries
around the world to prioritise reliability and security
of supplies over their cost.

And just as Russia kicked off the globalisation of the
raw materials supply chain in the 1990s, its invasions
of Ukraine — first in 2014 and then again in 2022 —
have caused this focus on reliability and security to
be applied to the entire global supply chain.

These shocks have produced an array of risks that
investors have not faced in a generation. Central
among them in economic terms is the inflation that
has resulted, along with the rising yields and the
pivot away from negative inflation-adjusted interest
rates aimed at combating rising prices.

For investors, the biggest risk stemming from the
re-emergence of high inflation and the prospect of
sustained positive real interest rates relates to the
debt that has built up as interest rates have fallen
over the past 15 years.

Indeed, according to the IMF, the world’s largest
economies have seen central government debt-to-
GDP ratios increase sharply over the past 10-20
years, from below 50% of GDP in most cases to
above 100% almost across the board in 2020-21.

However, even though a select few nations have
seen deleveraging in the private sector over the past
decade, the world’s largest developed economies all
have total debt equal to 150-500% of GDP according
to the IMF.
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Accordingly, if interest rates stay close to late-2022 levels
around the world, debt-servicing costs for these governments
may prove increasingly challenging, forcing some combination
of fiscal austerity, tax increases and yield-curve control policies.

Unless governments choose and markets accept yield-
curve control frameworks such as that adopted in Japan,
the rising interest burden associated with the current debt
levels raises the prospect of fiscal authorities being prevented
from spending in the face of an economic slowdown, such as
the one currently taking shape (see p. 6-9). This would create
the risk of deeper, more prolonged slowdowns.

Geopolitically, the reshaping of global supply chains could
turn into outright deglobalisation, driven primarily by rising
tensions between the world’s two largest economies in the
world: China and the US.

Interest rates last seen

a decade ago leave

governments constrained

as economies slow.
Though US-China tensions have been running high since
Donald Trump weaponised trade in 2017-18, the 45th
American president’s departure from office has not eased
the strain between the two nations.
Instead, President Biden has maintained the tariffs implemented

under his predecessor and has begun forging alliances in East
and South Asia in a more overt effort to contain a rising China.
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And while most of the world’s attention has focused on the
prospect of China’s using force against Taiwan in view of
Russia’s 2022 hostilities against its neighbour, the US CHIPS
Act — Which became law in August 2022 — highlights an
already rising risk of economic conflict between the nations.

Indeed, the CHIPS Act follows through on threats originally
made under the Trump administration to limit China’s access
to American intellectual property, especially within the high-
tech sector. It therefore presents a direct challenge to Chinese
President Xi Jinping’s aim to “join the ranks of the world’s most
innovative countries, with great self-reliance and strength in
science and technology”, outlined most recently at the October
2022 Communist Party Congress.

This is in line with the hints given by the US, as the Trump
trade wars came to a close in 2019, that the next stage of
the battle between these nations would be fought on global
technological and financial terrain, given China’s reliance on
the USD- funding for its economy.

As a result, a US conflict with China may or may not result in
outright hostilities over Taiwan. However, some aspects of the
ongoing tension could worsen the economic situation — via
trade, intellectual property and potentially USD funding — and
could be as disruptive as the economic war that has erupted
alongside Russia’s battle with the West over Ukraine.

Overall, deglobalisation risks, whether economic or geopolitical,
pose a significant threat to the frameworks that have guided
the worldwide economy and global investors since the 1990s.
With these risks continuing to build on the horizon, proactive
and dynamic risk management approaches will be necessary
for clients in 2023.
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Disclaimer

This document is a marketing communication containing GENERAL INFORMATION
on the financial services and/or financial instruments, and reflecting the sole opinion of
Union Bancaire Privée, UBP SA and/or any entity of the UBP Group (hereinafter “UBP”)
as of the date of issue. It may contain generic recommendations but it is not and should
not be deemed an offer nor a solicitation to enter into any transaction with UBP, buy,
subscribe to, or sell any currency, product, or financial instrument, make any investment,
or participate in any particular trading strategy in any jurisdiction where such an offer
or solicitation would not be authorised, or to any person to whom it would be unlawful
to make such an offer or solicitation. This document is meant only to provide a broad
overview for discussion purposes, in order to determine clients’ interest. It does not replace
a prospectus, KID, KIID or any other legal document relating to any specific financial
instrument, which may be obtained upon request free of charge from UBP or from the
registered office of the issuer of the instrument concerned, where applicable. The opinions
herein do not take into account individual clients’ circumstances, objectives, or needs.

In this document UBP makes no representation as to the suitability or appropriateness,
for any particular client, of the financial instruments or services described, nor as to their
future performances. Clients who wish to obtain more information about any specific
financial instruments can request it from UBP and/or their Relationship Manager.
Where an investment is considered, the information on the risks linked to each financial
instrument shall be provided in good time by separate means before the investment
decision is taken. In any case, each client must make their own independent decisions
regarding any securities or financial instruments mentioned herein and regarding the
merits or suitability of any investment. Before entering into any transaction, clients are
invited to carefully read the risk warnings and the regulations set out in the prospectus
or other legal documents and are urged to seek independent, professional advice from
their financial, legal, accounting and/or tax advisors with regard to their investment
objectives, financial situation and specific needs.

UBP performs analysis on the financial instruments based on market offer and may
maintain and/or seek to develop business affiliations with third parties for that purpose;
furthermore UBP may create its own financial instruments. This generic information is
therefore not independent from the proprietary interests of UBP or connected parties,
which may conflict with the client’s interests. UBP has policies governing cases of
conflicts of interest and takes appropriate organisational measures to prevent potential
conflicts of interest.

The information contained in this document is not the result of financial analysis within
the meaning of the Swiss Banking Association’s “Directives on the Independence of
Financial Research” or of independent investment research as per the EU’'s MiFID or
other regulations. EU regulation does not govern relationships entered into with UBP
entities located outside the EU.

The investments mentioned herein may be subject to risks that are difficult to quantify
and to integrate into the valuation of investments. Generally speaking, products with a
high degree of risk, such as derivatives, structured products or alternative/non-traditional
investments (such as hedge funds, private equity, real estate funds, etc.) are suitable
only for clients who are capable of understanding and assuming the risks involved. The
value of any capital investment may be at risk and some or all of the original capital
may be lost. The investments are exposed to currency fluctuations and may increase
or decrease in value. Fluctuations in exchange rates may cause increases or decreases
in the client’s returns and/or in the value of the portfolio. The client may be exposed
to currency risks if a financial instrument or the underlying investment of a financial
instrument is denominated in a currency different from the reference currency of the
client’s portfolio or from the currency of their country of residence. For more information
on risks, the brochure called “Characteristics and risks of certain financial operations”
should be consulted.

When providing investment advice or portfolio management services, UBP considers
and assesses all relevant financial risks, including sustainability risks. Sustainability risks
are defined by the EU’s Sustainable Finance Disclosure Regulation (2019/2088) as “an
environmental, social or governance event or condition that, if it occurs, could cause a
negative material impact on the value of the investment”. For further information on our
sustainability risk management approach please visit [www.ubp.com].

Reasonable efforts have been made to ensure that the content of this document is
based on objective information and data obtained from reliable sources. However, UBP
cannot guarantee that the information the Bank has gathered in good faith is accurate
and complete, nor does it accept any liability for any loss or damage resulting from
its use. Circumstances may change and affect the data collected and the opinions
expressed at the time of publication. Therefore information contained herein is subject
to change at any time without prior notice. UBP makes no representations, provides no
warranty and gives no undertaking, express or implied, regarding any of the information,
projections or opinions contained herein nor does it accept any liability whatsoever for
any errors, omissions or misstatements in the document. UBP does not undertake to
update this document or to correct any inaccuracies which may have become apparent
after its publication.

This document may refer to the past performance of financial instruments. Past
performance is not a guide to current or future results. The value of financial instruments
can fall as well as rise. All statements in this document, other than statements of past
performance and historical fact, are “forward-looking statements”. Forward-looking
statements do not guarantee future performances. The financial projections included in
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this document do not represent forecasts or budgets, but are purely illustrative examples
based on a series of current expectations and assumptions which may not happen
as forecast. The actual performance, results, market value and prospects of a financial
instrument may differ materially from those expressed or implied by the forward-looking
statements in this document. The projected or targeted returns are inherently subject
to significant economic, market and other uncertainties that may adversely affect
performance. UBP also disclaims any obligation to update forward-looking statements,
as a result of new information, future events or otherwise.

Any performance data included in this document does not take into account fees,
commissions, expenses charged on issuance and redemption of securities, or any other
costs, nor any taxes that may be levied. The tax treatment of any investment depends
on the client’s individual circumstances and may be subject to change in the future.
This document does not contain any tax advice issued by UBP and does not reflect
the client’s individual circumstances.

This document is confidential and is intended to be used only by the person to whom it
was delivered. This document may not be reproduced, either in whole or in part. UBP
specifically prohibits the redistribution of this document, in whole or in part, without its
written permission and accepts no liability whatsoever for the actions of third parties
in this respect. This document is not intended for distribution in the US and/or to US
Persons or in jurisdictions where its distribution by UBP would be restricted.

Switzerland: UBP is authorised and regulated in Switzerland by the Swiss Financial
Market Supervisory Authority (FINMA).

UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority, and
is subject to regulation by the Financial Conduct Authority (FCA) and limited regulation
by the Prudential Regulation Authority.

Dubai: This marketing material has been communicated by Union Bancaire Privée
(Middle East) Limited, a company regulated by the Dubai Financial Services Authority
(“DFSA). It is intended for professional clients and/or market counterparties only and
no other person should act upon it. The financial products or services to which this
material relates will only be made available to a client who meets the professional client
and/or market counterparty requirements. This information is provided for information
purposes only. It is not to be construed as an offer to buy or sell, or a solicitation for an
offer to buy or sell any financial instruments, or to participate in any particular trading
strategy in any jurisdiction.

Hong Kong: UBP is a licensed bank regulated by the Hong Kong Monetary Authority
(HKMA) and a registered institution regulated by the Securities and Futures Commission
(SFC) for Type 1, 4 & 9 activities only in Hong Kong. The securities may only be offered
or sold in Hong Kong by means of documents that (j) are addressed to “professional
investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of
the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or (ji) are defined
as “prospectuses” within the meaning of the Companies Ordinance (Chapter 32 of the
Laws of Hong Kong) (the “CO”) or constitute offers to the public within the meaning of
the CO. Unless permitted to do so under the laws of Hong Kong, no person may issue or
have in their possession for the purpose of issuing, whether in Hong Kong or elsewhere,
any advertisement, invitation or document relating to the securities, directed at, or likely
to be accessed or read by, the public in Hong Kong, except where the securities are
intended to be disposed of only to persons outside Hong Kong, or only to “professional
investors” within the meaning of the SFO.

Singapore: UBP is a bank regulated by the Monetary Authority of Singapore (MAS), is an
exempt financial adviser under the Financial Advisers Act 2001 of Singapore to provide
certain financial advisory services, and is exempt under section 99(1) of the Securities and
Futures Act 2001 of Singapore to conduct certain regulated activities. This document
has not been registered as a prospectus with the MAS. Accordingly, this document and
any other document or material in connection with generic recommendations may not
be circulated or distributed, whether directly or indirectly, to persons in Singapore other
than () institutional investors; or (i) accredited investors as defined under the Securities
and Futures Act 2001 of Singapore. This advertisement has not been reviewed by the
Monetary Authority of Singapore.

Luxembourg: UBP is registered by the Luxembourg supervisory authority the Commission
de Surveillance du Secteur Financier (CSSF).

Italy: Union Bancaire Privée (Europe) S.A., Succursale di Milano, operates in ltaly in
accordance with the European passport — held by its parent company, Union Bancaire
Privée (Europe) S.A. — which is valid across the entire European Union. The branch is
therefore authorised to provide services and conduct business for which its parent
company, Union Bancaire Privée (Europe) S.A., has been authorised in Luxembourg,
where it is regulated by the Luxembourg financial supervisory authority, the Commission
de Surveillance du Secteur Financier (CSSF).

Monaco: This document is not intended to constitute a public offering or a comparable
solicitation under the Principality of Monaco’s laws, but might be made available for
information purposes to clients of Union Bancaire Privée, UBP SA, Monaco Branch,
a regulated bank under the supervision of the Autorité de Contréle Prudentiel et de
Résolution (ACPR) for banking activities and under the supervision of the Commission
de Controle des Activités Financieres for financial activities.
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