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The best trade ideas of the 2022 Christmas lunch season ran out of steam

Risk assets consolidate in February follow a strong start to 2023 in February, and the rebalancing of model and pension funds following the
year-end has been completed. There are questions surfacing about how
MULTI ASSET mo 3m0 YD M 3R 5R long ‘Goldilocks’ revenge’ will last, given that inflation is slowing in the US
Cash (BUR) 0.2% | 0_5‘11/0 0}4-% 0.5% 0.9 but increasing across Europe. Inflation data has been persistently ‘sticky’,
M3J World (UH, BUR) 0% | 28% 50% A% 0.9% not falling as fast as investors had anticipated, which led to US rate cuts for
BVIDhard currency (UH, BUR) 0% | At 1;1% -3.8‘%; 34% !2.1% 2023 being priced out, while the ECB will need to do more. In short, the
(30 Gmmodities (UD) -15% -8.05% 33% 5.6°/ql !J% 86% peak of the rates cycle has been pushed up and out.
MSQ World local currency A6% | 05% 48% 49% 6% 7%
BMDlocal currency (UH, BUR) -16% 0.2% 115% -2.0% §-2,4% }1,0% Emerging market equities gave up most of their January gains, as investors
Qobal highyield (H, BUR) -16% 1.7‘3;1 1!)% -7.3‘%; 8%  105% wait for the hard data to confirm how China’s reopening will proceed.
M3J World (H, BUR) A% -1.0?’/0 4F% -7-1°/qi ,!-0% !0% Anecdotal evidence suggests a similar pattern of ‘revenge consumer
Qobal GovBonds (H, BR) AT A% 0% M7 5'5-5% -16% spending’ will follow, causing a ‘halo effect’ for Asia and the transport
Global infiation-inked bonds (H, BUR) 2% 32 02% W% 42% 0% sector. The industrial side of the economy will operate with more freedom
Qobal real estate (UH, BUR) -2.2% 2% 5.% '9-7%? 6% :.‘3% but won’t suffer the same ‘lockdown’ headwinds as the consumer sector.
Ol Index (USD) 22% 1 4% 3% 58% lsw  lagk
Gobal investment grade bonds (H BUR) ~ -2.7% 0-4‘;% 0% M6% 4% At Within fixed Income markets, the high vield spread continues to protect
Emerging Markets (UH, BUR) 4208, 34 18% -‘0,30/;0 2% b investors somewhat against rising government yield curves. However, this
Emerging Markets (LO 4.7% 0.4% 1!3% -‘0.5"/:10 3% ;1'1% has not been the case for investment grade bonds, as the duration
Gold (UD) 5% 46%  05% 40% Bo% B

element and low spreads do not offer the same cushion. The high yield
market continues to benefit from the postponement of recessions in
Europe and the US.

Source: Robeco, Bloomberg
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Yield curve: rarely raising a false

Goldilocks is awaiting a haircut recession flag

As global equities are up almost 5% in the year to date in euros, markets in recent US 10Y - 2Y versus ISM

months have shrugged off the imminent recession narrative and instead have rooted o Pereentage pornts _3
for a soft landing — or even a no landing — scenario for the global economy. Not only 65 ]

investors, but also seasoned government officials like US Treasury Secretary Janet Yellen 60 ] -
have lately been joining the soft-landing chorus. A Bloomberg survey showed that SJ\ /\‘ A /\ _ f\ /\\ [
searches for ‘soft landing” have skyrocketed. This pivot in recent months towards the 501 | p — \]J \/ \; A \1 Fo
Goldilocks scenario, in which the economic porridge is not too hot or cold but just i ) o
right, is somehow understandable. When the facts change, one should change one’s “0

mind as well, right? And the evidence at hand seems to have changed for the better. 31 :
Clearly the hard data about the US economy (non-farm payrolls, retail sales) have been P T T a7 e 7 T T Y

surprising to the upside and have contrasted with prior, more downbeat soft data. — e ey soresa 10V S RH At

US Treasul ry spread (10Y-2Y ) RH- 4Q lead
Recession

Yet, we might just have seen peak Goldilocks, as markets may have been rooting for the most benign scenario based on the recent evidence at
hand, but in doing so have overlooked what has happened the most often in history in similar economic circumstances. It has been American
psychologist Daniel Kahneman who has especially highlighted the risks of base rate neglect in decision making. In our view, a haircut awaits for the
Goldilocks scenario probabilities reflected in current market pricing. First, reliable recession indicators are strongly contradicting Goldilocks’
endurance on a 12-month horizon. In fact, the warning signal from the yield curve has grown even stronger in the year to date, as the inversion of
the 2510s has deepened on the back of the recent upward repricing of the Fed’s hiking path to a terminal policy rate of 5.4%. US yield curve
inversion has rarely raised a false flag when it comes to calling a recession over the past four decades, with a notable exception in 1998.
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Summers and Domash (2022): low unemployment Get ready for the tangential part of sticky inflation dynamics

is no assurance for Goldilocks” endurance

Second, while there is much to cheer about the resilience of the consumer on the back

inflation and unemployment, using data from 1955-2019 . o/ . . .
today, with US unemployment at 3.4%, is a contrarian signal for future economic
Avg quarterly  Avg quarterly UR Proba!:iilﬂ'\rof Prnba.h Mty of Number of When did US economy most .. . . . .
ofatonabove:  below: | "CETION VT MECSONOVT gy rcenty cross threshod? activity. As US economists Lawrence Summers and Alex Domash point out in their 2022
— " i -~ % pos T paper, whenever the US unemployment rate drops below 5% and inflation edges above
only o ::J{: o o . $igz 4%, a NBER recession ensues in the subsequent two years 100% of the time. Such a
N/ &% 25% an% 142 Q22021 strong base rate leaves little room for complacency about the risks facing the US
UR only HNJA 5% 3% 57% 83 Q4 2021 .
A % % . 2 a1 2022 medium-term growth outlook.
3% 6% 43% 75% 53 Q2 2021
3% 5% 54% B5% 26 Q4 2021
3% 4% 54% 85% 13 Qa1 2022
4% 6% 59% 89% 27 Q2 2021 . . .
ioflatonand 5% 7% 100% 1 42021 The view emerging from the Summers and Domash paper can be further substantiated
o o o oo ; o320 by looking at the steep drop in housing market sentiment, which serves as a leading
5% % 100% 100% 5 Q42021 indicator for US unemployment. As the decision to buy a house is strongly determined
5% 4% 100% 100% 3 Q1 2022 . . . . . . . .
Note: The calculation for the probabilty of recession over the next 4-quarters and 8-quarters excludes quarters when the US by perceived future job security, the deterioration in buyer sentiment signals that a
economy is already in a recession. Recession is defined using NBER based recession indicators for the United States from the period . . . . .
following the peak through the trough. The measure of inflation used is the Consumer Price Index for all urban consumers. significant turn in the labor market might be ahead. As we wrote in our 2023 outlook;
Sources: Bureau of Labor Statistics via FRED; authors’ calculations things might move gradually at first, but once the ball gets rolling, it gets rolling fast.

Third, the recent episode of stronger-than-expected disinflation in conjunction with positive macro surprises represents a highly unstable equilibrium.
While the disinflation process itself might not be at risk, the pace of disinflation could slow (inflation surprise indices edged higher already last month)
and take some shine off the Goldilocks appeal. While commodity prices have declined by 3.3% in the year to date, a continued recovery in
manufacturing activity led by Asia could slow the pace of headline disinflation. With regard to core PCE inflation, we note that it has increased in
recent months. With the normalization of shipping fees and freight trucking costs, the ‘easy’ gains for supply side-led disinflation have been made.
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Economy (l)

The global manufacturing cycle picked up some steam as a JP Morgan Global
Manufacturing indicator above 50 signaled an expansion of manufacturing
activity again for the first time in six months. The Asia Pacific region has been
leading the pack, showing the largest positive macro surprises on the back of
a further stabilization in domestic demand in China. A leading Chinese
manufacturing PMI from the China’s National Bureau of Statistics showed the
highest reading in a decade at 52.6.

However, hard data over February from countries that typically lead the cycle,
such as South Korean exports, saw very strong momentum towards Europe
as well. Global services activity outside the US also improved. The ISM non-
manufacturing in the US remained largely unchanged, coming in at 55.1 in
February compared to 55.2 in January. In China, services sector activity
improved, driven by transportation and accommodation. The same story
emerges from Germany’s IFO survey, where services like hospitality and
tourism noted the sharpest increase in sentiment in February.

Global labor markets are still very tight, as evidenced by a further drop in
initial claims to 190,000 in the US, and signs of stronger bargaining power for
labor in Japan, where a survey of more than 2,000 trade unions showed they
were demanding the largest wage hike in decades, requesting 4.5%.

5 All market data to 28 February 2023 unless mentioned otherwise
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China's industrial complex is getting upbeat

PMI survey
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NBS PURCHASING MANAGERS INDEX FOR MANUFACTURING : China (Mainland)

2020 2022
Source: Refinitiv Datastream, Robeco
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Economy (II)

After global inflation peaked in October last year, the pace of disinflation
seemed to be slowing last month. An aggregated Citi inflation surprise index
for US, Europe, China and Japan reversed its downtrend in February. Inflation
data out of Europe, notably from Italy and Spain, came in higher than
expected, with core inflation in Spain hitting its highest level since 1986,

Rebound in inflation surprises as global core inflation

pressures persist

along with an increase in headline inflation to 6.1%. 400 - 400
300 1 - 300
200 - - 200

The Fed raised its target policy rate by 25 bps to the 4.5%-4.75% range. It also
noted that further increases will be appropriate to bring inflation back to 2%

over time. The Fed funds futures curve now expects the Fed policy rate to 0 10
peak at 5.4%. The ECB also intends to raise rates further in the near term /-/\ l
after hiking by 50 bps in February to 3%. The Euribor futures market now has 0 V 0
discounted the ECB reaching a 4% policy rate in the second half of this year.
-100 - - -100
-200 — -200

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
=== Citi inflation surprises US, Eurozone , Japan, China
Source: Refinitiv Datastream, Robeco
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Economy (lIl)

Monetary policy works with lags, but credit conditions are already
getting tighter

US and EUR tightening credit conditions to firms Looking ahead, the stronger macro data and persisting inflation pressures
200 1 could prompt developed market central banks to skip a pause and keep
on hiking for longer. Yet, the encouraging signs in recent macro data could
prove to be short-lived and might amount to peak Goldilocks in hindsight.

150 -
Excess savings have largely vanished in the US, while cracks in global
housing markets are growing larger.
100 -
Moreover, the new 2023 growth target set by the Chinese National Policy
Committee at 5 % is underwhelming and could signal that the crackdown
50 -

on specific sectors is still being prioritized above maximizing GDP growth.
Monetary policy works with a lag. With central banks moving towards

0. excess tightening as the hiking cycle progresses, rumors about a soft
landing seem to be exaggerated.
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= LOAN SVY: NET CHANGE IN CREDIT STANDARDS TO FIRMS NEXT QTR. : Euro Zone
Recession

Source: Refinitiv Datastream, Robeco

Source: Refinitiv, Robeco
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Important information

Robeco Institutional Asset Management B.V. (Robeco B.V.) has a license as manager of
Undertakings for Collective Investment in Transferable Securities (UCITS) and Alternative
Investment Funds (AlIFs) (“Fund(s)”) from The Netherlands Authority for the Financial
Markets in Amsterdam. This document is solely intended for professional investors,
defined as investors qualifying as professional clients, who have requested to be treated as
professional clients or who are authorized to receive such information under any
applicable laws. Robeco B.V and/or its related, affiliated and subsidiary companies,
(“Robeco”), will not be liable for any damages arising out of the use of this document. The
contents of this document are based upon sources of information believed to be reliable
and comes without warranties of any kind. Any opinions, estimates or forecasts may be
changed at any time without prior notice and readers are expected to take that into
consideration when deciding what weight to apply to the document’s contents. This
document is intended to be provided to professional investors only for the purpose of
imparting market information as interpreted by Robeco. It has not been prepared by
Robeco as investment advice or investment research nor should it be interpreted as such
and it does not constitute an investment recommendation to buy or sell certain securities
or investment products and/or to adopt any investment strategy and/or legal, accounting
or tax advice. All rights relating to the information in this document are and will remain the
property of Robeco. This material may not be copied or used with the public. No part of
this document may be reproduced, or published in any form or by any means without
Robeco's prior written permission. Investment involves risks. Before investing, please note
the initial capital is not guaranteed. This document is not directed to, nor intended for
distribution to or use by any person or entity who is a citizen or resident of or located in
any locality, state, country or other jurisdiction where such distribution, document,
availability or use would be contrary to law or regulation or which would subject Robeco
B.V. or its affiliates to any registration or licensing requirement within such jurisdiction.

Additional Information for US investors

This document may be distributed in the US by Robeco Institutional Asset Management
UsS, Inc. (“Robeco US”), an investment adviser registered with the US Securities and
Exchange Commission (SEC). Such registration should not be interpreted as an
endorsement or approval of Robeco US by the SEC. Robeco B.V. is considered
“participating affiliated” and some of their employees are “associated persons” of Robeco
US as per relevant SEC no-action guidance. Employees identified as associated persons of
Robeco US perform activities directly or indirectly related to the investment advisory
services provided by Robeco US. In those situation these individuals are deemed to be
acting on behalf of Robeco US. SEC regulations are applicable only to clients, prospects and
investors of Robeco US. Robeco US is wholly owned subsidiary of ORIX Corporation Europe
N.V. (“ORIX”), a Dutch Investment Management Firm located in Rotterdam, the
Netherlands. Robeco US is located at 230 Park Avenue, 33rd floor, New York, NY 10169.

Additional Information for investors with residence or seat in Canada

No securities commission or similar authority in Canada has reviewed or in any way passed
upon this document or the merits of the securities described herein, and any
representation to the contrary is an offence. Robeco Institutional Asset Management B.V. is
relying on the international dealer and international adviser exemption in Quebec and has
appointed McCarthy Tétrault LLP as its agent for service in Quebec.
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