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We are experiencing a continuing episode of high turbulence in the
global economy and financial markets. Economic forecasters are in
downgrade mode, exemplified by the OECD recently cutting its global
growth forecast by 0.6% to 2.2%. In our view, an intensifying energy crisis
in Europe on the back of the recent sabotage of Nordstream pipelines

Cash proved to be the only safe haven in September
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sustained outperformance against developed equities as long as the
dollar stays in a bull market, the food crisis lingers, and Chinese
consumers stay downbeat about house price appreciation.

Source: Robeco, Bloomberg
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Lessons from chips and ships: Part | — Chips

In the early days, when people still talked about transitory inflation, post-Covid
supply chain disruptions appeared in many parts of the economy but were
particularly prevalent in the semiconductor and shipping industries. In both
cases, markets had consolidated, the number of players had dwindled, and
supply discipline became the new norm. When Covid hit and central banks
decided to print truckloads of money, demand for goods and gadgets picked up
unexpectedly fast. Prices shot higher and long lead times became the norm. Now

that most of us are talking about the persistence of inflation and a potential wage

-price spiral, benign news for inflation comes from these early cyclical sectors.

Semiconductor prices started to fall a year ago and have accelerated downwards
recently, confirming the likelihood of a recession. The tone from chip producers
has changed dramatically, as they see rising inventories and have no visibility of
demand. Because chip buyers only had a handful of players to turn to, they
double ordered even more severely than they did in previous cycles. What was

expected to be only a shallow downturn thanks to supply tightness is now turning

into a fairly normal ‘hog cycle’. NAND prices are below what they were pre-Covid,
and DRAM prices are back to the levels of late 2019.

The semiconductor cycle: good news for inflation ahead
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Source: InSpectrum Tech, Bloomberg, Robeco

What will be different in this cycle is that corporate profitability and operating margins can stay much higher. In an industry that is used to deflation, flat
pricing combined with 15-20% annual demand growth and steady growth in productivity is a powerful combination for shareholders. Though forward
earnings estimates have already been cut in half or even more, this time around, in the absence of the usual supply glut, we will not see losses in the
industry! Book multiples for the ‘big three’ (Samsung, Hynix and Micron) are close to historical trough levels, while the industry has become a lot
healthier. If we can use engagement to convince these companies to do a better job and ‘share the wealth’ (yes, that’s a challenge, especially in South
Korea), this should be a good time to consider investments in this cyclical sector on the eve of a recession.

3 All market data to 30 September unless mentioned otherwise
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Part 2 — Ships
Container rates are falling back to earth

Similarly, the shipping industry no longer contributes to inflation: container rates have
fallen dramatically over the past 12 months. Rates from China to Europe peaked at USD
15,000 per 40ft container and have now come down to about USD 6,000. However,

(USD per 40 ft container) this remains a lot higher than the sub-USD 2,000 levels seen prior to Covid. This is a
17000 7 ~ changhai Rotterdam result of the consolidation into three main alliances over the past 20 years. Prices of
15000 |~ Hona Kong - os Angekes the main listed shippers thus still trade well above their 2019 levels. Here, investors do

13000 get paid, with dividend yields easily at 20-30% though that will not be sustainable.

Shippers’ profits used to disappear in down cycles, and now they will remain profitable,
with healthy free cash flows
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analysts do not trust the relatively resilient bottom-up numbers for these deeply
cyclical sectors. However, we must be aware that the supply-demand dynamic has
changed for good. Yes, prices will fall as recession hits demand, but earnings and
dividends will not disappear. Companies still have the pricing power to shield
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and UK have already announced such a windfall tax.

What does this matter to a (multi-asset) investor? Demand destruction will lead to lower prices. Falling prices of chips and containers will bring
some relief for goods buyers. Shipping stuff from China to the West had in many cases become prohibitively expensive and getting computer chips
to power your electric vehicle had become virtually impossible. Supply chains are definitely normalizing and lead times will fall. So, those that still
have the money can buy what they want again. Lower goods inflation lies ahead but we are unlikely to go back to the days of goods deflation.
Deeply cyclical sectors can maintain better profitability than in previous downturns thanks to consolidation and supply discipline. Multiples for chip
and ship stocks now suggest they trade at 10x bottom of the cycle earnings (2023 or 2024). Once the economy recovers, these stocks can be
massive cash flow machines. Cyclical equities have less to fall than many people think given the pricing power for chips and ships.

All market data to 30 September unless mentioned otherwise

ROR=CO
4




Economy (l)

Leading manufacturing indicators broadly contracted in September, with the
Eurozone now signaling contraction in manufacturing activity for the third
consecutive month, according to S&P Global PMI data. In Germany, the six-
month outlook sentiment among producers in the IFO index is extremely
downbeat and is approaching the lows observed during the peak in the
Global Financial Crisis. The overall OECD composite leading indicator is
already at its lowest level since the GFC.

Energy security is the main focus for Europe. Spot gas prices have declined
strongly in recent months from a peak of EUR 640 to EUR 240, and rationing
in the German manufacturing heartland might be averted, as gas storage
facilities were near capacity at 91% on 23 September. A harsh winter would
however still impact industrial activity. The EU’s guidelines to cut gas usage by
15%, the risk of sabotage of energy infrastructure, and France’s low nuclear
output due to half of its power plants being offline under maintenance are
other obstacles to a rebound in industrial activity.

In the UK, the proposed mini-budget by the new government severely
backfired, with the Bank of England stepping in to prevent financial instability
by buying long-dated bonds. Eurozone countries have increased their fiscal
support to mitigate the impact of the energy crisis, with packages worth up to
1-5% of GDP. Germany announced a ‘protective shield’ for consumers and
corporates worth EUR 200 billion to mitigate rising energy prices.
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Inflation surprises are turning downwards again

Citi Inflation Surprise Index
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Economy (Il)

Unlike the UK, Germany said it will reinstitute the constitutional debt brake
and will not pursue fiscal expansion. Is a recession inching closer?

In the US, composite leading manufacturing indicators are still positive, with
the underlying new orders index in the US moving into expansionary territory Recession Probability 1Yr Forecast

after contracting during summer. The Atlanta GDP nowcast for Q3 is showing 100,00

a + 0.3% seasonally adjusted annual growth rate, which would signal that the :t’jrf;e) e
US shrugs off the technical recession of the first half in 2022. Gasoline prices —Germany (77.5)
have come down after a summer peak. However, housing affordability is 80,00 :Jiiiio()go)
worsening on the back of 30-year mortgage rates surging well above 5%. The China (20)
overall rise in real yields and lower savings levels are also inhibiting consumer 60,00

spending.

China is still battling a real estate and health crisis, but signs of a trough in 40,00 :|

activity are firming. Chengdu came out of lockdown by mid-September. Broad

money growth in China increased in Q2, and infrastructure expenditures and ooo 11

retail sales surprised to the upside. However, the slump in the housing market ’ L S |

(20% of overall activity) and Covid lockdowns remain a major drag on
consumers’ willingness and ability to spend any excess cash.

Source: Bloomberg, Deutsche bank & Robeco
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Economy (llI

The real Fed policy rate is still negative; further tightening is underway,
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Central banks in developed economies are still in full combat mode when
it comes to inflation by initiating jumbo rate hikes. The Fed tightened
policy rates by another 75 bps, and the ECB followed with an unexpected
75 bps hike as well. Markets now expect another 75 bps hike by the ECB
in October and expect the Fed to end the cycle in the first half of 2023 at
a Fed funds rate of 4.5%. Moreover, market participants expect the Fed to
stay at 4.5% well into Q3 2023. Even the Bank of Japan has been vocal
about unwanted further depreciation of the yen for the first time since
1998, though it does not yet signal a change in monetary policy.

Looking ahead, macroeconomic momentum in the US will likely decelerate
over the near term, as the impact of the more significant Fed tightening cycle
becomes more visible towards the year end. Housing affordability has already
worsened after 30-year mortgage rates surged to 6.3%. Household excess
savings have been depleted, mirrored by a double digit increase in revolving
credit in the year to date. With the quits rate declining, wage growth seems
to have leveled off in recent months. In China, the renomination of President
Xi for a third term in the October Party Congress could likely lead to a gradual
easing of the zero Covid policy moving towards the legislative National
People’s Congress in March 2023.
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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 (AIFs) (“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
US, 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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