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INTRODUCTION

Letter to investors — Investment climate

e The geopolitical crisis is disrupting economic forecasts and risk assessments

e Ballooning inflation seems inevitable and poses a major threat to global growth

e Central banks are not keeping inflation under control, which could lead to a “hard landing

e Yield curve adjustments are already contributing to monetary tightening

¢ Bond and equity markets fall together in this more uncertain environment

e Real assetfs benefit from the inflationary environment and outperform

Widespread profit-taking and falling price in January across all asset
classes. The investment climate deteriorated rapidly, with investors
finally becoming concemed about the shift in monetary policy in the
United Stafes and the resulting risks for financial markets. Ten-year yields
in all countries trended upward, driven by US Treasury yields, which
approached 1.9%, causing global bond indices fo lose about -2%.
Equity markets slid by -53% (MSCI World Index), followed by
international real estate (-5%), while private equity suffered a -5.9%
decline. Only commodities managed to post a positive return (+11.6%)
thanks to a further increase in crude oil of +18.4%. On 26 January, the
Federal Reserve confirmed its intention to raise key ratfes starting in
March and fo start reducing its balance sheet. The month of January
thus ended with a notable change in risk perceptions and a possible
reversal of the stock market trend.

Geopolitical tensions then completely disrupted the investment climate
at the end of February, halting the stock market recovery that had
begun on 24 January. The geopolitical situation in Europe became
very tense in the last few days of the month, reminiscent of the darkest
hours of the Cold War and leading to fears of an uncontrollable
escalation of the crisis in Ukraine, which could seriously call into
question the geopolitical equilibrium built up since the fall of the USSR.
The declaration of hostilities in Ukraine on 24 February quickly triggered
a series of political and economic measures by Europe that had never
been seen before, in a peaceful attempt to restrain the Russian
president. The unity of the European countries and NATO has resulted
in a series of sanctions aimed at putting pressure on Russia to find a
diplomatic solution to the crisis, but foday, the threat remains not only
serious in military terms, with the possible use by Russia in Ukraine of
weapons never before used in Europe, with devastating effects, but it is
also growing in economic ferms. An interruption of Russian gas and
crude oil supply would pose significant problems for electricity
production in Europe and cause a sharp rise in energy prices. Such a
shock would undoubtedly have international repercussions and
inflationary effects on fop of existing tensions. In the long term, there is
now a risk of economic slowdown accompanied by more sustained
inflation and a growing risk of stagflation. These risks of major disruptions
in the supply of raw materials have impacted the prices of energy
(natural gas +21.4%, Brent +6.75%), agricultural products (cotton
+10.25%) and metals (nickel +29.59%). In a few weeks, these new
uncertainties caused very significant increases in the prices of
commodity indices (+9.63%) and raised major concerns about the
evolution of inflation.

While inflation measures were dlready reaching historical records
(> +7.5%/year), the risks of disruption in gas, oil and other commodity
supplies reinforced inflationary expectations. The economic sanctions
imposed on Russia could indeed be followed by reactions with severe
inflationary consequences beyond Europe. The last five weeks have
also been marked by hopes for diplomatic progress and
disappointments that have increased the volatility of financial markets,
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sometimes causing rapid and temporary reversals. At the end of the
month, the announcement of the release of crude oil from US strategic
reserves came just at the right time, as on the same day Russia was
demanding payment in roubles for gas purchases in order to maintain
deliveries to its customers. Europe does nof seem to want fo comply
with these demands and is therefore preparing to suffer the possible
consequences.

A new global paradigm for inflation and growth prospects is now
emerging, which may well be called “stagflation”. European
households have not yet fully felt the effects of this crisis on their
purchasing power, but when they do, the negative impact on
consumption could well cause an economic downfurn in some
countries in Q2. The interest rate markets reacted to this increase in
inflationary risks by causing the yield curve in USD to begin to reverse.
Ten-year yields swiftly rose above the 2.5% level and could soon reach
3%. Equity markets are not yet concerned and are stabilising above
the lows of the February correction.

Geopolitics has already significantly disrupted the outlook for global
growth in Q1 2022 and is moreover posing major new risks for the
coming months and for the year as a whole. The risks of stagflation are
real, as the fall in household purchasing power following the sharp rise
in transport and heating costs is already very noticeable. The US Fed is
certainly taking the measure of the current situation, but it could well
adopt a more dogmatic policy of fighting inflation in 2022 after having
largely underestimated the frends already in place in 2021. The upward
adjustment of yield curves in most countries is appropriate in this
context, but it also leads to a tightening of monetary conditions that
will accentuate the economic downturn.

The Russian invasion will have major and lasting consequences,
causing a global reorganisation of energy production, fransport and
distribution networks that will further disrupt value chains. In such an
environment, real assefs such as commodities and real estate tend to
outperform bond and equity markets.

Alain Freymond
Partner & CIO
BBGI Group
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BIG PICTURE

Main convictions

e Geopolitics permanently disrupts global value chains

¢ Inflation is becoming the main problem for the global economy

e Central banks lack solutions to stagflation risks
e Fixed income markets are flaring up as prices soar

e Real assets are more resilient in times of inflation

Geopolitics permanently disrupts global value chains

Gone is the optimism of the beginning of the year, as the war in
Ukraine is reshuffling the geopolitical deck and will permanently upset
the existing political and economic balance. The solid growth
prospects of the beginning of the year, which suggested a
synchronised global recovery of +5% to +6%, have been completely
upended by the intemational implications of the Russian invasion of
Ukraine. Global growth seemed well underway at the beginning of the
year before inflationary pressures linked to synchronised demand for
raw materials began to threaten consumer purchasing power. The
geopolitical crisis with Russia that began in February quickly had a
significant impact on world commodity prices. The rise in the prices of
energy, industrial metals and certain agricultural products testifies to
the deep concemn of investors in relation to the supply of gas, oil,
uranium and other Russian raw materials o Europe in particular. The
sanctions adopted by Europe and the United States in particular
against Russia will have lasting consequences on bilateral trade.
Europe’s dependence on Russian gas suddenly comes as a surprise
and an unbearable fact. A united Europe has rapidly adopted a firm
stance towards Russia, which will lead it to significantly increase its
military budget expenditure and its investments in altemative and
conventional energy infrastructure. The global reorganisation of energy
production, transport and distribution networks will further disrupt value
chains and reinforce the price increase mechanisms that are already
largely at play.

Inflation is becoming the main problem for the global economy

The post-Covid global economic recovery had already had a
significant impact on the resurgence of inflation in 2021. Now, the
necessary reorganisation of raw material supply sources has become a
key factor for Europe and the US, which have already taken important
steps in completely cutting off their purchases of Russian oil before
probably deciding to extend this measure to gas. Replacing Russian
energy with other suppliers and other means of electricity generation
will obviously be difficult to implement, but above all this reorganisation
of supply will come at a significant additional cost with what we
believe will be lasting effects on inflation. Inflation, which was already
at historic levels in the US, Europe and Switzerland, for example, before
the Russian invasion, is expected to rise further. The world economy will
have to adjust to higher commodity prices, which will be bolstered by
increased competition between stafes and companies to secure
essential sources of supply. The temporary competition between
producers to obtain supplies of raw materials, semi-finished products or
semi-conductors, among others, at the same time, seemed to be the
main factor driving up prices already in 2021, and these tensions will
strengthen even more in 2022, especially since, among the world's
main oil suppliers, OPEC does not seem ready to activate its excess
production capacity for the time being to contain the rise in prices.
The rise in energy prices is already having a major impact on
production and import costs. At the corporate level, the increase in the
cost of manufacturing is a major source of concemn in terms of
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competitiveness. Sales prices are logically expected to adjust, at least
in part, to defend margins. On the consumer side, inflation has already
been biting hard into purchasing power since 2021. This frend is likely to
continue despite wage increases that may occur in some sectors.
However, recent and future inflation developments do not suggest any
prospects other than a very significant destruction of households’
capacity to consume. On both the supply and demand side, inflation is
therefore now a major problem posing considerable risks to future
global economic growth.

Central banks lack solutions to stagflation risks

This inflationary surge, which was already visible in 2021, did not initially
worry central bankers too much. At the beginning of the year, they sill
considered that these pressures were the result of temporary frictions in
supply chains caused by the recovery of the world economy after the
pandemic. They are now realising the real importance of the
phenomenon, even though the effects of the inflationary geopolitical
developments are only beginning to materialise in the price indices
(PPI, CPI). We mentioned the major new challenge facing central
banks in 2022, when we pointed outf that it would be particularly
difficult for them to normalise their monetary policies, affer injecting
several frillion dollars of liquidity, without risking derailing the growth
train. The post-Covid dilemma, in a new world order disrupted by the
reshuffling of the energy cards, will be to try to control inflation without
pushing the global economy into recession. By switching from one
posture or rather from one dogma to another, central banks run the risk
of provoking a “hard landing” from which they could then find it hard
to bounce back. Indeed, throughout 2021, central bank dogma was to
consider inflation a temporary phenomenon that did not require a
change of posture. Aftfer months of forcefully defending this view, the
US Federal Reserve now wants to demonstrate at all costs that it is
acting to try to keep ballooning inflation under control. Within a few
weeks, the three vectors of monetary policy have been activated.
It stopped its liquidity injections and raised its key rates in March and
announced a faster than expected reduction of its balance sheet.
But the main threat to the economy today is stagflation caused by a
commodity price shock and a fall in household purchasing power and
consumption. Central banks may well lack the means to gef round this
predicament.

Fixed income markets are flaring up as prices soar

The end of the Fed'’s liquidity injections coincided with the resumption
of the upward frend in US rates in Q1 2022. Inflation measures that were
already particularly worrying at the end of last year also contributed to
the consideration of existing imbalances between bond supply and
demand at the beginning of the year. The increase in 10-year US
Treasury rates from 1.5% to 2% between 1 January and 15 February
occurred against a backdrop of reduced monthly Fed injections of
around 100 billion per month and continued inflationary pressures with
a +0.6% rise in the January CPI, pushing year-on-year inflation up from
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+7% 1o +7.5%. Russia's invasion of Ukraine on 24 February was not
immediately perceived as inflationary, but a few days later, rising gas and
oil prices clearly rang investors’ bell. The surge in energy prices thus quickly
fired up bond markets and yield curves in virtually all currencies. After an
initial yield curve adjustment shock of about 50 basis points, March
logically saw a further adjustment to fake info account bond price
developments and the forthcoming impact on the various national
inflation measures.

These adjustments, which we predicted at the beginning of the year, are
however taking most economists and central banks by surprise, as the
latter are finally admitting to having underestimated inflation and
announcing a belated and probably inappropriate tightening of their
monetary policies. The dollar bond market will therefore have fo adjust in
2022 to the disappearance of the usual monthly injections since June 2020,
corresponding fo USD 1,800 billion, or about USD 100 billion per month, to a
reduction in the Fed’s balance sheet, to several key rafe hikes and fo
inflation that is still not under control. Moreover, this rise in rates also comes
at a time when governments’ financing needs are rising ever higher, on
the one hand to meet their post-Covid economic recovery commitments
and on the other hand to secure energy supplies and strengthen military
budgets. The larger budget deficits will therefore have to be financed by
debt, which will confinue fo grow in 2022. The supply of bonds will
necessarily increase in the context described above, but the demand for
bond investments in the yield adjustment phase is instead expected to
decrease significantly. We predicted that the interruption of the purchase
programmes would influence the equilibrium level of interest rates, firstly by
reducing demand, but mostly by removing the “put” or guarantee against
the rise in rates theoretically required in a market “freed” from the bias
produced by the central banks. This rational adjustment of yield curves is
now underway. After a significant rise in government bond yields, risk
premiums are also likely to increase in the investment grade and high yield
segments in the coming months.

Real assets are more resilient in times of inflation

The last few months have been particularly difficult for the bond and
equity markets, both of which have fallen by an average of -6%.
The uncertain economic and geopolitical environment is not conducive to
risk-taking at a time when inflation is pushing up rates and pushing central
banks into action. Falling purchasing power threatens consumption and
growth, leading to fears of a stagflation scenario for most financial assets in
the coming months. Bond markets may still suffer from the adjustments
required by inflationary developments, while equity markets have to
infegrate the risks of margin confraction, declining sales, and profit
reduction in a context of likely confraction in valuation measures and
price/earnings ratios. Rising yields and falling liquidity are also unfavourable
for equity markets. In times of inflation, these two main asset classes
generally react negatively to interest rate pressures, while real estate and
commodities benefit and are seen as a hedge against the loss of value
due fo inflation. A broad diversification of allocations in these two asset
classes is appropriate in the current inflationary environment.

Graph sources: Bloomberg/BearBull Group
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Global Outlook

¢ Significant deterioration in the economic outlook for 2022

e Sharp slowdown expected in the US in H1

e European GDP growth likely fo disappoint again

e Geopolitical crisis in Europe also threatens Switzerland

e Increasing risks of contraction in Japanese GDP

Significant deterioration in the economic outlook for 2022

The intensification of the conflict in Ukraine and the increase in tensions
between Russia and Europe are rekindling many uncertainties and risks
of the conflict getting out of hand and spreading. Consequently, the
rise in energy and commodity prices seen in recent weeks could well
prove to be long-lasting. A global supply shock and a major
destabilisation of the world’s commodity markets is now a credible
possibility that should be considered aft its true level of probability.

The effects in 2022 of such a shock would be particularly damaging, as
inflation is already at its highest level in 40 years in the US (+7.5%) and
since October 2008 in Switzerland (+2.2%). The growth outlook for the
coming months must therefore be revised because of the significant
risks of a decline in household purchasing power. The downturn in
private consumption would then materialise at the same time as the
contraction in public spending to support the economy in connection
with the health crisis.

The normalisation of central banks' monetary policies, and in particular
that of the US Federal Reserve, is thus taking place in this challenging
context and could significantly increase the already high risks of a
slowdown, or even a “hard landing”, of the world economy.
Stagflation is already looming, which could be more difficult for central
banks to manage if the world economy were to enter a recession.

Sharp slowdown expected in Q1 2022

The quarter that just ended is logically expected be less flamboyant,
with growth reduced from +6.9% to just +1.5% on an annual basis.
The first few weeks seem fo have been particularly difficult, though this
was followed by a significant recovery.

The contribution of inventories may well offset itself at least in part this
quarter and perhaps even turn negative as consumers have been
cautious in the face of soaring inflation and energy prices.

Quarterly GDP
37 —UK ——Eurozone
27 —— Germany ——China
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17 ——Japan

Wage growth was no match for the increased uncertainty associated
with the outbreak of the geopolitical crisis in Eastern Europe and its
consequences for commodity prices and availability. The decline of
the Covid factor was thus immediately replaced by new an
significant uncertainty directly affecting household purchasing power
and confidence in the economic outlook. Consumer spending
certainly grew very weakly in Q1. Inflation-adjusted spending, which
had advanced by +3.9% at the start of the period, ended with a
weaker result of +3% over three months.

Inflation-adjusted consumption in February fell by -0.4%, suggesting that
one of the strongest impacts of rising prices in decades is weighing on
private demand. The PCE (personal consumption expenditure) index
used by the Federal Reserve o measure inflation rose by +0.6% over
the month and by +6.4% over the year.

Overall, US growth may barely exceed +1.5% in Q1 2022.

Consumer spending will be further constrained in the coming months
by the likely acceleration of inflation in the US. The geopoalitical crisis in
Europe poses major challenges to global commodity production and
distribution networks, which will also affect US households.

Leading indicators already suggest the beginning of an economic
slowdown affecting both consumption and manufacturing. The US
economy is thus threatened by external factors in connection with the
risks of a sharp slowdown in Europe and in China, which is once again
facing pandemic problems with new lockdowns of cities that are
important for its economy and exports.

An economic slowdown in the US, lowering the growth outlook to
+1.5% / +2.5% for 2022 in an inflationary context of around +8%, would
then send the US economy info stagflation, a particularly difficult
environment for the Fed, which will have no simple answer to this new
problem.

Manufacturing PMI
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