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Ermployers added 223,000 jobs in December, signaling a healthy job market Payroll growth decelerated in December but was still better than
expected, a sign that the labor market remains strong even as the Federal Reserve tries to slow econromic growth. Nonfarm payrolls increased by
223,000 for the month, above the Dow Jones estimate for 200,000, while the unemployment rate fell to 3.5%, 0.2 percentage point below the

expectation. The job growth marked a small decrease from the 256,000 gain in November, which was revised down 7,000 from the initial estimate.

Monthly job creation in the U.S.
January through December 2022
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Wage growth was less than expected in an indication that inflation pressures could be weakening. Avérage hourly earnings rose 0.3% for the
month and increased 4.6% from a year ago. The respective estimates were for growth of 0.4% and 5%. By sector, leisure and hbspitality led with
67,000 added jobs, followed by health care (55,000), construction (28,000) and social assistance (20,000). Stock market futures raltied following
the release as investors look for signs that the jobs picture is cooling and taking inflation lower as well.

“From the market’s perspective, the main thing they’re responding to is the softer average hourly earnings number,” said Drew Matus, chief
market strategist at MetLife Investment Management. “People are turning this into a one-trick pony, and that one trick is whether this is inflationary
ornot inflationary. The unemployment rate doesn’t matter much if average hourly earnings continue to soften.”

The relative strength in job growth comes despite repeated efforts by the Fed to slow the economy, the labor market in particular. The central
bank raised its benchmark interest rate seven times in 2022 for a total of 4.25 percentage points, with more increases likely on the way. Primarily,
the Fed is looking to bridge a gap between demand and supply. As of November, there were about 1.7 job openings for every available worker,
an imbalance that has held steady despite the Fed’s rate hikes. The strong demand has pushed wages higher, though they mostly haven’t kept up
with inflation. December’s wage data, though, could provide some encouragement that the Fed’s efforts are impacting demand.

“There’s some indication that things are moving in the right direction. We’re seeing the impact of the blunt tools of monetary policy take
effect,” said Mike Loewengart, head of model portfolio construction for Morgan Stanley’s Global Investment Office. “1 don’t think this is going

to sway the Fed from a few additional raises going forward, but it no doubt is encouraging to see a moderation in wages.”

Year-over-year change in average hourly earnings for ali employees on
private, nonfarm payrolls in the U.S.
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The drop in the unemployment rate came as the labor force participation rate edged higher to 62.3%, still a full percentage point below

where it was in February 2020, the month before the Covid-19 pandemic hit. A more encompassing measure of unemployment that takes into

1 Jeff Cox, “Nonfarm payrolls rose 223,000 in December, as strong jobs market tops expectations.” CNBC, January 6, 2023. .
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account discouraged workers and those holding part-time jobs for economic reasons also declined, falling to 6.5%, its lowest-ever reading in a
data set that goes back to 1994. The headline unemployment rate is tied for the lowest since 1969. The household count of employment, used to
calculate the unemployment rate, showed a huge gain for the month, rising 717,000. Economists have been watching the household survey, which
has generally been lagging the establishment count.

‘The U.S. heads into 2023 with most economists expecting at least a shallow recession, the result of Fed policy tightening aimed at tamping
down inflation still running near its highest level since the early 1980s. However, the economy closed 2022 on a strong note, with GDP growth
tracking at a 3.8% rate, according to the Atlanta Fed.

Fed officials at their last meeting noted that they are encouraged by the latest inflation readings but will need to see continued progress before
they are convinced that inflation is coming down and they can ease up on rate hikes. As things stand, markets are largely expecting the Fed to

increase rates another quarter-percentage point at its next meeting, which concludes Feb. 1.
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Qur 2023 China outlook s a story of two halves with slow growth in the first half followed by a more pronounced rebound in the second
half as the economy reopens (Exhibit 17). We expect weak growth in Q4 and Q1 as the Zero Covid Policy (ZCP} likely stays in place during the

winter. In fact, the recent sharp rise in cases led us to have a significantly below-consensus Q4 estimate of 1.2% annualized.

Exhibit 17: Weak Growth Through H1; Rebound in H2
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Although the leadership has clearly signaled that it aims to exit ZCP, we do not expect actual reopening to start until April. The basic reason
for this is that medical and communication preparations will take time. Less than 70% of the 60+ age group in Mainland China are triple-vaccinated
(Exhibit 18), and data from Hong Kong show that the unvaccinated elderly remain at serious risk of severe outcomes. As a result, China will need

to significantly ramp up its vaccination pace from the current 100k/day before reopening can safely begin.

Exhibit 18: China Will Need to Ramp Up Vaccinations Befora Reopening Can Safely Begin
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Sourcer NHT. Wing, Go of Horg Kong, Sokdman Sachs Globat Investment Research

Despite our April reopening baseline, we forecast Q2 growth of just 2% annualized on our assumption that reopening mitially triggers an
increase in infections that keeps caution high. Weak growth in East Asian economies such as South Korea, Taiwan, and Hong Kong during the
first quarter of exiting ZCP also supports our soft Q2 forecast. In contrast, we look for a meaningful reopening growth boost in H2, which will
likely extend into 2024. As ZCP is currently still subtracting about 4-5% from the Jevel of GDP, we sec substantial rcom for a cyclical rebound as
immunity levels rise and most households learn to live with the virus. Although clearly above consensus, our Q3 and Q4 forecasts of 10% and
6% annualized are not spectacular relative to other international reopening experiences. This is because we expect a continued drag from Covid
caution as well as other headwinds, some cyclical and some more structural. On the cyclical side, fiscal policy is set to tighten if the domestic
economy rebounds, and China’s pandemic-related export boom should fade as global demand for tech, housing, and Covid-related products slows
further. On the structoral side, we see the contraction of the property sector and US chip export restrictions as multi-year drags. We estimate that
the ongoing slide of the property sector will subtract around -1%pp from growth next year as it continues to delever and face demographic
headwinds.

We recently also estimated that the new US restrictions on exports of advanced chips (and the equipment and software to produce them) to
China will subtract about Ypp from China growth next year and 1.7% from the 2026 level of GDP, assuming US policymakers are serious about
implementation. This reflects reduced production in China of both chips and goods using advanced chips, such as smartphones and computers.
The relatively muted rebound in aggregate demand—coupled with the relatively limited rise in inflation during reopening in other Asian
economies—also drives our benign forecast for 2023 inflation and monetary policy. Specifically, we expect core CPI to pick up only slightly from
0.7% to 1.2% next year, and the policy rate to stay flat at just 2%. Although we do see a sharper reopening boost in 202312 and 2024H]1 than
other forecasters, our long-run China views remain structurally below consensus. We estimate that much of the slowdown in actual China growth
in recent years corresponds to a slowdown in potential growth to only 4.2% in 2023. We estimate that trend growth will slow further to just above

3% over the next decade on weakness in both demographics and productivity, and the long slide in the property market.
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It’s a weird time to be a foreign-exchange trader. In the first 10 montﬁs of the year, the U.S. Dollar Index (ticker: DXY), which tracks the
greenback’s moves against a basket of currencies, racked up a 16% gain, its best rally since 1985. The Federal Reserve raised interest rates by
nearly 4 percentage points as it tackled the highest inflation since the early 1980s, lifting yields on Treasury debt.

Other countries raised rates too, but those in the U.S. rose faster, giving investors reason to buy the buck to take advantage of the higher
yields. Russia’s invasion of Ukraine and the surge in energy prices it unleashed added to the dollar’s appeal as a haven currency.

November, though, had a different story to tell. The dollar dropped 4.94% through late Wednesday afternoon, as data indicating that inflation
is moderating raised hope that the Fed might slow down in raising interest rates. The dollar index’s decline was the worst since September 2010,
when it fell 5.39%.

Investors are likely questioning if the dollar has reached its peak and is heading lower, which would be welcome news for U.S. multinationals
whose earnings on sales made overseas have been crimped by the currency’s strength. The answer is nuanced: The dollar has room to go higher,
but it isn’t likely to hold whatever gains it makes, according to economists and currency strategists at UBS , BofA and others. “We do see some
possibility of the dollar regaining ground in the near term,” said Brian Rose, senior economist at UBS.

Rose’s reasoning hinges on falling oil prices: Futures on West Texas Intermediate crude oil, which peaked in March at $123.70, had dropped
to _$80‘.55 as of the close on Tuesday. Prices may bounce back, according to Rose, who reminded investors that Europe is still debating price limits
for Russian oil exports. A rebound in oif would “hurt the market” and send investors away from riskier investments and back into the dollar, the
economist said. _

BofA strategists led by David Hauner said in a recent research note that the firm sees room for the dollar to gain in the first quarter of 2023
before hitting its peak. That is because the global economy is still at risk of stagflation—a combination of slow growth and high inflation—forcing
central banks worldwide to respond by raising interest rates.

The dollar would get a lift to the extent that the Fed raises rates more than other central banks. The consensus view is that the Fed will raise
rates more slowly at its Dec. 13-14 policy meeting, with a half percentage-point move compared with 0.75-point increases at the past four meetings,
but some other central banks have also slowed the pace at which they are tightening.

In any case, it likely will be hard to convince market participants that calm will soon return to the markets and on the geopolitical front.
There is “a wide range of risks that could keep investors defensive, which would support the dollar,” said Edward Moya, senior market analyst at
broker OANDA. |

While near-term uncertainty will help the doliar, there is a wide understanding that the currency will weaken at some point in 2023. Hauner
bets on a peak after the first quartef, in part because he sees a case for China shifting away from the zero-Covid 19 policy that has tripped up its
economy. That should ease the supply-chain problems that are hurting companies, improving sentiment about the global economy and reducing
the need to hold dollars as a haven currency. .

Vanguard’s global head of rates Roger Hallam agrees. Along with the China factor, he sees the gap between how aggreséive the Fed and
other central banks have been in raising rates is likely to diminish, weakening the currency in 2023. “You are probably past the peak in policy

divergence,” he told Barron’s.

2 Karishma Vanjani, “The dollar had its worst month in 12 years. What happens next.” Barron s, December 1, 2022. EJ %? @
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At the end of the day, “it’s inevitable that the dollar will give up its gains,” Rose said, calling the currency overvalued. “It’s hard to stay at

this kind of level.” Still, expect some near-term volatility.
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The Federal Reserve’s assets peaked most recently at $8.92 trillion on March 30, 2022. As of Jun. 2, 2022, they included $8.5 trillion in
securities held outright. U.S. Treasury securities, mostly notes and bonds, accounted for $5.77 trillion of the total. The Fed also held mortgage-
{ backed securities (MBS) worth $2.71 trillion. The Fed added assets worth approximately $2.8 trillion in the aftermath of the 2007-2008 financial
crisis. ‘

The COVID-19 pandemic and the resulting financial panic impaired credit markets to such an extent that the Fed was forced to buy more than
$100 billion in securities on a daily basis during the worst days in March 2020. The Fed eventually settled on a pace of $120 billion in monthly
purchases, comprising $80 billion in Treasury debt and $40 billion in MBS. It increased its balance sheet by a total of $4.6 trillion in two years
through March 2022.

The Fed began reducing the pace of its securities purchases in November 2021 and brought them to a close in March 2022. In May 2022 the
Fed’s Federal Open Market Committee (FOMC) said the Fed would reduce its holdings by $30 billion in Treasury securities and $17.5 billion in
agency debt and agency MBS monthly starting in June, and by $60 billion in Treasury securities and $35 billion in agency debt and MBS monthly
from September 2022. That faster rate of balance sheet reduction would put the Fed on pace to shrink its assets by $1.14 trillion annually. The
FOMC said balance sheet reduction would continue until the point, otherwise unspecified, at which the balance sheet is just large enough to
efficiently implement monetary policy, primarily by continuing to target the federal funds rate.

In a previous statement on the principles of balance sheet reduction, issued in January 2022, the FOMC said the fed funds rate remains its
primary monetary policy tool, and said it planned to reduce its balance sheet primarily by adjusting the amounts reinvested from maturing
securities. That means the Fed plans to continue buying Treasury debt and MBS, just not as fast as the securities it now holds mature and are
redeemed. The FOMC also said it plans to hold primarily Treasury securities in the long run, “thereby minimizing the effect of Federal Reserve
holdings on the allocation of credit across sectors of the economy.” The statement implied the Fed plans to eliminate its holdings of MBS over
time. The Fed’s MBS purchases starting in 2020 helped to drive down mortgage rates, boosting housing demand, even as materials shortages and

other market inefficiencies constrained supply.
Fed plans have changed to accommodate a change in economic circumstances previously, notably when efforts to shrink the Fed’s balance

3 Aaron Hankin, “Understanding the Fed’s balance sheet.” Investopedia, November 30, 2022. ‘k
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sheet starting in 2017 foundered amid the COVID-19 pandemic. The FOMC statements on balance sheet reductions in January and May 2022
noted details of the plan were subject to change based on economic and financial developments.

The Fed’s assets consist largely of debt securities, and like any bond portfolio it forces its managers to make choices as debt matures and the
duration of holdings declines over time. The Fed can reinvest all procéeds from maturing securities, or it can reinvest only a portion of the proceeds,
as it chose to start doing in June 2022, in order to reduce the balance sheet gradually. Fed assets would decline even faster if it chose not to reinvest
any of the proceeds from matured securities, a tactic known as portfolio runoff. Finally, if the Fed wanted to reduce the size of its balance sheet
more rapidly than portfolio runoff would permit, it could sell some of its securities. The Fed has an interest in ensuring its balance sheet reduction
doesn’t reverse the economic gains secured by the balance sheet’s prior expansion. Partial reinvestment ensures the Fed remains a buyer of
securities, while portfolio runoff doesn’t add to their supply. Selling securities before they mature runs a greater risk of a significant increase in
yields, the opposite of the effect of the Fed’s asset purchases. Whether sales are required to reduce the balance sheet depends on the desired
reduction pace relative to the maturity schedule of the holdings. The Fed’s asset purchases before the COVID-19 pandemic were mostly of long-
term debt. After COVID-19 it bought securities of various durations, giving itself more flexibility to reduce those holdings through runoff.

When the Fed buys debt securities, the buying drives up their price, thereby lowering the yield. When the Fed buys Treasury securities, the
reduced yield produces debt interest savings for the U.S. government. In contrast, when the Fed buys MBS, the fesuiting interest savings are
eventually passed on to home buyers in the form of lower mortgage rates. Home buying, in turn, stimulates purchases of appliances and furniture,
and supports a large home building industry. As a result, reduced MBS yields stimulate the economy more directly than reduced Treasury yields.
The smaller size of the MBS market relative to that for Treasury debt also means the Fed can move yields more dramatically per dollar spent.
Reductions in the Fed’s MBS holdings will directly affect mortgage rates, and through them the housing market and the broader economy. The
FOMC’s January 2022 reference to limiting long-term holdings to Treasuries so as not to affect the allocation of credit across sectors of the
economy strongly suggests that’s exactly the effect Fed policymakers attribute to the Fed’s MBS purchases.

The unavoidable implication is that at least some at the Fed feel it contributed to an overheated housing market in 2021-2022. If the Fed moves
from capping reinvestment in MBS to outright selling, the housing market is likely to feel the effect in the form of even higher mortgage rates.

The shrinking of the Fed’s balance sheet should be viewed as a victory, since only improvement in the economy’s prospects is likely to bring
it about. Because the Fed controls the U.S. currency, its balance sheet is practically limited only by the availability of assets and the Fed’s
preference for not usurping markets’ role in setting securities prices and allocating economic resources. By shrinking the balance sheet, the Fed
runs the risk of reversing some of the benefits accrued by its expansion. But if the economy is truly on the mend, it’s likely to weather gradual
change in the Fed’s securities porifolio.
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Emerging market equities had another very challenging year and disappointed investors’ expectations for this promising high growth asset
class. By the end of October, the MSCI Emerging Markets Index had lost 29% in 2022, underperforming developed market equities by 10%.

Emerging markets were hit by multiple headwinds, including a sharply slowing global economy, escalating political risks, China’s zero-

AREG

Covid policy and the fastest Federai Reserve (Fed) tightening cycle in more than three decades.
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Due to the sharp drop in share prices, equity valuations have fallen across the board. As a result, emerging market equities now look

increasingly attractive from a valuation perspective. Our proprietary valuation composite for emerging markets, which includes price-to-earnings,

price-to-book and price-to-cash flow ratios, as well as dividend yield, is currently significantly below its long-term average and is also cheap

relative to global equities (Exhibit 15).

Exhibit 15: Emerging market valuations are increasingly attractive
Emerging market valuations
Standard deviations from global average
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