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At a crossroads

Both the US and China are at
crossroads, with market
participants and spectators
looking for signs of where
these economies are headed
from here.

The Chinese economy

| believe China’s economic
rebound will continue this

year, and | still believe there is

upside potential for Chinese
equities this year.

The Fed's path

Given the Federal Reserve’s
data dependency, | believe it
will make a pivot to a less
hawkish tightening path at
some point in the next few
months.

Facing a crossroads: Where do
the world’s two largest economies
go from here?
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The American author Ernest Hemingway once said, “We have to get
used to the idea that at the most important crossroads in our life, there
are no signs.” That seems to be applicable to the world’s two largest
economies. Both the US and China are at crossroads, with market
participants and spectators looking for data that might signal where
these economies are headed from here — and, of course, what the
investment implications may be. And that data can be conflicting at
times, which is adding to confusion.

China’s crossroads: Can the economic rebound continue?

Some are starting to wonder if the Chinese economy can continue to
rebound, given recent data indicating that the re-opening boom
seems to be stalling. July retail sales disappointed relative to
expectations, rising just 2.7% year over year — which was actually a
decline in the pace of growth from June’s numbers.' Fixed asset
investment also slowed. July industrial production in China grew by
3.8% year over year — which was well below consensus expectations
of 4.6% and also slightly lower than June’s industrial production
reading of 3.9% year over year.2 While July’s data was disappointing
(as was other recent economic data), it's worth noting that a slowing
expansion is still an expansion.

More importantly, | think it's important to stress that economic data
might not be the only signs we should follow. We should also be
looking at policy — both monetary and fiscal — and its potential to
impact the direction of economies and markets. For example, the
China Association of Automobile Manufacturers reported that July
auto sales in China rose 29.7% year over year.* We have now seen car
sales rise for two consecutive months, helped by supportive
government policy, including a purchase tax cut. What the auto data
tells me is that, when policymakers utilize policy tools, they can have a
significant positive impact on the economy.

In terms of monetary policy, the People’s Bank of China (PBoC) has
already responded to recent weaker economic data with a surprise
interest rate cut for the first time since January. And the PBoC can
continue to cut if it believes it is needed to support the economic
recovery.

So far, policymakers have avoided broad top-down support for the
property market due to debt leverage concerns, and Chinese stocks
have given back recent gains largely due to property market woes. But
| believe they have the tools to prevent a hard landing if needed. | find
investors are overly pessimistic about Chinese stocks — which means
there is the potential for positive surprise.



In short, | believe the economic rebound will continue this year, and |
still expect Chinese equities to claw back some of the losses from the
first half of 2022, given the potential for policy support — both fiscal
and monetary — if and when needed.

The US crossroads: Can the economy avoid a full-blown recession?

The US stock market is also at a crossroads, with so many asset
owners asking where it will go from here. Interestingly, the majority
seems to believe that this is an unsustainable rally (a bull rally within a
bear market). If we look at this year's S&P 500 peak-to-trough drop
(from Jan. 3 to June 16), its return was slightly more than -20% (with a
drop of 20% or more the definition of a bear market).* Given that
many have questioned the rebound since the trough, we looked at
historical data for bear markets since 1957 and found that whether
rebounds from bear markets were sustainable has tended to be
determined by whether there was an actual recession or not.

Because of the inflation picture, | believe the chances of avoiding a
recession have improved for the US economy (and by “actual
recession,” | mean the admittedly somewhat ambiguous National
Bureau of Economic Research definition of recession: a significant
decline in economic activity that is spread across the economy and
that lasts more than a few months). Supply chain pressures appear to
be easing and commodities are off their highs. If you are a monetarist,
you likely believe inflation will moderate substantially given the
monetary deceleration that has occurred. If you subscribe to the
Phillips curve, you probably believe the future of inflation depends on
a loosening of the labor market; that appears to be happening as job
openings fall and some layoffs are announced. In other words, it
seems inflation has peaked and, while still unpleasantly high, is
moderating.

Ultimately, whether the economy goes into recession and whether the
stock market rally fizzles all depends on monetary policy going
forward, in my view. The Federal Reserve’s preferred measure of
inflation is moderating, and initial jobless claims are trending higher.
And so given the Fed'’s data dependency, | anticipate it will make a
pivot to a less hawkish tightening path at some point in the coming
months. | believe tightening will continue — but just not as
aggressively as markets expect. And | think that should be enough for
the US stock market rally to be sustained.

Looking ahead for signs

Looking ahead, we will want to be laser focused on the data the Fed
cares about most — especially inflation and inflation expectations.
And we'll look for clues in the upcoming July Federal Open Market
Committee meeting minutes for signs of what might cause the Fed to
pivot to a less hawkish stance. We will also want to pay attention to
new policy initiatives from China as well, especially around the
property market.

That's because | believe the near-term direction of economies and



markets will largely be dictated by policy. However, I'm the first to
admit that we have to have humility in reading and interpreting the
signs we see. As former AOL CEO Steve Case once said, “There are

no road signs to help navigate. And in fact, no one has yet determined
which side of the road we're supposed to be on.”
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*Source: China Association of Automobile Manufacturers

“Source: Bloomberg, L.P. A bear market is defined as a top-to-bottom market decline of at least 20%. Past
performance does not guarantee future results. An investment cannot be made into an index.

*Source: Entrepreneur.com, “20 Leadership Quotes From the World's Most Influential Leaders,” Jan. 2, 2020

Important information

This does not constitute a recommendation of any investment strategy or product for a particular
investor. Investors should consult a financial professional before making any investment decisions.

All investing involves risk, including the risk of loss.

In general, stock values fluctuate, sometimes widely, in response to activities specific to the company as
well as general market, economic and political conditions.

Investments in companies located or operating in Greater China are subject to the following risks:
nationalization, expropriation, or confiscation of property, difficulty in obtaining and/or enforcing
judgments, alteration or discontinuation of economic reforms, military conflicts, and China’s dependency
on the economies of other Asian countries, many of which are developing countries.

The Phillips Curve is the theory that inflation and unemployment have an inverse relationship.

The Federal Open Market Committee (FOMC) is a committee of the Federal Reserve Board that meets
regularly to set monetary policy, including the interest rates that are charged to banks.

Tightening is a monetary policy used by central banks to normalize balance sheets.

The opinions referenced above are those of the author as of Aug. 15, 2022. These comments should not
be construed as recommendations, but as an illustration of broader themes. Forward-looking statements
are not guarantees of future results. They involve risks, uncertainties and assumptions; there can be no
assurance that actual results will not differ materially from expectations.



