FROM THE ANALYSTS

Beyond inflation: The impact
of weaker global trade on
global equities

Marco Barbieri, Director of SA Equities

Whether deglobalisation is entrenched or a temporary phenomenon, the short-term impact on asset prices is
profound. While US equity markets appear to be forecasting a fairly rapid normalisation of inflation, unusually
high risks to inflation could potentially derail equity returns further, even after the latest correction.

While the latest global trade data does not suggest a slowdown in globalisation levels (trade interdependence), the
impact of US-China tensions, the Covid-19 pandemic and more recently the War in Ukraine, have had a significant
impact on global trade. These dynamics are likely to further weaken trade cooperation between countries as
policymakers look to re-consider the balance between economic efficiency and supply chain security.

The impact on inflation and long-term equity prospective returns could be meaningful.

How entrenched is the deglobalisation trend?

Since the Industrial Revolution, world economies have sought to strengthen economic ties and work towards
higher levels of economic integration. The level of globalisation experienced a strong acceleration during the
three decades post World War 1l (1945-1975) as the United States and Western Europe in particular sought to
improve economic ties, reduce trade protectionism and increase the scale and scope of trade agreements. From
the 1980’s, globalisation accelerated even further as China and India, historically closed economies, started to
reduce trade barriers with the West. The collapse of the Soviet bloc in 1991 and its subsequent democratisation
marked a further step in global integration with trade volumes as a percentage of GDP eventually peaking in 2008
(Chart 1).

Chart 1: Value of global exported goods as share of GDP, 1827 to 2014 (exports-to-GDP-ratio)
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The global financial crisis (GFC) in 2008 marked a turning point in the level of global economic integration. Over
the past decade we have seen significant shifts in policy such as the US withdrawing from the Trans-Pacific
partnership, China refocusing its reform agenda on the promotion of local industries, and India developing a 'self-
reliance' strategy.

Covid-19 pandemic and geopolitical tensions

There seems to be no consensus on whether deglobalisation trends are entrenched or rather temporary and
aggravated by the Covid pandemic and the Ukraine conflict. However, the negative impact of these developments
on inflation adds to already deep global supply chain disruptions and ongoing global production reconfiguration.

The long-term impact of these dynamics is complex to model, but over the short term there is clear evidence that
the pandemic and the Ukraine conflict, in particular, have had a profound impact on asset prices. Inflation in the
US (Chart 2) and Europe has spiked to multi-decade highs as the combined effects of supply chain bottlenecks,
commodity price shocks and trade tensions have weighed on asset prices.

Not surprisingly, global equities and bonds alike have come under significant pressure, with central banks around
the world becoming increasingly hawkish and markets more negative on the prospects of a 'soft landing'.

Chart 2: US inflation
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Source: Bloomberg, Northstar Asset Management | Data as at May 2022

Impact on equities

The relationship between inflation and corporate earnings is not always straightforward. An analysis of US
earnings cycles reveals that corporate earnings will generally benefit from increasing inflation levels as input cost
pressure is passed on to consumers to some extent. During periods of extreme and protracted pricing pressure
however, such as those experienced during the 1970s, earnings have seldomly grown ahead of inflation and thus
contracted in real terms.

Negative real earnings growth is in our opinion the key risk equity markets face at present as this significantly

increases the likelihood of further market multiple deratings. An analysis of the S&P500 real earnings yield
highlights such risks.
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Chart 3: S&P 500 real earnings yield
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Based on current inflation levels, the S&P 500 is trading on a real earnings yield of -3.5% — far off a long-term
average of 2.3% (Chart 3). Based on our calculations, and assuming that Bloomberg consensus earnings growth for
the index materialises, the S&P 500 would require inflation to be closer to 3% in 2023 and 2% in 2024 to justify its
current rating.

In other words, the equity market appears to be discounting a fairly rapid normalisation in inflation levels broadly
in-line with consensus economic forecasts. In the event that global inflationary pressures remain stubbornly higher
for longer, even if a recession is avoided, we think that equity markets could come under further pricing pressure.
While we believe the risk-return prospects for global equities are more balanced after the latest correction, we
remain of the view that unusually high short- and long-term risks to inflation could potentially derail equity returns
further.
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CIS DISCLOSURES

Sanlam Collective Investments (RF) (Pty) Ltd is an approved Manager in terms of the
Collective Investment Schemes Control Act, 2002. Collective investment schemes in
securities are generally medium- to long-term investments. The value of participatory
interests or the investment may go down as well as up. Past performance is not
necessarily a guide to future performance. Sanlam Collective Investments (RF) (Pty)
Ltd (the manager) does not provide any guarantee, either with respect to the capital
or the return of a portfolio. The manager has the right to close certain portfolios
to new investors, in order to manage it more efficiently, in accordance with its
mandate. Collective investment schemes are traded at ruling prices and can engage
in borrowing and scrip lending. The collective investment scheme may borrow up to
10% of the market value of the portfolio to bridge insufficient liquidity. Annualised
returns are period returns re-scaled to a period of one year. This allows investors to
compare returns of different assets that they have owned for different lengths of time.
Actual annual figures are available to the investor on request. Performance is based
on NAV to NAV calculations with income reinvestments done on the ex-div date.
Performance is calculated for the portfolio and the individual investor performance
may differ as a result of initial fees, actual investment date, date of reinvestment
and dividend withholding tax. Investment performance calculations are available for
verification upon request by any person. Different classes of participatory interests
apply to these portfolios and are subject to different fees and charges. Forward
pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for
all other portfolios and the transaction cut-off time is 14h00. The transaction cut-off
time should be 14h00, for portfolios except fund of funds, but execution is not always
guaranteed. If execution could not take place on the same day, it will take place the
next business day, or at the earliest possible opportunity. For fund of funds, the cut-
off time for the execution of trades is 14h00 on the day preceding the pricing date.
Foreign securities within portfolios may have additional material risks, depending on
the specific risks affecting that country, such as: potential constraints on liquidity
and the repatriation of funds; macroeconomic risks; political risks; foreign exchange
risks; tax risks; settlement risks; and potential limitations on the availability of market
information. Fluctuations or movements in exchange rates may cause the value of
underlying international investments to go up or down. Investors are reminded that
an investment in a currency other than their own may expose them to a foreign
exchange risk. The terms and conditions, a schedule of fees, charges and maximum
commissions, performance fee frequently asked questions as well as the minimum
disclosure document (MDD) and quarterly investor report (QIR) for each portfolio
are available on Sanlam Collective Investments’ website at www.sanlaminvestments.
com. Associates of the manager may be invested within certain portfolios and the

details thereof are available from the manager.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services
provider in terms of the Financial Advisory and Intermediary Services Act 2002. All
information contained in this document should not be construed, or relied upon, as
advice. If you require financial and/or investment advice, please engage the services

of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document
are provided by Northstar as general information about the company and its
products and services. Northstar does not guarantee the suitability or potential value
of any information or particular investment source. Any information in this document
is not intended nor does it constitute financial, tax, legal, investment, or other advice.
Nothing contained in any service or any other content in this document constitutes a
solicitation, recommendation, endorsement or offer by Northstar. Nothing contained
in any service or any other content in this document constitutes a solicitation,
recommendation, endorsement or offer by Northstar. Illustrations, forecasts or
hypothetical data are not guaranteed and are provided for illustrative purposes
only; returns or benefits are dependent on the performance of underlying assets or
other variable market factors; there are risks involved in buying or selling a financial
product; past performances are not necessarily indicative of future performances;

and no guarantees are provided.

NORTHSTAR ASSET MANAGEMENT

Northstar Asset Management (Pty) Ltd

Registration No. 1996/001423/07 | FSP number 601

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,
Constantia PostNet Suite #784, Private Bag X16, Constantia 7848
Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885

info@northstar.co.za | www.northstar.co.za

SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/002865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532
Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224
service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

The Management of portfolios is outsourced to Northstar Asset Management
(Pty) Ltd, (FSP) Licence No. 601, an Authorised Financial Services Provider under
the Financial Advisory and Intermediary Services Act, 2002. This information is not
advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37 of
2002). Please be advised that there may be representatives acting under supervision.
The manager retains full legal responsibility for the co-named portfolios. Legal

Information http://northstar.co.za/page/legal-information/



