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European economists getting less gloomy

Key Takeaways

» Economists are gloomy as to
the outlook for the eurozone
economy, but less so than last
month, bullish for equities.

« After adjusting for inflation, the
2022 drawdown in European
equities is comparable with the
2011 recessionary bear market.

» However, given inflation has
yet to peak and the ECB is still
tightening, the macro environment
still poses risks for equities.

Economic recovery in sight

A bleak outlook for European economies
driven by record inflation, in part due to
spiralling energy and food inflation as a
result of Russia’s war in Ukraine, is not a new
story.

Earlier this month the European
Commission published its Autumn outlook.
The strong growth in the first two quarters
of this year had slowed last quarter, and
now the EC is forecasting a contraction in
both the EU and euro area this quarter and
the first quarter of next year.

This is in-line with our eurozone recession
watch report, where all eight indicators are
signalling a recession warning.
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Economic data still surprising positively

MSCI Europe vs. CITI G10 Economic Surprise Index Daily Data 2021-11-18 to 2022-11-18
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The unleashing of pent-up demand
combined with high levels of savings,

after covid restrictions were eased at

the start of the year, drove economic
activity. But looking forward, household
purchasing power will be further eroded by
inflation and tighter financial conditions,
and increased uncertainty will limit
discretionary spending.

And the EC expects inflation to be
persistently high across the euro area
at 6% for 2023, pointing to a challenging
outlook for European equities.
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Nevertheless, last week we noted that
technical indicators had become bullish,

as a series of trend, rally, and breadth
indicators turned positive, signalling further
upside in European equities.

While these bullish technical signals

were tempered by the prospect of

falling economic growth and earnings
downgrades, we also recognized that the
market has historically tended to lead even
forward looking economic and fundamental
indicators.
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In-line with the renewed equity market
optimism, the outlook from the EC, while
gloomy is not as dire as some of the
worst-case scenarios outlined in recent
months. That is, while the EC is predicting
a recession, it expects any recession to
be relatively shallow and short-lived and
forecasts a turning point in the second
quarter of next year.

With record low unemployment rates,
the EC expects only a marginal increase
in unemployment in 2023 across the
eurozone to limit the severity of a

recession.

Further, inflationary pressures from energy
and food have receded. Wholesale energy
prices have fallen significantly due to
better-than-expected gas storage, and

a reduction in demand helped by prices,
policy, and mild temperatures. The price of

EU natural gas is now a third of its high in
August.

Of course, there are many caveats, but the
base case scenario might be considered
relatively positive.

Below we review recent updates to our
key economic indicators and build on our
previous analysis of recessionary bear
markets, to assess the case for European
equities.

Bad, but not that bad

Last month, we highlighted that the Citi
euro economic surprise index had been
trending higher since end of July, implying
that economists had become overly
pessimistic. That is, economic data while
bad, was surprising to the upside providing
support for equities. The latest reading
suggests this still to be the case (chart on

Eurozone outlook bad but less bad

MSCI Europe vs. ZEW Eurozone Macroeconomic Expectations

Daily Data 2002-11-29 to 2022-11-30
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We also highlighted that the ZEW eurozone
macroeconomic expectations survey was
excessively pessimistic in October and at
levels comparable with the latter stages

of the global financial crisis. We wrote that
an improvement in this indicator, would be
positive for equities.

Last week’s reading for November
showed that financial experts had
become significantly less bearish

in aggregate, with “only” a net 38%
bearish on the outlook for the eurozone
economy, producing a bullish signal as
the three-month average rose (chart
below).

Interested in

customizing these
insights?

Learn more
about our
Custom Research
Solutions

www.ndr.com/custom-
research-solutions
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Google recession searches also point to a

fading of recession fears since mid-October,

when there was an extreme preoccupation

with recession globally (chart right)..

Finally, the week before last, the OECD
updated its European composite leading

indicator, which again pointed to further

deterioration in the economic outlook. But

the rate of decline continued to decelerate

(chart below).

Recession story baked-in

e
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MSCI Europe vs. Global Google Searches for 'Recession’

Daily Data 2006-11-21 to 2022-11-21
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Fall in leading indicators decelerates

MSCI Europe vs. OECD Europe CLI Momentum and Acceleration Daily Data 1969-12-31 t0 2022-11-18
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The deceleration points to a possible trough
in the CLIin the next few months, at which
point the outlook for the eurozone economy
will start to improve. Taken together with our
technical indicators, this suggests investors
are looking beyond the eurozone
economic contraction and focussing

on the economic recovery, bullish for
European equities.
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Market getting ahead of
itself?

Hence, forward-looking economic
indicators suggest a nadir in economic
growth is in sight, consistent with the
EC'’s prediction of positive, albeit marginal
growth, later in 2023.

Clearly, investors will price in an economic
recovery several months in advance. The
table on page 5 shows that in all previous
eurozone recessions since 1970, the market
bottom occurred before the end of the
recession. On average equities bottomed
eight months before the recession end,
rising an average of 32%.

But while equities will lead the economy,
equity market recoveries can also

provide false signals. Equity investors can
anticipate an economic recovery only for it
to fail to materialize or disappoint.

In July we highlighted the high risk of a
eurozone recession, noting that historically,
recessionary bear markets had on average
lasted more than a year and the drawdown
had been over 40%.

With the MSCI Europe currently standing
at 10% below its all-time high and a peak
to trough decline of 21% from January to
September, this would be the shallowest
recessionary bear market since our data
begins in 1970.

However, this is in nominal terms. If we
adjust for inflation the 2022 bear market
looks significantly worse, with a maximum
drawdown and year-to-date loss of 27%
and 19%, respectively.

Therefore, given the current record level of
inflation, we re-run our original bear market
analysis, but after adjusting the MSCI

2022 bear market comparable to 2011

A History of Bear Markets: Inflation Adjusted MSCI Europe (1970-Present)
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Europe index for inflation.

In our updated analysis below, we evaluate
the assumption that the 2022 bear market
ended on September 29. We also assume
that the eurozone entered a recession at
the start of this quarter and the ECB will
raise rates by 50 bps in December, then
25 bps in February at which point they will
reach their terminal rate.

The chart below highlights, as with our
original analysis, even in inflation adjusted
terms, the current drawdown would be
relatively short, and shallow compared to
other recessionary bear markets.

Looking to create
an SMA or launch
an ETF?

Learn more
about about
our Investment

Solutions

www.ndr.com/ndr-investment-
solutions




But it also shows that the current drawdown
and duration is now comparable with that
during the eurozone sovereign debt crisis,
when the market bottomed just as an
18-month recession got underway.

Moreover, once we look at inflation adjusted
drawdowns, we identify recessionary bear
markets in 1981 and 1992, when inflation was
significantly higher than the post-GFC era.

Flat and volatile returns

EQUITIES
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Bear market ends after recession starts

MSCI Europe Market Inflation Adjusted Performance During Recessions

Decline Gain
# Months # Months Recession Market
Recession Recession Market Bottom Startto Bottom to
Recession Lengthin  Market Start to Market to Recession Market Recession
Start Months Bottom Bottom End Bottom (Real) End (Real)
1974-09-30 6 1975-01-02 31 29 -83 305
1980-03-31 30 1981-09-28 180 121 -49 122
1992-03-31 18 1992-08-25 4.8 132 -133 348
2001-03-30 9 2001-09-21 58 33 -275 261
2008-03-31 15 2009-03-09 13 37 -487 299
2011-09-30 18 2011-09-22 -03 183 51 312
2019-12-31 6 2020-03-18 26 34 -327 280
2022-09-30 2022-09-29 00 1
Average 15 6.5 81 -18.6 275

Source: MSCI, Haver Analytics

Performance based on inflation adjusted MSCI Europe index in euros
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Market bottoms and
recessions

In July, we showed that equities typically
fall leading up to the recession start date.
As the recession starts, price returns on
average tend to be flat, though volatile. We
find something similar when including the
two additional recessionary bear markets
from our inflation adjusted bear market
analysis (chart above).

In five of seven cases, the market rose in

the first one to two months of the recession,
only to fall to a new low three to four months
from the recession start date. The two
exceptions were in 1980 and in 1992.
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If we assume a eurozone recession started In 1980, the market recovered strongly for six The 2011 is the only one of the previous seven
at end of September, then the current rally is months as the recession started, driven higher cases when the market troughed in real terms
in-line with the short-term rallies at the start by a fall in inflation and yields, and evidence before the recession started. The question
of past recessions. But if history is a guide, that the outlook for the economy had become then is whether the bear market that started in
then we might expect the market to at least less bad. But as these tailwinds reversed the January will be the exception or the norm.
retest the September low before a sustained market faltered and made a new low in inflation
recovery. adjusted terms (chart below). There are some similarities in terms of 2011.

In both instances, economic sentiment had
The table on page 5 shows that on average the In 2071, the market troughed a week before the become very bearish coinciding with a sharp
market has bottomed around six months after recession start date. But during the 18-month deterioration in leading indicators. But the
the start of the recession. Although there are recession that followed, European equities key difference is that in 2011 yields had fallen
significant divergences. Again, the 1980 and gained at an annualized rate of 18% in price significantly prior to the market bottom (chart
2011 cases stand out. terms. below).

Recessions - equities, inflation, and yields
Inflation Adjusted MSCI Europe vs. Inflation, Rates and Recessions

Daily Data 1970-12-31 to 2023-12-29 (Log Scale)
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Inflation Inflation peaks before end of recessionary bear
. . Eurozone CPI Y/Y Change vs. Recessionary Bear Market Bottom
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Expect eurozone inflation to fall
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But even if inflation peaks within the next
two months, it will still stand out as unusual
should September 29 be confirmed as the
end of 2022 bear market.

Interest rates

Secondly, prior to all previous bear market
bottoms, the central bank had either
stopped raising or started cutting interest
rates. Never has a bear market bottomed
when the central bank has been tightening
(chart top of page 8).

The ECB is expected to deliver two more
rate hikes in its coming meetings. Therefore,
if September 29 was indeed the end of

the bear market, this would imply that the
market bottomed around five months before
the end of the tightening cycle. This would
be unprecedented.
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Yields Recessionary bears end after interest rate peak
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Yields fall before end of recessionary bear
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The bottom line
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For global asset allocation, NDR recommends marketweight
allocation to stocks, bonds, and cash. We are in line with our
Global Balanced Account Model estimate.

Equity Allocation

U.S. | We have a modest underweight to stocks in our asset
allocation recommendation but are neutral on an absolute
basis. The hawkish Fed has overwhelmed the positive tape
development in the summer, but sentiment is extremely
pessimistic. We favor small-caps over large-caps and Value

over Growth.

INTERNATIONAL | We are overweight Europe ex. UK. and

marketweight on all other regions.

Macro

ECONOMY | The global economy is in a sustained slowdown
due to waning monetary and fiscal support, stubbornly high
inflation, and rising geopolitical risk. While the slowdown
remains moderate, the risk of severe recession increases in
2023. Global inflation pressures are easing but will remain

historically elevated in the foreseeable future.

FIXED INCOME | We raised our bond exposure to 100% of
benchmark duration and are neutral on the yield curve. We
are overweight Treasurys, MBS, and CMBS and underweight
high yield and TIPS. We are marketweight everything else.

GOLD | We are currently neutral but will be watching our Gold

Watch Report for a bullish signal for a potential upgrade.

DOLLAR | We are bearish due to worsening momentum and

model readings.

PERIODICAL | ISSUE: #EURF22_34 | NDR.COM

Please see important disclosures at the end of this report

EUROPE FOCUS EQUITIES

NDR HOUSE VIEWS (Updated November 17, 2022)

Economic summary November 21, 2022

Near term activity: @ Accelerating @ Neutral @ Decelerating

N TN T

Global Economy U.S. Economy U.S. Inflation
29%) (1.5%-2.0%) (40%-45%)

Economic gauges reflect changes in near-term economic activity. Numbers in parenthesis
refer to NDR 2022 forecasts.

Global Asset Allocation

@ Overweight @ Marketweight @ Underweight

(]
@®  Stocks (55%) | Bonds (35%) | Cash (10%)
o

Benchmark: Stocks (55%), Bonds (35%), Cash (10%)

Equities — Regional Relative Allocation
@® Europe ex. UK (14%)

US. (61%) | Emerging Markets (11%) | Japan (6%) | UK. (4%) |
Pacific ex. Japan (2%) | Canada (3%)

Benchmark — US. (615%), Europe ex. UK. (12%), Emerging Markets (11.2%), Japan (55%),
UK. (38%), Pacific ex. Japan (3%), Canada (31%)

Global Bond Allocation
@ Japan (19%)
® US (55%) | Europe (25%)
® UK 0%
Benchmark: US. (57%), Europe (25%), Japan (15%), UK. (4%)

U.S. Allocation
@® Cash (15%) | Small-Cap | Value
® Bonds (35%) | Mid-Cap
®  Stocks (50%) | Large-Cap | Growth
Benchmark: Stocks (65%), Bonds (35%), Cash (10%)
Sectors
@® Health Care (17%) | Energy (5%) | Materials (4%)
®  Consumer Discretionary (8%)

Benchmark: Technology (274%), Health Care (13.8%), Financials (10.7%), Communication
Services (9.3%), Consumer Discretionary (12.1%), Consumer Staples (70%), Industrials
(79%), Energy (4.0%), Utilities (2.7%), Real Estate (2.7%), Materials (2.5%)

U.S. Bonds — 100% of Benchmark Duration

NOVEMBER 22, 2022

9



NED DAVIS RESEARCH

NDRsales@ndr.com
www.ndr.com
(800) 241-0621

NOKOMIS

2520 North Tamiami Trail
Nokomis, FL 34275

(941) 412-2300

NEW YORK

1120 Avenue of the Americas
6™ Floor

New York, NY 10036

(646) 810-7270

MONTREAL

1001 de Maisonneuve West

Suite 1510

Montreal, QC, Canada H3A 1X8
+1800 724 2942, +1514 499 9550

LONDON

8 Bouverie Street
Temple, London
EC4Y 8AX

+44 (0) 20 7779-8682

HONG KONG

12/F, V-Point, 18 Tang Lung Street,
Causeway Bay

Hong Kong

+852 3416 6676

AUSTRALIA
19/1 O'Connell Street
Sydney, Australia
+61282491867

SINGAPORE
1Marina Boulevard,
Level 20 Suite #2020,
Singapore 018989

NED DAVIS RESEARCH

See the signals.™

Founded in 1980, Ned Davis Research Group is a leading independent
research firm with clients around the globe. With a range of products
and services utilizing a 360° methodology, we deliver award-winning
solutions to the world's leading investment management companies.
Our clients include professionals from global investment firms,
banks, insurance companies, mutual funds, hedge funds, pension 7ecnichY

and endowment funds, and registered investment advisors.

SENTIMENT

Important Information and Disclaimers

NDR (Ned Davis Research) uses the weight of the evidence and a 360-degree approach to build up to market
insights. When we say “evidence,” we mean processing millions of data series to fuel a historical perspective, build
proprietary indicators and models, and calm investors in a world full of bull/bear news hype and hysteria. We believe
that no client is too big or too small to benefit from NDR’s insights.

The data and analysis contained in NDR'’s publications are provided “as is” and without warranty of any kind, either
expressed or implied. The information is based on data believed to be reliable, but it is not guaranteed. NDR
DISCLAIMS ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY
WARRANTIES OF MERCHANTABILITY, SUITABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE.

NDR'’s reports reflect opinions of our analysts as of the date of each report, and they will not necessarily be updated
as views or information change. All opinions expressed therein are subject to change without notice, and you should
always obtain current information and perform due diligence before trading. NDR or its affiliated companies or their
respective shareholders, directors, officers and/or employees, may have long or short positions in the securities
discussed in NDR's publications and may purchase or sell such securities without notice.

NDR uses and has historically used various methods to evaluate investments which may, at times, produce
contradictory recommendations with respect to the same securities. When evaluating the results of prior NDR
recommendations or NDR performance rankings, one should also consider that NDR may modify the methods
it uses to evaluate investment opportunities from time to time, that model results do not impute or show
the compounded adverse effect of transaction costs or management fees or reflect actual investment
results, that other less ful recommendations made by NDR are not included with these model
performance reports, that some model results do not reflect actual historical recommendations, and that
investment models are necessarily constructed with the benefit of hindsight. Unless specifically noted on
a chart, report, or other device, all performance measures are purely hypothetical, and are the results of
back-tested methodologies using data and analysis over time periods that pre-dated the creation of the
analysis and do not reflect tax qu ion, commissi and other trading costs. For these
and for many other reasons, the performance of NDR’s past recommendations and model results are not a
guarantee of future results.

Using any graph, chart, formula, model, or other device to assist in deciding which securities to trade or when to
trade them presents many difficulties and their effectiveness has significant limitations, including that prior patterns
may not repeat themselves continuously or on any particular occasion. In addition, market participants using such
devices can impact the market in a way that changes the effectiveness of such devices. NDR believes no individual
graph, chart, formula, model, or other device should be used as the sole basis for any investment decision and
suggests that all market participants consider differing viewpoints and use a weight of the evidence approach that
fits their investment needs. Any particular piece of content or commentary may or may not be representative of the
NDR House View, and may not align with any of the other content or commentary that is provided in the service.
Performance measures on any chart or report are not intended to represent the performance of an investment
account or portfolio, as some formulas or models may have superior or inferior results over differing time periods
based upon macro-economic or investment market regimes. NDR generally provides a full history of a formula
or model's hypothetical performance, which often reflects an “all in” investment of the represented market or
security during “buy”, “bullish”, or similar recommendations. This approach is not indicative of the intended usage
of the recommendation in a client’s portfolio, and for this reason NDR does not typically display returns as would
be commonly stated when reporting portfolio performance. Clients seeking the usage of any NDR content in a
simulated portfolio back-test should contact their account representative to discuss testing that NDR can perform
using the client’s specific risk tolerances, fees, and other constraints.

NDR'’s reports are not intended to be the primary basis for investment decisions and are not designed to meet
the particular investment needs of any investor. The reports do not address the suitability of any particular
investment for any particular investor. The reports do not address the tax consequences of securities, investments,
or strategies, and investors should consult their tax advisors before making investment decisions. Investors should
seek professional advice before making investment decisions. The reports are not an offer or the solicitation of an
offer to buy or to sell a security.

Further distribution prohibited without prior permission. Full terms of service, including copyrights, terms of use,

and disclaimers are available at https:/www.ndrcom/web/ndr/terms-of-service. For data vendor disclaimers, refer to

Copyright 2022 (c) Ned Davis Research, Inc. All rights reserved.



