Manulife Investment Management

Head of Asset Allocation, Asia
Multi-Asset Solutions Team

Jan

2023 Outlook Series: Multi-asset 2023

In the past decade, investors have enjoyed loose monetary policies and near-
zero interest rates globally which have driven equity multiple expansion, tighter
credit spreads and overall positive returns across asset classes. Luke Browne,
Head of Asset Allocation, Asia, Multi-Asset Solutions Team, sees the current
environment consisting of a macro regime beleaguered with elevated inflation

and higher interest rates. Meanwhile, given the importance of peak terminal

rates, all eyes are on when global central banks will end their monetary-policy tightening cycle.

Against a backdrop of slowing global growth, we think investors should remain thoughtful in taking

exposures and generating income returns amid heightened volatility, implement effective

diversification and seek specific outcomes, potentially through a multi-asset approach.

Multi-asset Outlook 2023:
Opportunities await as global
rates take new turns

Macro is back on centre stage

Investors of the past decade have enjoyed relatively
easy liquidity conditions from loose monetary and
fiscal policies globally and from near-zero interest
rates. During this time, macro dynamics played a
lesser role in shaping investor portfolios. However,
we expect the next decade will be different, with
less defined trends and more focus on managing
portfolio return drivers through time. Today,
investors are seeing elevated inflation globally, with
markets experiencing varying interest-rate hike
profiles.

The current conditions have put macro back on
centre stage when considering portfolio positioning
and construction. Macro conditions are influencing
heightened market volatility amid the tightening
policies of central bank policies. The U.S. Federal
Reserve, for instance, has arguably been ahead of
other developed market central banks with relatively
steep interest rate hikes since March 2022.
Meanwhile, slowing industrial activity suggests that
growth at most developed and emerging market
(EM) economies could slip further in the next one or

two quarters. In Asia, China remains challenged by
slowing growth, though recently announced policy
shifts around COVID control and supporting
consumption and property developer liquidity have
been encouraging.

As inflation persists, the overriding question facing
investors over the coming months is when the
global tightening cycle will end. We believe there
will come a point when inflation eases sufficiently
that policymakers will be able to prioritize
supporting slowing economic growth. The European
Central Bank, for example, has signaled that it is
looking beyond current inflation data to a more
holistic view of growth. Inflation remains the
dominant factor considered by the Bank of Canada
in its decision-making process including the past
effect of rate hikes and current real activity. Weaker
demand on goods would likely help to quell cost-
push inflation before the end of the second quarter
of 2023 allowing the Fed to pause on tightening
early this year and potentially ease policy in the
second half of the year.

A potential upside risk to global inflation that we are
monitoring is increased demand for goods and
services, basic materials, and metals from China’s
reopening rebound.

The extent to which a stagflationary environment
lingers is key to the Fed’s rate hike profile, terminal
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rates, and global growth prospects. These macro
considerations could cause yet more challenging
market conditions into 2023.

Navigating market uncertainty can be difficult. We
highlight key macro anchors that investors can look
for in the coming months: 1) developed-market
central banks are expected to begin easing before
the end of 2023, 2) broad inflation will likely ease
while sections of the economy that supply key
services may remain elevated, 3) absent major
productivity growth, yields are unlikely to break out
of their secular downtrend and to resume a long-
term, low-yield paradigm, 4) deglobalisation trends
may drive the localization of supply chains, higher
inflation and geopolitical risks, and 5) a greater
focus on ESG (environmental, social and
governance) factors and their intersection with fiscal
and geopolitical policies. A good example is energy
transition. How will nations bridge the gap between
fossil fuels versus renewables and its implications
on oil prices or ESG investments? Global food
shortages and climate change will also likely impact
real assets and agricultural commodities in the long
run.

What to watch in the coming months?

While the next few months may be challenging,
there are several market events that could offer
opportunities:

1. A rollover of U.S. dollar strength

We expect movements in foreign exchange to be
an important driver of returns in 2023. The U.S.
dollar has been on a decade-long uptrend since
2008 and has gained further by 16% to 25% in
2022. ' (Chart 1) The key question for many
investors is — will dollar strength persist, or
should we expect a reversal in the near future?
In our view, respite from the strong U.S. dollar
may arrive once we've withessed a peak in
inflation expectations, in U.S. Treasury yields,
and when the Fed signals a pause to tighten
further. Sustained U.S dollar depreciation may
potentially trigger allocation to non-U.S. equities.
March’s FOMC meeting would be a key event to
watch.

The risks to our views, however, would be if the
Fed’s dovish pivot comes later than expected in
which U.S dollar strength could persist well into
2023. Other factors that could extend the dollar’s
strength include sustained U.S. economic
outperformance, limited narrowing in the U.S

Chart 1: US dollar strength gathered pace in the past 18 months
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Source: U.S. Federal Reserve, Macrobond, Manulife Investment Management, as of December 9, 2022. DXY refers to the U.S. Dollar Index. It is not

possible to invest directly in an index.

' Bloomberg, as of 2 December 2022.
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Chart 2: Equities, fixed income & alternatives - Expected total return (%)*
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over a five-year horizon. REITs refer to real estate investment trusts.

yield advantage, flight to safety and/or EM
central banks replenishing their foreign exchange
(FX) reserve buffers.

. Is now the time to return to EM markets?

Emerging markets faced several headwinds in
2022: supply chain disruptions, weaker demand
for goods and services, U.S. dollar strength,
geopolitical uncertainty and slowing Chinese
growth — all these factors have contributed to a
27% decline in EM equities in the first nine
months of 2022.2 EM remains interesting for
spread and potential foreign exchange
opportunities but risks around a global recession
mean EM allocations are continuing to be
trimmed and potentially further assessed in
2023. Whilst select EM markets are featured as
positions within our tactical portfolios of late, we
remain cautious with a slight U.S. bias to equities
and debt for the near term, given our views
towards the dollar and recessionary concerns
having more of an impact on the asset class.

More recently, EM equities staged a remarkable
rally in November (+14.8%) recovering almost all
the ground lost over the previous two months.3

2 Morningstar, as of 30 September 2022. EM equity is measured by
MSCI indices.

3 MSCI, MSCI Emerging Markets Index (USD) factsheet, 30 November
2022.

The rebound could be attributed to a combination
of lower U.S. bond yields (10-year Treasury
yields declined 44 bps to 3.61%), a weaker U.S.
dollar, as well as China’s re-opening after easing
its COVID restrictions.

Investors may be questioning to what extent can
U.S. equities continue to lead global equity
markets or does China's reopening catalyze
interest in the broader EM complex and non-US
equities. It's worth noting that past market
drawdowns have left EM valuations at significant
discounts to fundamentals and a structurally
weaker U.S. dollar could provide a modest
tailwind to the region. While it may be too early to
determine if the recent rebound in EM is
sustainable, the asset class’s growth and
dividend profiles are still attractive over our five-
year forecast period (Chart 2).4

4 Model inputs are factors in Manulife Investment Management

research and are not meant as predictions for any particular asset
class, mutual fund, or investment vehicle. To initiate the investment
process, the multi-asset solutions team formulates five-year, forward-
looking risk and return expectations, developed through a variety of
quantitative modeling techniques and complemented with qualitative
and fundamental insight; assumptions are then adjusted for economic
cycles and growth trend rates. The charts shown here may contain
projections or other forward-looking statements regarding future
events, targets, management discipline, or other expectations, and
are only as current as of the date indicated. There is no assurance
that such events will occur, and if they were to occur, the result may
be significantly different from that shown here.
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3. Value vs growth stocks? Which style will
outperform?

Value investments, from utilities to consumer
staples and healthcare, have outperformed last
year as dented investor sentiment and
heightened volatility — coupled of course with
tighter financial conditions — take a toll on
growth stocks.® But can value stocks continue to
outperform, particularly with the inflationary
landscape shifting and an end to monetary-policy
tightening somewhere on the horizon? Fears of a
recession have halved valuations of growth
stocks in the last two years.® Will 2023 be the
year where duration-sensitive growth stocks
stage a comeback? Priced at these distressed
levels, the market seems to assume muted to
zero revenue and earnings potential for these
companies (including tech) but there could be
more pain to come. Ultimately, time will tell if
investors believe valuations truly reflect the
fundamentals.

The two H’s: How high and how long can
rates rise?

In a nutshell, it all comes down to the two H's for the
Federal Reserve: how high and for how long will
interest rates rise? Although Fed officials at the
December meeting, raised the projected terminal
federal funds rate to between 5.00% and 5.25% by
the end of 20238, we are carefully considering how
quickly interest rates peak, and for how long they

hold — these two “H’s” will heavily impact our asset
class positioning across and within markets.

In the meantime, we believe investors should stay
nimble and access appropriate diversification
across asset classes, geographies and/or factor
styles. A more agile investment approach might
benefit from the flexibility to shift between asset
classes when markets rotate, and interest rates
change.

5 MSCI, MSCI index factsheets, as of 30 November 2022. Value and
growth stocks are measured by MSCI indices.

6 Manulife Investment Management, The Fed reiterates its hawkish

bias, 15 November 2022.

Our dynamic asset allocation views

(Based on Foresight November 2022 and Q1 2023
Asset Allocation View by the Multi-Asset Solutions
Team)

On equities, we take a “barbell approach” with
select countries and sectors. We are relatively more
positive towards U.S. dollar assets, Southeast
Asian equities within Asia ex-Japan, and select
sectors within US equities (including energy and
utilities). Despite headwinds to growth, the prospect
that policy tightening could end may prompt a rally
in U.S. equities. U.S. stock valuations are also fairly
priced relative to historical levels and could provide
an attractive tactical entry point.

We think value-orientated styles would work well in
a slowing economy, such as those with defensive
properties like consumer staples and utilities and
would be less constructive on duration-sensitive
assets (i.e., technology) which are often hurt by an
aggressive rate-hiking cycle. High-quality equities,
those stocks that offer the prospect of capital
appreciation in addition to dividends, can potentially
offer relative protection if earnings come under
pressure.

We also consider income-oriented securities —
both high-quality investment-grade fixed income
and dividend equities — that offer defensive
attributes to help weather an environment of
slowing growth and high inflation. Furthermore, we
remain constructive on real assets which can offer a
degree of inflation-sensitivity amid the current
macro backdrop. These include assets such as
metals or mining, energy, infrastructure, global
REITs and real estate assets.
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In Asia, there are economies that have been
thriving relative to others. India’s stock markets, for
example, reached all-time highs in 2022. With early
signs of inflation broadly easing, growth in the Asia-
Pacific region has held up relatively well and may
allow for a shallower and shorter tightening cycle.
There are also opportunities in Japanese equities,
supported by any reversal of the yen’s breathtaking
depreciation and continued monetary and fiscal
support.

We see tactical opportunities in Chinese debt and in
China and Hong Kong equities, given recent easing
of COVID restrictions and measures to prop up its
property sector. Although recent market moves
have been quite extended, we believe that
sentiment will continue to drive these markets
higher in the short run. Chinese debt has been
trending to deeply distressed positions; however,
the latest supportive measures allow Chinese
property developers a 6-to-12-month window to
recalibrate their financials and have encouraged a
recovery across Chinese credits while markets
move from being very bearish to somewhat less
bearish currently. On a longer-term perspective, we
need to see an improvement in economic activity, a
sustained recovery in property sales and a revival of
consumer confidence before we can be confidently
overweight allocations into China and Hong Kong.

On fixed income, we believe U.S. investment-grade
credit is becoming increasingly attractive in terms of
yield and capital appreciation, and it can be used by
investors to add duration to their portfolios as rates
are expected to peak or fall in a late cycle.

We have also seen exposures to alternatives, real
assets, and natural resources, that can provide an
inflation-hedge and diversification properties in
portfolios. For example, prices of oil and agricultural
commodities will likely stay well-supported over the
medium to long-term due to geopolitics and supply
bottlenecks. Publicly listed infrastructure is also
becoming an attractive income alternative.

Our strategic asset allocation views

(Based on Foresight November 2022 and Q1 2023
Asset Allocation View by the Multi-Asset Solutions
Team)

Recent market corrections have narrowed the
disparity between the income profiles of EM and
developed market (DM) debt. In other words, the
EM debt’s relative return profile is slightly lower for
the time being. However, we remain structurally
overweight in EM debt. The U.S. dollar can continue
to serve as a safe-haven asset amid monetary
policy uncertainty, but we believe there’s scope for
U.S. dollar to weaken once policy tightening comes
to an end. Within fixed income, emerging market
bonds can offer higher carry and a selection of both
U.S. dollar-denominated or local currency debt.

What's more, we observed that income-oriented
portfolios can benefit from exposures to
alternatives/real assets and natural yields (the cash
generated from invested income sources). We think
REITs (Real Estate Investment Trusts) can
generate stable and higher-yielding income over the
long term, while offering traditionally less volatility
than equities and an element of inflation protection.

Chart 3: Asset allocation during the stages of the economic cycle
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Chart 4: Income investing can provide a wide spectrum of yield and risk profiles
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For illustrative purposes only. The chart depicts general long-term directional and ranking relationships among asset classes on the dimensions of yield
and risks. The relative positioning among these asset classes will vary over time. Source: Bloomberg and Manulife Investment Management, data as of

30 November 2022.

Capture opportunities with
diversification, and outcomes in mind

agility,

The past has shown us that the investing
environment is  constantly changing and
increasingly complex. Rates rise and fall, and
economic cycles fluctuate. Each sector of the
economy or asset class can perform differently from
another at any given time in a market cycle (Chart
3). This is the reason why having an agile
investment approach is so important during times of
uncertainty — the flexibility to shift across asset
classes during market fluctuations.

Investment freedom allows investment managers to
find opportunities that fit an intended outcome,
position within the capital structure, those that offer
natural-yielding income or better risk-return profiles,
or even those that are less sensitive to the rise and
fall of interest rates. Indeed, the sources of income
can be spread across a wide spectrum of assets,
depending one’s desired levels of risk and yield
preferences. (Chart 4)

Diversification has often been used to introduce
portfolio resilience — especially in times like these.
In recent years, however, diversification has moved
beyond traditional investments and can include
factor, premia, relative value, alternatives and/or
real assets.

A look at the past decade of returns indicates that
no single asset market can always outperform. The
top performing asset class can be different at
various points in time. (Chart 5) However,
unpredictability can afford opportunities though
investors should be thoughtful of when and where
to allocate in their investment approach. For
example, an allocation to the energy sector over the
last five years would average to less than 2% total
return; however, the same exposure to energy has
returned over 46% in 2022. Hence, diversification
— or perhaps better to frame as the opportunity set
— requires a deeper understanding of both the
individual asset class and cross-asset behaviors
over time.
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In conclusion, the current macro regime is
considerably different from the previous decade
with greater inflation and higher interest rates.
Furthermore, it is unclear when central banks will
stop monetary tightening — this will ultimately
impact asset class returns. Uncertainty, however,
can afford opportunities, allowing a thoughtful
approach of when and where to allocate risk
budgets. Each asset class has its distinct risk-return
profile and behaviour during different economic
cycles. A multi-asset approach that focuses on a
specific outcome with diversified sources of returns
and opportunity set, may hold the key to helping
investors generate and protect income streams
during these less-than-certain times.

Chart 5: Asset class returns vary, understanding where to allocate is key
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Important Note

A widespread health crisis such as a global pandemic could cause
substantial market volatility, exchange-trading suspensions and
closures, and affect portfolio performance. For example, the novel
coronavirus disease (COVID-19) has resulted in significant disruptions
to global business activity. The impact of a health crisis and other
epidemics and pandemics that may arise in the future, could affect the
global economy in ways that cannot necessarily be foreseen at the
present time. A health crisis may exacerbate other pre-existing political,
social and economic risks. Any such impact could adversely affect the
portfolio’s performance, resulting in losses to your investment

Investing involves risks, including the potential loss of principal.
Financial markets are volatile and can fluctuate significantly in response
to company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in
exchange rates may adversely affect the value of a portfolio’s
investments.

The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.

This material is intended for the exclusive use of recipients in
jurisdictions who are allowed to receive the material under their
applicable law. The opinions expressed are those of the author(s) and
are subject to change without notice. Our investment teams may hold
different views and make different investment decisions. These
opinions may not necessarily reflect the views of Manulife Investment
Management or its affiliates. The information and/or analysis contained
in this material has been compiled or arrived at from sources believed
to be reliable, but Manulife Investment Management does not make any
representation as to their accuracy, correctness, usefulness, or
completeness and does not accept liability for any loss arising from the
use of the information and/or analysis contained. The information in this
material may contain projections or other forward-looking statements
regarding future events, targets, management discipline, or other
expectations, and is only current as of the date indicated. The
information in this document, including statements concerning financial
market trends, are based on current market conditions, which will
fluctuate and may be superseded by subsequent market events or for
other reasons. Manulife Investment Management disclaims any
responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of
their directors, officers or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained here. All overviews and commentary are
intended to be general in nature and for current interest. While helpful,
these overviews are no substitute for professional tax, investment or
legal advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment or legal
advice. This material was prepared solely for informational purposes,
does not constitute a recommendation, professional advice, an offer or
an invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit or protect against the risk of loss in any market.
Unless otherwise specified, all data is sourced from Manulife
Investment Management. Past performance does not guarantee future
results.

Manulife Investment Management

Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than a century of financial stewardship to partner with clients
across our institutional, retail, and retirement businesses globally. Our
specialist approach to money management includes the highly
differentiated strategies of our fixed-income, specialized equity, multi-
asset solutions, and private markets teams—along with access to
specialized, unaffiliated asset managers from around the world through
our multimanager model.

This material has not been reviewed by, is not registered with any
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