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As the first quarter moves along, there appears to be an absence of consensus among investors about the
risk of a U.S. recession, the severity of a potential recession, and the end of the bear market. Given the lack
of consensus, this month we investigate investment implications of three U.S. recession scenarios: no
recession, a mild recession, or a severe recession.

Investment strategies highlighted this month:

e Scenario 1: No U.S. Recession — Opportunities in growth stocks, commodities, and emerging
markets.

e Scenario 2: Mild U.S. Recession — A focus on income generation in rangebound trading markets
by harvesting volatility premiums with covered call strategies in volatile sectors like Technology.

e Scenario 3: Sharp U.S. Recession — A reduction in exposure to equities or a turn toward
strategies to protect on the downside.

Scenario 1: No U.S. Recession — Growth Back in Favor

Many equity investors believe that a bull market is underway, based on an optimistic scenario in which the
Federal Reserve (Fed) is successfully reducing inflation with only modest slowing in economic growth,
corporate earnings, and employment. Some economic indicators, including the Purchasing Managers Index
(PMI), point to a slowdown in U.S. economic activity, but employment remains strong despite higher
interest rates. Overall, the resilience of the U.S. economy as this monetary tightening cycle approaches its
end reduces the risk of a first-quarter collapse in earnings and supports U.S. equities. The strong year-to-
date performances of the U.S. Financials (5.7%), Industrials (3.4%) and Materials (5.0%) sectors are
encouraging, as cyclical sectors tend to drop ahead of an imminent recession.* Broadly, a strong first half
looks possible given continuing improvements on inflation and a resilient job market.

Global inflation is likely to continue to ease amid lower base effects due to declining oil and commodity
prices alongside the slowing global economy. All things equal, in this scenario we expect a gradual rotation
back to growth stocks, supported by slower tightening in developed markets, large public spending on
infrastructure, tech and clean energy, attractive valuations in certain areas of tech, and a lower U.S. dollar.

In China, a weaker U.S. dollar coupled with easing COVID restrictions, a real estate rescue plan, and
expectations for easier policy from the People’s Bank of China helped attractively valued Chinese equities
to rebound toward the end of 2022. More broadly, the rebound improved investor sentiment on emerging
markets (EM). Asia ex-Japan has led equity markets since the end of October, outperforming Europe and
Japan, which have also outperformed the U.S.

Some commaodities, like copper and its leveraged strategy through copper miners, could also benefit from
improving economic data in China while also being supported by structural demand as core components
for clean energy technologies and electrification.
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EMERGING MARKETS OUTPERFORM DEVELOPED MARKETS
Source: Bloomberg as of 10 February 2023.
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Scenario 2: Mild U.S. Recession — Covered Calls for Volatility

Given expectations of slower global growth this year, investors could consider a more nuanced approach
towards equities in a mild recession scenario. For example, covered call strategies, which benefit from
slowly rising or rangebound trading markets. The potential income collected from covered call writing could
be particularly attractive to add on dividend yields amid higher interest rates.

A case study may be big tech companies, which are increasingly scrutinized by U.S. regulators and the
government to prevent them from becoming too dominant. Scrutiny that includes the potential for tighter
regulations could slow big tech’s growth rates. Also, Treasury yields continue to increase amid the Fed’s
monetary policy tightening, which could lead to volatility and lower upside for the largest tech stocks,
including those listed in the Nasdaq 100 Index.

In this situation, investors could implement a strategy that focuses on income generation while benefitting
from the heightened volatility. One way would be to purchase the Nasdaq 100 Index and then sell call
options on the index. This covered call strategy limits potential upside but generates income by collecting
premiums from the option writing. In volatile markets, option premiums tend to be higher, so covered call
strategies tend to perform best in choppy or sideways markets rather than in major bull or bear markets.
Typically, the Technology sector is more volatile than other sectors, and options can harness that volatility.
Selling at-the-money calls are often used to maximize volatility premiums.
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IMPLIED VOLATILITY OF NASDAQ 100 INDEX VS OPTION PREMIUMS
Source: Global X ETFs, Bloomberg as of 10 February 2023.
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Note: Options Premiums vs. Implied Volatility graphs include implied volatility for the Nasdaq 100 and the
S&P 500 Indexes. The Choe NASDAQ-100 BuyWrite V2 Index (BXNT) measures the total rate of return of a
Nasdaq 100 covered call strategy.

Scenario 3: Sharp U.S. Recession — Tail Risk Strategies to Manage Downside Risk

The U.S. Treasury yield curve remains deeply inverted, which is usually a signal that a recession is on the
horizon. Also, oil prices are 35.4% percent lower than their peak in June 2022, which suggests investors are
not expecting a rebound in economic activity despite China’s reopening.? Depending on the level of
conviction that a sharp U.S. recession is likely, strategies might differ. If investors are convinced of an
upcoming bear market, they would likely reduce exposure to U.S. equities. If they are unsure, a more
moderate approach could be to look at strategies that offer downside protection in exchange for some
upside, such as a collar strategy. Collar strategies typically own an underlying asset, such as equities, and
overlay the purchase of an out-of-the-money (OTM) put option and the sale of an OTM call option on the
same asset. Collar strategies effectively combine the payoff structure of a protective put with a covered call.

Alternatively, protective put strategies are widely associated with mitigating downside risk because they
seek to put a floor on potential losses. A protective put consists of buying a security and coupling that with
the purchase of a put option on the same security. A put option gives the buyer the right, but not the
obligation to sell a security at a pre-determined strike price within a given time frame. In exchange for paying
a premium to buy a put option, an investor owns a contract that can rise in value if the underlying security
declines.

These strategies enable investors to stay invested in equity whilst lowering equity betas.
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TAIL RISK STRATEGIES ARE A POWERFUL TOOL IN TURBULENT MARKETS
Source: Bloomberg as of 21 February 2023.
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Note: The Cboe S&P 500 3-Month Collar Index is a passive strategy which consists of (a) holding the S&P 500 portfclio
and collecting dividends, (b) buying 5% out-of-the-money SPX puts that expire on the quarterly cycle, i.e. March, June,
September and December, and (c) selling 10% out-of-the-money SPX calls that expire on the quarterly cycle. The Choe
S&P 500 Tail Risk Index (PPUT3M) is a benchmark index designed to track the performance of a hypothetical
risk-management strategy that consists of (a) holding the S&P 500 portfolio and collecting dividends and (b) buying
10% out-of-the-money SPX puts that expire on the quarterly cycle, i.e. March, June, September and December.
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