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The economic outlook for 2023

The US, Europe, and China

= [nflation remains too high in the major economies
(outside of Asia) currently:

* In Europe, energy markets have been a
prominent driver of rising prices but
inflationary pressures are becoming more
widespread,;

*  The US has had less of an energy problem,
instead resilient spending growth and a
labour demand/supply imbalance are
causing uncertainty over how high interest
rates will need to be to bring core inflation
back to around 2%.

= Inthe US, Eurozone, and UK, monetary policy
has been tightened aggressively in response to
high inflation. While the pace of policy rate
increases will slow, the size of the tightening that
has happened already — plus in Europe the real
income squeeze from much higher prices — is
only beginning to impact the US and European
real economies.

= In many countries, a material economic
slowdown of some form has become necessary
to reduce inflation to levels that are acceptable to
central bankers. The critical questions for
markets are how deep and how long that
slowdown will be and if current monetary policy
settings are enough to deliver that outcome:

* Inthe US, the answer lies in how the labour
market, wage growth, and inflation
expectations evolve and we expect
monetary policy to be highly reactive to
these datapoints. A “soft-landing”, e.g., US
real GDP growth at around 1% in 2023, is a
possibility. However, some form of economic
and/or earnings recession in 2023 or 2024 is
more likely in our view;

*  The expected path for US policy rates — a
peak of 4.75% - 5.0% in the next few months
and then a sequence of rate cuts — is
plausible. However, we see the risks as
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more balanced towards policy rates being
higher than markets are pricing-in over
2023/24 because core inflation may be
“stickier” than expected and the Fed may not
cut policy rates as quickly as expected.

. Eurozone inflation and growth remains
sensitive to the price of energy, geopolitical
conflict, demand for energy elsewhere (see
China’s reopening below), and labour
imbalances. The UK faces similar issues but
these are compounded by weak exports
relative to imports, a reliance on foreign
capital, and a potentially weak currency.

. Government spending can support household
balance sheets and lower CPI inflation in the
near term, but is likely to drive subsequent
upward pressure on inflation and raises fiscal
sustainability questions. A material slowdown
or recession has already started in both the
Eurozone and UK, alongside high inflation, so
the risk of a more severe and/or protracted
downturn is elevated vs. the US.

. China is at an inflection point after the
unwinding of its zero-COVID policy. The
easing of health-related policies means
aggregate demand should recover strongly in
2023, albeit after an initial negative economic
impact associated with high COVID rates.
There also appears to be a greater focus from
policymakers on securing higher growth in
2023. While this would benefit global demand,
it may also increase the total demand for
commodities, adding to inflationary pressures
in advanced economies.

Economies are in a state of flux and policy is in
reactive mode. It is uncertain how much and how
quickly higher interest rates will weigh on both
inflation and growth — which creates an uncertain
and volatile environment for 2023.
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Tracking recent asset price moves and our outlook

Summary: government bonds

Changes to market pricing (government bond yields)
26 January 2023

26 January 2023 Spot yields What's priced-in

% | %pts Level A1m A 3m A1y A 3y 1y fwd 2y fwd 5y fwd
= Eurozone
£ lylcash 267 [IHOALTIT078T 337 8281 240 1.94 2.06
g 5y 2.16 -0.21 0.25 2.58 2.76 2.05 1.99 2.14
_g 3 10y 2.17 -0.22 0.04 2.27 2.49 2.11 2.09 2.17
©2 us
SIS
3 lylcash  [[7478 1 T0A1 o020  [IT4091I82601 376 3.29 3.22
o 5y 3.65 -0.29 -0.62 1.93 211 3.30 3.22 3.45
e 10y 3.44 -0.26 -0.56 1.58 1.74 3.43 3.43 3.63
S Us (CPI)
§ = 3y 2.13 -0.08 -0.47 -0.90 0.65 - - 2.09*
RS 5y 2.14 -0.04 -0.34 -0.59 0.57 - - 2.12
o 10y 2.13 0.03 -0.23 -0.40 0.49 - - 2.21

Source: FactSet, Refinitiv, WTW *1y breakeven inflation rate, 5 years forward

A summary of our assessment of government bond pricing and prospective medium-term outcomes

Asset return

Sovereign bonds Comments
outlook
Developed short interest rates » Central bank guidance remains biased towards higher policy rates in the face of above-
target inflation and acceptable growth, with key markets still engaged in hiking cycles.
us * The pace of asset purchases has also slowed and moved negative (via sales or
UK redemptions) for some central banks.
AAA-Eurozone * In most developed markets, priced-in short-rates look plausible versus our assessment of

economic conditions.

« Intermediate bond yields rose materially over the past year as inflation concerns grew, and
central bank guidance shifted towards the need for aggressive tightening.

us Following the rise in yields over 2022, we believe most bond markets are now trading
within their neutral ranges.

UK In the US, the risks to bond yields are balanced. The key upside risk is sticky inflation
AAA-Eurozone forcing bond markets to revise the size of policy easing priced in from H2 2023 onwards.
The key downside risk to yields is a more severe recession.

* In Europe, inflation is higher and GDP growth is lower compared to the US, which
increases the difficulties for both the ECB and Bank of England in setting the appropriate
level of interest rates.

Developed 10-year nominal bonds

G4l Highly negative Negative Neutral Positive Highly positive
US Treasury bond yields imply further rate hikes over the US inflation expectations have declined despite high
next few months, with significant easing afterwards; this is current but falling inflation. We expect core inflation to
plausible but requires inflation to fall rapidly — it may not slow gradually, and more slowly than markets are pricing
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Source: FactSet, Refinitiv, WTW, as at 26 January 2023 Source: FactSet, Refinitiv, Federal Reserve, WTW, as at 26 January 2023
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Tracking recent asset price moves and our outlook

Summary: credit

Changes to market pricing (credit spreads)
26 January 2023

Pricing - Option adjusted spreads, bps Implied defaults
26 January 2023
Current  A1m Ay A3y Current  A1m A3m Ay A3y

Global 134 -13 -48 30 31 0.9% -0.3% -12% 0.8% 0.8%

2 us 126 -12 -42 23 22 0.7% -03% -1.1% 0.6% 0.6%
g Eurozone 149 -17 -70 45 56 1.2% -04% -18% 1.1% 1.4%
= UK 164 -28 -63 46 40 1.6% -0.7% -1.6% 1.2% 1.0%
T Canada 167 =f/ -16 48 61 1.7% -02% -04% 1.2% 1.5%
Australia 180 -11 -22 7 85 2.0% -0.3% -0.6%  1.9% 2.1%

2 Global HY 456 -42 -109 68 56 2.2% -06% -1.6% 1.0% 0.8%
g US HY 424 -31 -52 99 21 1.8% -04% -0.7% 1.4% 0.3%
= Eurozone HY 440 -52 -160 89 107 2.7% -0.7% -23% 1.3% 1.5%
3 US loans 517 -41 -48 109 100 3.1% -0.6% -0.7% 1.6% 1.4%
O % Hc EMD Corps 269 -25 -116 -20 15 3.6% 0.1% -1.6% 0.5% 0.4%
T HC EMD Sov 328 6 -81 23 22 1.5% -0.4% -18% -03% 0.2%

Source: Credit pricing is from ICE Bank of America and FactSet
A summary of our assessment of corporate credit pricing and prospective medium-term outcomes
Asset

Credit return Comments
outlook

US investment grade credit spreads are pricing in an average allowance for the level of
credit losses over the medium-term; across the rest of the advanced economies investment
Inv. grade grade markets provide an above average allowance.

High yield We expect losses to be at or modestly above these levels, particularly in the nearer term,
with risks tilted towards higher losses.
us At current credit spreads, high quality credit assets are at levels at which they are likely to
Europe provide moderate returns above equivalent government bonds over the medium-term

Loans We retain a somewhat cautious outlook for developed market speculative-grade credit
given shorter-term risks and recent falls in credit spreads. Current pricing implies a below
us average level of defaults relative to historic average pricing, in the US market especially.

Niche and securitized market pricing appears to be pricing-in similar outlook in aggregate,
relative to traditional corporate credit markets.

Corporate credit

.

LG Highly negative Negative Neutral Positive Highly positive
Investment grade spreads declined moderately in Market implied default rates have fallen in-line with
January and have fallen significantly over the last three the fall in credit spreads; the US high yield market is
months in all geographical markets, in Europe especially exposed to short-term economic and earnings risks
Investment grade corporate option-adjusted spreads, bps Estimated implied default rate based on current pricing
250 bps 8% 7 mplied default rate (%)
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Source: FactSet, WTW, as at 26 January 2023 Source: FactSet, WTW, as at 26 January 2023
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Tracking recent asset price moves and our outlook

Summary: equity

Changes to market pricing (equity)

26 January 2023

26 January 2023

Australia 5.2%
Canada 6.4%
Eurozone 9.5%
Japan 4.6%
UK 3.6%
us 6.0%
China 17.7%
MSCI World 6.0%
MSCI EM 9.0%

Source: FactSet, Willis Towers Watson.

A 1 month

0.1%
3.7%
0.1%
0.3%
-0.3%
2.1%
1.1%
2.0%

4.9%
7.8%
7.6%
4.4%
3.0%
5.0%
9.4%
4.6%
6.9%

9.3%
0.1%
-2.0%
3.4%
4.9%
-7.3%
-8.3%
-5.0%
-9.4%

A 1 year

14.8%
3.4%
1.3%
6.2%
9.1%
-5.7%
-6.2%
-3.0%
-6.3%

19.7% -8.7%
23.3% -19.3%
13.2% -16.8%
6.8% -3.0%
6.5% -13.9%
5.8% -10.8%
7.5% -14.0%
-6.2% -8.4%

5.8%
9.2%
6.9%
8.4%
6.1%
9.5%
-0.7%
8.5%
4.5%

A summary of our assessment of equity pricing and prospective medium-term outcomes

Global equities

Developed
Emerging

Asset return outlook

A 3 years (pa)

Total returnTraiIing P/EPrice return|Total returnTraiIing P/E Total returnTraiIing P/E

7.7% -5.2%
114%  -47%
6.7% 0.1%
9.0% -1.4%
123%  93%
112%  -2.9%
-3.8% 5.8%
8.9% -1.3%
3.3% -3.8%

» Equity markets moved sharply higher in January, showing signs of optimism on falling inflation and resilient growth.

» However, earnings are now beginning to show signs of weakness as the world economy slows; despite this, the extent of
short term risks are still not currently reflected in analyst earnings expectations for 2023.

» Two aspects are important: (1) future analyst earnings estimates are declining but remain at the higher end of our
expectations over the next 1-2 years, considering rising risks to top-line growth and profit margins; and (2) our
assessment of equity price declines in 2022 is that they have mostly been caused by rising interest rates, rather than
lower growth expectations. Therefore, equities are not pricing-in possible future earnings weakness and face near term
downside risks if growth weakens further and/or earnings expectations get revised down.

* We continue to see value in Japanese and UK equities, with valuations remaining low relative to broader DM equities.

» Overall, we retain a neutral view on equities over a five-year horizon but are cautious nearer-term, despite the fall in

equity prices over the last year.

Key:

Negative Neutral

Basic developed market financial ratios remain high —
due to the US — despite shorter-term economic risks

Valuation metrics for the MSCI World equity index

MSCI World: basic valuation
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Source: FactSet, WTW; as at 26 January 2023
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Positive

Highly positive

Sales growth priced-in to equities remains elevated —
earnings risk is to the downside over the next year

Medium-term growth priced-in by world equity price, % pa
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Source: FactSet, WTW; as at 31 December 2022
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Disclaimer

WTW has prepared this material for general
information purposes only and it should not be
considered a substitute for specific professional
advice. In particular, its contents are not intended by
WTW to be construed as the provision of investment,
legal, accounting, tax or other professional advice or
recommendations of any kind, or to form the basis of
any decision to do or to refrain from doing anything.
As such, this material should not be relied upon for
investment or other financial decisions and no such
decisions should be taken based on its contents
without seeking specific advice.

This material is based on information available to
WTW at the date of this material and takes no
account of developments after that date. In preparing
this material we have relied upon data supplied to us
or our affiliates by third parties. Whilst reasonable
care has been taken to gauge the reliability of this
data, we provide no guarantee as to the accuracy or
completeness of this data and WTW and its affiliates
and their respective directors, officers and
employees accept no responsibility and will not be
liable for any errors, omissions or misrepresentations
by any third party in respect of such data.

About WTW

This material may incorporate information and data
made available by certain third parties, including (but
not limited to): Bloomberg L.P.; CRSP; MSCI;
FactSet; FTSE; FTSE NAREIT; FTSE RAFI; Hedge
Fund Research Inc.; ICE Benchmark Administration
(LIBOR); JP Morgan; Markit Group Limited; Russell;
and, Standard & Poor’s Financial Services LLC
(each a “Third Party”). Details of the disclaimers
and/or attribution relating to each relevant Third
Party can be found at this link:
https://www.wtwco.com/en-
GB/Notices/index-vendor-disclaimers

This material may not be reproduced or distributed to
any other party, whether in whole or in part, without
WTW’s prior written permission, except as may be
required by law. In the absence of our express
written agreement to the contrary, WTW and its
affiliates and their respective directors, officers and
employees accept no responsibility and will not be
liable for any consequences howsoever arising from
any use of or reliance on this material or any of its
contents.

At WTW (NASDAQ: WTW), we provide data-driven, insight-led solutions in the areas of
people, risk and capital. Leveraging the global view and local expertise of our colleagues
serving 140 countries and markets, we help you sharpen your strategy, enhance
organizational resilience, motivate your workforce and maximize performance.

Working shoulder to shoulder with you, we uncover opportunities for sustainable

success—and provide perspective that moves you.

Learn more at wtwco.com.
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