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The International Monetary Fund (IMF) published their "World Economic Outlook" report in July 2022.
The report forecasted a negative and uncertain outlook for the year and indicated that the organization
believed that the risks they had highlighted earlier had begun to materialize. The world's three biggest
economies — The United States of America, China, and Europe, are predicted to face significant
deceleration in the months to come.

In the earlier report published in April, the IMF lowered their estimate for growth in the world economy
in 2022 to 3.6%. In this latest report, they further cut the forecasted growth to 3.2%. This marked a
significant decline from 2021 when the global economy grew by 6.1%. The IMF director of research had
stated that the world might be edging towards a global recession, only two years after the last one.

The IMF listed three major challenges facing the world's economies as the cause for their concern. The
first was the high inflation plaguing most of the western economies. Another was the Russia-Ukraine
conflict that began in February and has caused substantial distress to the commodity markets. The prices
for most agricultural and energy commaodities rose remarkably due to the conflict as concerns increased
over the supply of these products. The last reason was the COVID pandemic, which wreaked havoc on
most economies. Not all countries have recovered completely from the downturn caused during the
pandemic. The IMF report indicated that the weakening in the Chinese economy was worse than expected,
as outbreaks and lockdowns continued.

These challenges, along with the measures employed to combat them, are forecast to drive growth in the
U.S., China and Europe to 2.3%, 3.3% and 2.6%, respectively in 2022. The U.S. economy has already met
the standard definition of a recession, with its GDP contracting for two quarters in a row. Additionally, as
per the IMF report, the global economic growth for 2023 was estimated to be even lower —2.9% on the
back of these challenges. This value is marginally higher than the 2.5% growth level threshold, which
usually indicates a global recession as per the IMF.

It is also important to note that while the IMF cut the forecasted growth globally and expressed concerns
about a looming recession, it did state that some countries like Saudi Arabia and India are still expected
to perform strongly in the near future. The IMF projected a 7.6% growth in the Kingdom's economy this
year on the back of a strong demand for crude oil in a world recovering from the pandemic. The
organization also expects the Kingdom's non-oil sector to grow at 4.2% and inflation to be contained at
2.8% this year.

However, economic conditions globally have an impact locally in one way or
another. Some of the effects have already been reflected in the volatile

commodity markets and rising interest rates. In order to counter the surging
inflation, the Federal Reserve has already raised its rate from 0.25% at the
start of 2022 to 2.50% by the end of July. This has led to most Central Banks
in the Gulf Cooperation Council region raising their benchmark rates to
maintain price stability. The higher rates can potentially dissuade businesses
from securing new borrowings, and from entering into hedges against the
current debt. The current conditions have created a strong rationale for
firms to establish measures and enhance those already in place to maintain
stability in their operations and governance during these periods of stress
and uncertainty.

The current conditions have
created a strong rationale for
firms to establish measures and
enhance those already in place
to ensure that they maintain
stability in their operations and
governance during these periods
of stress and uncertainty.
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B The Interest Rate Environment

The Federal Reserve, in an attempt to tame the 40-year high inflation, began a series of rate hikes in March
2022. The Fed's last and biggest hike, 75 basis points, came following their July meeting. The Chairman of
the Federal Reserve, Jerome Powell, in his address in August, stated that he is prepared to raise rates
higher and keep them high until inflation falls back to the Fed's 2% target. He noted that the tightening in
monetary policy is likely to lead to slower economic growth and an increase in unemployment. Markets
predict another 75 basis-point hike following the Fed's September meeting, with some economists
mentioning that rates would need to be kept at 4% or more for the Fed's aim of reducing inflation to be
achieved.
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The chart above plots the Fed funds rate, and correspondingly the USD LIBOR 3M rate, and the 2Y and 10Y
U.S. treasury yields since the year 2000. At the bottom, we observe the evolution of the 2/10 treasury
spread. While the 2Y treasury yields usually move in a close proximity to the Fed funds rate, the spread
contracts as the Fed Funds rate increases (a tightening in monetary policy employed by the Fed), and vice
versa.

In addition to rising much higher than at the start of the year, interest rates currently demonstrate an
interesting behavior. Since March, most yield curves have been inverted, with rates for shorter tenor rising
higher than those for longer tenor. An inverted vyield curve is usually associated with an economic
slowdown. While this dynamic has existed for a major part of the year, the inversion has deepened
recently. In the early part of August, the 2Y yield on the U.S. treasury increased over the 10Y yield by close
to 50 basis points. Levels such as this have not been observed since the year 2000, when the growth in the
U.S. economy slowed significantly. This period is usually referred to as the "Dot-Com bubble".

The current Federal Reserve's strategy to increase interest rates and employ quantitative tightening to
reduce the number of holdings of government bonds from its balance sheet is in sync with the roadmap
laid by the IMF in their "World Economic Outlook" report. As per the IMF, while this may bring some
economic costs in the near term, it is necessary for macroeconomic stability in the longer term.
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B Economic Risk

Factors such as a positive employment rate and steady inflation point to stability in the macroeconomic
environment and monetary policies. In contrast, high inflation rates indicate an imbalance in the fiscal
strategy, which can lead to broader issues for all participants. As noted earlier, the IMF projections and
the inverted yield curve point to an economic slowdown in the near term. These events occasionally occur
in a dynamic and interconnected global economy, and while they can be hard to predict at times, they
pose a risk and, thus, are deemed necessary that all firms employ measures to guard themselves against
their occurrence. The risk of the development of such events is referred to as economic risk.

Economic risk is the possibility of the occurrence of events or
conditions in the whole economy that can affect the financial

prospects of a company. It is also referred to as systematic risk Ecomdmic risk is the possibility of
since its impact is not limited to an individual company or industry. occurrence of events or
Economic risk impacts the profitability of trade between all conditions in the whole
participants in the economy. In an economic slowdown, the cost economy that can affect the
of funding increases, and most financial institutions will either financial ~ prospects of a

company. It impacts the

minimize offerings or further increase the credit charges for
counterparties. It can cause significant exchange risk volatility and
may bring about changes in fiscal policies or regulations. These cconomy.
events usually have more than one source, which can include

periods of recession, geopolitical circumstances, commodities ,,

supply-chain disruptions and rising prices, and many more.

profitability of and trade
between all participants in the

It is important to note that while this risk cannot be negated entirely, it can be mitigated. Employing
measures to manage economic risk may allow companies to survive or even thrive during periods of
slowdown. The approach taken would generally be similar to one adopted to manage market risk and
would include the following steps:

= |dentify the sources of risk
= Quantify the risk
= Manage the risk
= Monitor the Risk

A recommended course of action beings with establishing a regulatory framework within the firm as early
as possible and identifying the Key Performance indicators (KPI) that it believes must be protected. The
presence of economic risk necessitates that the firm assesses and measures the impact on these KPls not
only from interest rates or foreign exchange fluctuations, but also from revenues that may be impacted
by an economic downturn. Protocols and policies that are put in place, for example, to guide the hedging
process or to ensure that the inventory is maintained efficiently, can prove beneficial, especially in periods
which are stressed. Additional areas for focus can be optimizing cash flow forecasting and investing in new
hardware and technologies to ensure that business can continue under unfavorable conditions.

The current economic environment displays the presence of high-impact economic risks. Within a
relatively short period of time, the world has faced successive unpredictable events which have caused
significant financial shocks in the global markets. These events show that the challenges companies face
come from a variety of risk factors. Firms have been fueled to reassess and enhance their risk framework
to ensure that they thrive in an environment of heightened uncertainty. While economists and market
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behavior indicate the possibility of an economic slowdown, firms must employ measures to ensure that
they are not at the mercy of such events and can navigate periods of volatility with a clear heading.

For more information, please contact Aditya Baijal, Associate Director at Ehata Financial,
aditya.baijal@ehata.com.sa. You can also read the article from the website here.

ABOUT EHATA

Ehata is a specialist financial risk management advisory firm, licensed and regulated by the Capital Market
Authority (license No. 17183-20). We are independent practitioners with expertise covering interest rate,
foreign exchange, commodities, and derivatives. We leverage on our technical capabilities and market
know-how to ensure that our clients get the excellence of the advice and the satisfaction that comes with
it.

DISCLAIMER

Ehata Financial Company is authorized and regulated by the Capital Market Authority (license no. 17183-
20). Ehata Financial Company may only undertake the financial services activities that fall within the scope
of its existing CMA license. Principal place of business in Saudi Arabia: King Fahad Rd, Avenue Building, 5th
Floor, P.O. BOX 241106, Riyadh 11322. The information contained in this article was prepared by Ehata
Financial Company. Though the information herein is believed to be reliable, Ehata Financial Company
makes no representation as to its accuracy or completeness. You should not rely solely on this
communication when making a decision whether or not to enter into a derivatives transaction. If you are
not an experienced user of derivatives, if you are not capable of making independent trading decisions and
you do not understand the terms and risks related to derivatives transactions, you should refrain from
entering into such transactions. You should consult your own legal, tax and accounting advisers with respect
to any proposed derivatives transaction. Under no circumstances shall we or any of our associates or any
of our respective directors, officers, employees or agents, be liable for indirect or consequential losses
including any failure to realize any profit, advantage or opportunity relating to the transaction or otherwise.
The information contained in this article should not be reproduced in any form without the express consent
of Ehata Financial Company. The information contained in this article from the sender shall not be
considered as advice or solicitation to buy or sell any securities.
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