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Most investors continue to foresee the resilience of the global
economy despite the fastest global monetary policy tightening in four
decades. However, not only the impacts of the latter are increasingly
visible on economic activity, but the rise in crude oil prices and
higher bond yields since midyear have raised new concerns regarding

the goldilocks scenario.

Regional divergences persist

Helped by lower energy prices, a substantial fiscal stimulus and
China’s decision to abandon its zero-Covid policy, the global
economy surprised to the upside in the first months of 2023,
convincing investors that monetary policy was not such a blunt
tool to cool off economic activity. In fact, narratives dominated by
central bank tightening producing an inevitable recession to curb
inflation have faded from the scene. However, the resilience in
global growth seems to have been short-lived.

In the Eurozone, growth has broadly stagnated since Q4-2022,
reflecting the lagged effect on incomes from high inflation and

the comparative importance of bank-based finance in many
economies. Indeed, the ECB raised interest rates for the tenth time
in a row in September to the highest level since the introduction
of the euro. Correspondingly, the credit’s dynamics slowed
markedly in the past few months, the growth rate of loans to the
private sector decreasing to 0.6 per cent y/y in August, the slowest
pace since 2015%. In fact, according to the S&P Global business
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confidence index, the Eurozone GDP could drop by -0.4 per cent
g/q in Q3-2023 if past historical correlations hold, which differs
from investors’ expectations of a small rise.

In a very close vote (5-4), the Bank of England (BoE) left its
monetary policy unchanged in September, ending a string of
fourteen consecutive rate hikes as policymakersnoted mixed
developments in the past months. On the one hand, pay growth
remains incompatible with a swift return of inflation to target,
which supports more rate hikes. On the other hand, GDP surprised
to the downside in July (-0.5 per cent m/m), the unemployment
rate rose in August, and core inflation (excluding food and energy
prices) fell unexpectedly to 6.2 per cent from 6.9 per cent®@,
although this was in part driven by falls in the often-erratic cost of
overnight accommodation and air fares. What’s more, in the latest
PMI survey, businesses reported that output fell at the sharpest
rate since March 2009, outside the lockdown years. Manufacturers
experienced a rapid fall in pipelines of work, and the backlogs
sub-index shrunk at the fastest pace since February 2009. Overall,
the BoE is seeing increasing signs of the restrictive impact of
tighter monetary policy on the labour market and activity more
broadly, and thus decided to pause, although it’s very clear that
another hike remains on the table if needed.

Meanwhile, growth in China has lost momentum, with the initial
impetus from reopening fading, although activity data from August
suggest that the economy’s slump may be starting to bottom out.
Industrial production growth accelerated 4.5 per cent y/y from

3.7 per cent in July, and retail sales surprised to a larger extent,
jumping 4.6 per cent y/y compared to 3 per cent expected®. While
optimism is slowly building that the authorities’ recent efforts

to boost the economy are starting to bear fruit, some challenges
remain, especially as structural problems in the property sector
continue to weigh on domestic demand.

By contrast, the US economy has so far proved unexpectedly
resilient, with household spending supported by a run-down of
excess savings accumulated during the pandemic. Furthermore,
fiscal policy played an unappreciated role. After record spending
in 2020 and 2021 to combat the impact of the pandemic, the
federal deficit dropped by the greatest amount ever in 2022, falling
from close to $3 trillion to roughly $1 trillion®. But rather than
continuing to fall to its pre-pandemic levels, budget experts now
project that it will probably double, rising to about $2 trillion for
the current fiscal year.

Higher for longer

Although headline inflation in most G20 advanced economies has
roughly halved from peaks seen in 2022, most of the adjustment

is explained by commodity prices’ base effects. In fact, core
inflation has yet to turn down decisively, held up by cost pressures
and high margins in some sectors. Therefore, central banks have
insisted monetary policy would remain tight for some time, despite
investors somewhat downplaying the warning. The recent rise in
sovereign yields suggest that the message is finally sinking in.

In addition, higher commodity prices could give new impetus to
headline inflation. The energy markets remain tight amid historical
low level of inventories, and the potential for disruptions to supply
remains high. Furthermore, food prices will be determined by how
El Nifio adversely affects some food crops in the coming year and
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prompts more export restrictions. The war in Ukraine also retains
the potential to generate renewed pressures on the prices of
several commodities.

The rise in yields can also be explained by risks regarding

public finances. Rising public indebtedness has been a global
phenomenon, with the average government gross debt of G7
economies rising from 76 to 131 per cent of GDP over the first 23
years of this century® , thus reaching generational highs. Most
governments have struggled to rebuild their fiscal resilience during
the interludes between the Great financial crisis, the European
debt crisis, the pandemic and the energy shock in the wake of
Russia’s invasion of Ukraine, while they are faced with mounting
fiscal pressures from additional spending on ageing populations,
the climate transition and defence.

For most of the past decade, the fiscal burden of governments’
elevated debt stock was offset by falling interest rates and low
inflation, which kept interest payments modest. Yet, both trends

have suddenly reversed over the past year, and the weight of
servicing debt is rising fast as low-yielding debt matures and
is replaced by new higher-yielding issuance. Correspondingly,
efforts to rebuild fiscal space and credible medium-term fiscal
plans seem inevitable to ensure debt sustainability and calm
the global bond selloff.

The upshot is that the policy mix® divergence - tight monetary
policy, and loose fiscal policy - is ending with the tailwind on the
economy from fiscal largesse fading rapidly. Although the lags
might have lengthened, some investors might end up being caught
off guard when the full impact of monetary tightening is reached.
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Performance of the indices and interest rate levels

Price as of 30/09/2023 1 month % change 2023 % change
Equity markets
CAC 40 7135 -2.5% 10.2%
Euro Stoxx 50 4175 -2.8% 10.0%
S&P 500 4288 -4.9% 12.3%
Nikkei 225 31858 -2.3% 22.1%
Currencies
EUR/USD 1.06 -2.5% -1.2%
EUR/JPY 157.93 0.1% 12.5%
Interest rates Price as of 30/09/2023 1 month bp® 2023 bp®¥
3 month
Eurozone 3.81% 17 205
United States 5.45% 1 110
10 years
Eurozone 2.84% 37 27
United States 4.57% 46 70

(1) Basis point.

Source: Bloomberg. data as of 30/09/2023. Performances in local currency.

Past performance is not a reliable indicator of future performance and is not constant over time.
Index’s performance is calculated on the basis of net dividend reinvested.

Disclaimer

The comments and analyses in this document are provided purely for information purposes and do not constitute any investment recommendation or advice. Rothschild & Co Asset
Management cannot be held responsible for any decisions taken on the basis of the elements contained in this document or inspired by them (total or partial reproduction is prohibited
without prior agreement of Rothschild & Co Asset Management). Insofar that external data is used to establish terms of this document, these data are from reliable sources but whose
accuracy or completeness is not guaranteed. Rothschild & Co Asset Management has not independently verified the information contained in this document and cannot be held
responsible for any errors, omissions or interpretations of the information contained in this document. This analysis is only valid at the time of writing of this report.

Rothschild & Co Asset Management, organized under the laws of France, registered with the Trade and Companies Register of Paris RCS Paris 824 540 173. A management company
licensed by the Autorité des Marchés Financiers under N° GP 17000014, having its registered office 29, avenue de Messine, 75008 Paris, France

No part of this document may be reproduced, in whole or in part, without the prior written permission of Rothschild & Co Asset Management, under pain of legal proceedings.

About Rothschild & Co Asset Management

As the specialised asset management division of the Rothschild & Co group, we offer personalised asset management services to a broad client base of institutional investors, financial
intermediaries and distributors. Our development is focused on a range of open-ended funds, marketed under four strong brands: Conviction, Valor, Thematic and 4Change, and
leveraging our long-term expertise in active management with conviction as well as in delegated management. Based in Paris and established in 9 European countries, we manage more
than 27 billion euros and employ nearly 160 people. More information at: www.am.eu.rothschildandco.com
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