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Topic of the week: Overheating?

It is now extremely unlikely that Europe will experience two negative
quarters, fears of adifficult winter due to the energy crisis are no longer

justified;

On the other hand, the very ambitious fiscal stimulus has pushed !

activity above its potential on both sides of the Atlantic. Paradoxically, Stéphane Déo

the risks of overheating are increasing; Head of markets strategy

. stephane.deo@ostrum.com
The risk could be that central banks would be forced to do even more 2 @

and there would be arecession at the end of the year,;

Markets were overly pessimistic a few months ago, being almost
certain of a recession that never happened. Are they now too
complacent, when the second half of the year could prove difficult?

Market review: Disinflation or disillusion?

Powell takes note of job market strength; Axel Botte

T-note yields rebounds to 3.70% area, profit taking in equities; Global strategist
axel.botte@ostrum.com

BoJ: Kazuo Ueda nominated as next governor after Kuroda;

Stability in spreads despite protection buying on iTraxx Crossover

Chart of the week

The European Commission’s latest quarterly

Factors limiting production: industry survey shows signs of supply problems.
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this is the main problem. We had never
exceeded 15% before 2020! This is on a totally
unusual level, even though it has fallen a bit
since the peak of last quarter.

Figure of the week

Aline Goupil- Raguéneés
Developed countries strategist

The European Commission expects growth of 0.9% in ; X
the Eurozone this year, without a single quarter of ety
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negative growth. That's plausible, although it sounds a
tad optimistic.

Source : Ostrum AM
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eTopic of the week

Overheating?

The recession is dead, long live the
recession. It is now extremely unlikely that
Europe will experience two negative quarters,
fears of a difficult winter due to the energy
crisis are no longer justified. On the other
hand, the very ambitious fiscal stimulus
pushed activity above its potential on both
sides of the Atlantic. The risk, then, becomes
that of an overheating economy... and a
recession later in the year.

Recession avoided

Preliminary figures for the fourth quarter show a 0.1%
increase in the euro area GDP. The surveys available, in
particular the PMls, suggest that growth over the first quarter
of this year will be in all probability positive, albeit anemic,
as detailed in the chart below.
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Actual

Similarly, the “nowcast” that takes into account high
frequency data to estimate real-time GDP tends to recover
very slowly and confirms that Q1 growth could be marginally
better than Q4.

This is due to ambitious budget increases but also to the
agility of the economy which was able to find substitutes and
cushion the energy crisis.

Enhancing your

“ power to act

JPMorgan Euro Area GDP Nowcast
(annualized %q/q change).

! T T —
janv.-22 avr.-22 juil.-22 'H—ZZU u
e CUrent Month e Current Quarter

Sources : Ostrum & Bloomberg

There are two important consequences to these figures:

e On the one hand, the consensus of economists is
also rising. For the time being, expectations for the
euro area in 2023 have clawed back up from -0.1%
at the beginning of the year to +0.1%. They should
continue to rise by a few decimals.

e On the other hand, and probably more importantly
for risky assets, the probability of the alternative
disaster scenario is collapsing. All economists
converge on the same view. This has major
implications in terms of risk premium, which must
therefore decrease with uncertainty, and explains
the good performance of risky assets.

Down but not out?

Fine, but here we are: we remained shortsighted by
scrutinizing the short-term developments. One point that is
not discussed is the level of the output gap. The output gap,
in economists' jargon, measures the difference between
potential output and the actual one. On both sides of the
Atlantic, it is positive, which means that current production is
above potential. This suggests an overexploitation of the
production capacities. And of course, a situation that is
hardly sustainable over the long term.

Output gap

Euro zone UsA Sources: Ostrum & CBO

Once again, fiscal stimulus policies have done wonders. A
little too much, perhaps!

To complete the diagnosis, we can also look at the
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“employment gap”, which is the difference between the
equilibrium unemployment rate (i.e. the NAIRU) and the
observed one. This metric is of course closely linked to the
output gap, as it is an alternative measure of the rate of
capacity utilization. The conclusion is similar, with
unemployment falling below the NAIRU.

Employment gap
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As a result, it is very difficult to envisage growth above
potential in 2023 on both sides of the Atlantic. This would
increase the output gap even more, thus increasing the
pressure on the production capacities, which is unlikely.
Potential growth can therefore be seen as a speed limit that
is difficult to exceed this year, slightly above 2% for the
United States and slightly above 1% for the Eurozone.

The risk in this scenario is that economic momentum
remains strong and the economy is showing signs of
overheating. Until recently, when the consensus envisaged
the possibility of a serious energy crisis, this hypothesis,
would have seemed absurd. It is becoming increasingly a
plausible scenario.

The markers of a cyclical overheating are already present,
for instance:
e Historically low unemployment rates on both sides
of the Atlantic.
e Underlying inflation remains high and unwilling to

ease.
e Central banks that raise rates above neutral.
. Etc.

This cycle is of course special. If there is overheating, it will
come mainly from an excessive budgetary effort that helped
avoid the energy crisis. A quick withdrawal of budget support
could be an element that would promote a soft landing.

This is a possibility that Christine Lagarde explicitly called
for. The ECB’s initial statement states that “as the energy
crisis becomes less acute, it is important to now start rolling
these [budgetary] measures back promptly.”

The risk is to go back to a classic cycle. The recent crises
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have been linked to exogenous events or financial bubbles,
going back in time: Ukraine, Covid, sub-prime and sovereign
crisis in Europe, dot-com. It is becoming plausible, even
probable, that a purely cyclical scenario, “old-fashioned”,
comes to pass this year with a stronger reaction from central
banks.

Here again Christine Lagarde explicity mentioned this
option “Any such measures falling short of these principles
[a rapid reduction in fiscal support] are likely to drive up
medium-term inflationary pressures, which would call for a
stronger monetary policy response”. One can’t be any
clearer.

The expected recession risk for the beginning of this year
could in fact be greater in the second half of the year.

This view can be compared with market expectations. The
very good performance of risk assets overall since the end
of September shows that the markets have largely
eliminated recession fears. However, the curve remains
inverted and other recession markers remain present. The
view is therefore more ambiguous than the recent rally would
seem at first sight.

We follow seven markers that have been relevant in the past
to predict a future recession. These indicators include five
market and two economic variables:

. an inverted slope is the
preferred indicator of markets for forecasting a
recession.

. a widening of credit spreads is a
marker of future stress.

. same idea as above.

. again, same idea as above.

. an overperformance of growth

stocks (or an underperformance of value) also
indicates markets’ fear that penalizes the most
unloved stocks.

. High inflation is a sign of overheating and
therefore of a future recession.

. a margin peak is also a
cyclical peak.

If we use these different variables we can calculate the
implicit probability of expected recession. For our dedicated
readers, we use a univariate probit model.

The graph below summarizes the results from that
approach. Let's start with inflation: with a totally unusual
level of inflation, the model “panics” and predicts a recession
with a very high level of confidence. Similarly, the resilience

MyStratWeekly — 13/02/23 - 3



Ostrum

ASSET MANAGEMENT

of margins leads the model, albeit in a much smaller
proportion, to expect a recession with a high probability.
Margin levels are indeed high relative to the long-term
average.

On the other hand, pure market data, spreads, swaps,
growth/value and curve slope give a much more nuanced
message. Admittedly the risk of recession is not ruled out at
all but on average the market remains on a more benign
forecast. The recent good performance of these risky assets
explains those results, worries were lessened.

Probability of recession in Euro zone

computed from market variables

98.5
100

80
60

0 35.7 39.1 34.7
21.6
17.4 18.8
30 11.8 I
0
Slope 1G HY Swap Grow./Val.Inflation Margins Average
Market Other

Sources : Ostrum & Bloomberg

To complete this approach, we use the five market variables
in the same model (this is, therefore, again for the dedicated
ones, a multivariate Probit), to summarize all the information.
The result is shown on the next graph. Historically, this
approach has given a very relevant signal even though
market variables have not predicted the impact of Covid at
all. And for good reason.

The bottom line is that the market was very concerned in
September with a probability of recession of over 70%, one
of the highest on record. So, it seems that this was a false
signal and an excessive level of pessimism. The correction
was very noticeable and the latest figures give only a 25%
chances to a recession. So, the risk is not totally ruled out,
but it is very moderate.
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The debate over a recession this winter seems to have
disappeared. It would take, to record a recession, unlikely
events: a significantly lower revision of Q4 2022 and a very
rapid weakening of Q1 2023 data. The market has taken
note, risk assets have rebounded and the implied probability
of recession has moved from near historical highs to a very
limited level.

Isn't the risk somewhere else? The economy is
accumulating signs of overheating, the risk then could be
that central banks would be forced to do even more than
anticipated and that we would witness a recession at the end
of the year. A cyclical movement of the most classic kind that
we have not seen in a quarter of a century.

Markets were overly pessimistic a few months ago, almost
certain of a recession that never happened. Are they now
too complacent, while the second half of the year could
prove difficult?

Stéphane Déo
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Market review

The Fed hopes for disinflation but robust
employment growth, and even the oil price
rebound, calls into question the scenario of
a pause on rates.

The release of the January US employment report has left
its mark. Bond yields rose to around 3.70% on the T-note,
Jerome Powell taking note of the risks of persistent wage
inflation. The Fed Chairman maintains, however, that the
disinflation process has started. For this reason, the US yield
curve resumed inverting with the 2s10s spread returning to
-80 bps area. Bund yields (2.35%) follows T-note yields on
the upside. The reduction in downside risks to economic
growth thanks to government transfers is also slowing down
the disinflation process in the euro area.

At the same time, any respite on the trend for higher interest
rates fuels the rise in growth stocks. The negative correlation
between long-term rates and stock prices indeed sparks
violent intra-day reversals on equity markets. Realized
volatility seems to be much higher than the implied volatility
indices, which still suggest some form of complacency on
the part of market participants. In turn, credit spreads remain
well oriented. Euro swap spreads are benefiting from
technical measures by the ECB (extension of the
remuneration of government deposits) to mitigate the risk of
a shortage of collateral. The outperformance of high yield
continues despite some protection buying on the iTraxx
Crossover below 400 bps. On the foreign exchange market,
the dollar-yen resumed falling after the appointment of Ueda
as head of the BoJ to replace Kuroda. The broad dollar
measure fluctuates in keeping with changes in Fed rate
expectations and investor risk appetite.

On the economic front, the euro area economy appears to
have stagnated in the 4th quarter. Governments transfers
have reduced the risk of a recession but are now delaying
the expected decline in consumer prices. German inflation
(9.2% in January) fell due to multiple government measures
to cap gas (November), electricity (January) and heating oil
(February) prices with, moreover, retroactive effects. The
ECB is urging governments to reduce their support given the
moderation in energy prices. The German inflation print will
lead to an upward revision of inflation in the euro area to
about 8.7% in January. In turn, the UK economy avoided
contraction (0%q) in the last three months of 2022 despite
strikes reducing activity in services. Business investment
(+4.8%0q) is surprisingly strong. Public spending offset the
slowdown in household consumption (+0.1%aq). In Japan,
the appointment of Kazuo Ueda to the post of governor from
April is perceived as favoring a more restrictive policy
compared to Masayoshi Amamiya, considered closer to the
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government. The 4.8%y wage rise in December (including
bonuses) is unprecedented in the archipelago for 25 years.
Currency adjustments are to be expected from April.

On the financial markets, the uptrend in risky assets seems
to be weakening. The complacency of financial market
participants can be seen in low demand for downside
protection on equities (hence the low asymmetry of implied
volatility). Surveys of US individual investors show a sharp
improvement in sentiment over the past few weeks... but,
empirically, the euphoria tends to foreshadow market
corrections. The rebound in equities that are underheld by
mutual funds or sold short the most echoes the short
covering trades observed in S&P500 futures markets.
Managers and leveraged funds have bought back S&P
futures for nearly $300 billion in notional amount since the
start of the 4th quarter. The US technology stock market
performance indicates that the market is reacting favorably
to restructuring announcements aimed at restoring
corporate profitability, but sensitivity to long-term interest
rates may still hold back gains in coming weeks. The decline
in aggregate S&P profits hovers around 2% on a year-over-
year basis. Apart from tech, the sectors which have seen
falling earnings include basic materials and financials.
Europe skirts recession but markets have already priced in
a sharp recovery, seen in the outperformance of cyclicals
and double-digit performances in 2023. The flows testify to
a more upbeat view from international investors vis-a-vis the
European equity markets.

As concerns the bond market, Jerome Powell took note of
the strength of employment and echoed his FOMC
colleagues in mentioning a potentially higher terminal rate.
The yield on 10-Yr T-notes is back about 3.70% as investors
accumulate new short positions on the Treasury futures.
That said, the US yield curve remains very inverted and
competition from high-yielding T-bills (4.75% at 4 months)
seems to be dampening bond inflows somewhat. The
outstanding amount of USD money market funds remains
elevated at $4.8 trillion after $300 billion in net inflows since
October. Last week’s Treasury bond auctions drew low
demand for 3- and 30-year maturities in particular. Despite
money market flows, the 2-10 year spread is still trading near
-80 bp, positions betting on the steepening of the yield curve
offer negative carry. The January CPI release may further
spur curve inversion in the event of an upside surprise, due
for example to the rebound in gasoline and used car prices.
Russia’s decision to cut oil production in March provides
support to breakeven inflation rates (Brent at $85). Inflation
expectations went up 10 bps last week. Bund yields rose in
keeping with US yields but caused little change in sovereign
spreads or euro |G credit. High yield continued to outperform
despite protection buying on the iTraxx Crossover, which
rose above the 400 bp threshold.

Axel Botte
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e Main market indicators

G4 Government Bonds
EUR Bunds 2y
EUR Bunds 10y
EUR Bunds 2s10s
USD Treasuries 2y
USD Treasuries 10y
USD Treasuries 2s10s
GBP Gilt 10y
JPY JGB 10y

€ Sovereign Spreads (10y)

France
Italy
Spain

Inflation Break-evens (10y)

EUR 10y Inflation Swap
USD 10y Inflation Swap
GBP 10y Inflation Swap

EUR Credit Indices

EUR Corporate Credit OAS
EUR Agencies OAS
EUR Securitized - Covered OAS

EUR Pan-European High Yield OAS
EUR/USD CDS Indices 5y

iTraxx IG

iTraxx Crossover
CDX IG

CDX High Yield

Emerging Markets

JPM EMBI Global Div. Spread

Currencies

EUR/USD
GBP/USD
USD/JPY

Commodity Futures

Crude Brent
Gold
Equity Market Indices
S&P 500
EuroStoxx 50
CAC 40
Nikkei 225
Shanghai Composite
VIX - Implied Volatility Index

13-Feb-23
2.79%
2.39%
-41.3bp
4.55%
3.74%
-81.4bp
3.44%
0.51%
13-Feb-23
45.7bp
183.82bp
94.44bp
13-Feb-23
2.39%
2.55%
3.76%
13-Feb-23
142bp
70bp
T77bp
428bp
13-Feb-23
79bp
409bp
73bp
442bp
13-Feb-23
445bp
13-Feb-23
$1.069
$1.210
JPY 133
13-Feb-23
$85.8
$1 859.4
13-Feb-23
4090
4231
7193
27 427
3284
21.27

1wk (bp)
+17

1wk (bp)
+6
+9
+2
1wk (bp)

1wk (bp)
+4
+17
+3
+18
1wk (bp)
+19
1wk (%)
-0.373
0.682
0.053
-1wk ($)
$4.8
-$8.0

-1wk (%)

-1.11
0.61
0.79
-0.96
1.40
9.47

1m (bp)
+20
+22
+2
+32
+24

1m (bp)
+9
+15

+14
1m (bp)

-61
1m (bp)
-1
-4
+2
+16
1m (bp)
-18
1m (%)
-1.330
-1.031
-3.560
-1m (%)
$0.3
-$60.8

-1m (%)

2.28
1.93
2.42
5.01
2.78
15.91

2022 (bp)
+3
-18
-21
+13
-13

2022 (bp)
-16
+3
-15
2022 (bp)

-84
2022 (bp)
-12
-65

2022 (bp)
-7
2022 (%)
-0.2
0.1
1.1
2022 (%)
0.21
1.94
2022 (%)
6.5
11.5
11.1
5.1
6.3
-1.8
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Additional notes
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