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Topic of the week: budgetary short-sightedness?

Projected budget deficits this year remain large. Budgets should
contribute to growth and absorb the energy shock;

In the medium term, this puts public finances on a worrying trajectory
and, above all, limits the room for maneuver should another crisis !
affect the European economy; Stéphane Déo
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So far so good, but once again, focus on immediate interest. Yet
another example of “budgetary short-sightedness”?

Market review: Immaculate rally

Disinflation keeps everything rally going;

US inflations down to 6.5;

Renewed downward pressure on bond yields;

Risky assets still upbeat amid lower dollar. Axel Botte
Global strategist

axel.botte@ostrum.com

Chart of the week

China Metro Daily Passenger Volume China is reopening and one high-frequency

(7 days mov average) gauge for increasing activity and return to
1400 normalcy is the metro passenger volume. The
chart shows the two main cities, Beijing and
Shanghai. Overall, transport volume were about
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Figure of the week

2022 was the 5" warmest year on record.
Temperatures were almost 1.2 degrees above pre-

industrial levels.

Source : Ostrum AM
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eTopic of the week

Budgetary short-
sightedness?

Projected budget deficits this year remain
large. Budgets should contribute to growth
and help absorb the energy shock. These
deficits also place the eurozone on a very
worrying debt “spontaneous trajectory” over
time. We will not be able to avoid a much more
ambitious budgetary tightening in the future.

So far so good

The ECB has just published an article on budgetary
policies!. It uses the figures of the European Commission on
planned budgetary trajectories on the basis of government
draft budgetary plans published last autumn?. The Member
States of the Union must, in the context of the “Stability and
Growth Pact”, provide their budgetary projections, which
allows the Commission to produce an appraisal and
recommendations.

It should be noted in the introduction that these deficit
forecasts are based on rather optimistic growth
assumptions. The Commission’s forecast for 2023 (+0.3%)
is higher than the consensus (-0.1%) but seems credible to
us (Ostrum expects 0.2%), the forecasts of the states are a
much more comfortable 1.6%.

Euro area: GDP growth
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In this favorable environment, deficits are expected to ease

* Available on: https://www.ech.europa.eu/pub/economic-

bulletin/focus/2023/html/ecb.ebbox202208 08~8caa7063ac.en.ht
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from 3.9% of GDP in 2022 to 3.2% in 2023. As a result, the
debt-to-GDP ratio would also improve from 93.9% to 92.5%.
However, temporary measures related to the COVID crisis
are disappearing, adding 3.3% to the deficit in 2021, 0.9% in
2022 and 0.0% in 2023. This 0.9% saving is therefore not
reflected in the fall in the deficit since it only improves by 0.7
percentage points.

It should be noted that the budgetary effort related to the
energy crisis is also fading. It is conceivable that these
measures will be substantially reduced in 2024, resulting in
a potential deficit improvement of 0.9 percentage points.

Budgetary cost of energy measuresin 2022-2023
(levels as % of GDP)
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Source : Ostrum & Bloomberg

According to ECB figures and analyses, the total fiscal
stimulus related to the energy crisis and the war in Ukraine
included in the projections amounts to about 2% of GDP in
2022-23. Based on government measures currently
approved, about one-third of these fiscal stimulus measures
— particularly spending to offset rising energy prices and
inflation, to some extent, increased defense capabilities —
are expected to continue to have a fiscal impact in 2024.

In terms of supporting the economy, budgets are doing a lot.
The ECB article cited above notes that “the ECB’s latest
projections include a significantly higher number of energy-
related support measures than in the Commission’s
baseline, indicating an expansionary fiscal stance in 2023.
Global support for the energy crisis is estimated at around
2% of GDP.”

In summary, so far everything is going well, the
budgetary effort made, after the budgetary effort of the
COVID crisis, is very substantial and largely explains
the resilience of the Eurozone economy.

2 Available on: https://economy-
finance.ec.europa.eu/system/files/2022-
11/com 2022 900 1 en_chapeau.pdf
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Building on all these budget data we simulate the trajectory
of the debt to GDP of the Eurozone. The result is shown on
the graph below. Data up to 2021 are actual data, those for
2022 and 2023 are those corresponding to the budget
programmes carried over by the Commission. What follows
is our “all other things being equal” simulation: a hypothesis
that growth stabilizes at potential and budgetary policy
remains unchanged, etc.

In this case, the “spontaneous debt trajectory” (as we say in
economists’ jargon) remains upward slopping, albeit
moderately. The budget consolidations for this year are
therefore insufficient to put European public finances on a
satisfactory path, a downward sloping one. The “stabilizing
deficit” (another jargon term for the level of deficit that
stabilizes the debt-to-GDP ratio) would then be, according to
our calculations, 1.4%. With a deficit still slightly higher than
3%, the debt-to-GDP ratio should therefore continue to rise
by 1.1/2 points each year. Measured in this way the margin
is therefore not so important towards balance.

Euro Zone: debt to GDP.
Actual and simulated after 2022
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Sources : Ostrum & Eurostat

We must underline that this is a simulation, not a forecast.
The result is quite optimistic for several reasons:

o We take, as is, the figures from the various budget
forecasts, which still seem quite optimistic to us;

e The idea of stabilizing growth at potential makes
sense to generate a “spontaneous” trajectory but
obviously by 2040 we will go through recessions,
with the usual step-up effect on debt;

¢ The “all other things being equal” simulation leads
to the assumption that the cost of debt is constant.
Of course, the cost will go up, so the debt service,
hence the deficit. The snowball effect should be
stronger than our numbers;

e We do not take EU debt into account in these
figures: the idea of socializing debt via SURE or
other programmes is undoubtedly a good idea. But
it is an additional layer of public debt that will have
to be paid back.
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So, we have to look at our simulations more as a floor on the
trajectory. The conclusion is therefore simple: it seems
inevitable that the countries of the euro area will have to
implement a significant budgetary tightening in the years to
come.

And, as a corollary, if we were unlucky to face yet another
crisis in the near future, the budgetary leeway we have
seems rather limited.

These figures need to be detailed. Not surprisingly, there is
a significant divergence at the country level. The divergence
is evident in terms of debt levels, which range within the 11
main countries in 2023 from 161% in Greece to 41% in
Ireland.

Euro area countries: debt to GDP
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But, and this is probably an even more important point, the
difference is equally striking in terms of spontaneous
dynamics. Once again, we must keep in mind the limitations
of the approach mentioned above. Nevertheless, we find
four distinct groups of countries:

. makes Ireland the only “good one”
with GDP debt close to 40% and comfortable
budget margins;

. Netherlands, Austria,
Germany and Finland. These countries have a debt
to GDP ratio of around 60% but have not made
enough effort to secure a debt reduction;

. Italy, Spain, Portugal and
Greece. With debt well above 100%, but a
downward trend in the debt ratio;

. France and Belgium. With high debt,
above 100% and a trajectory that remains upward
sloping. These are, of course, the countries of
greatest concern.
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CO”C'USlon Euro area: output gap

The two shocks that the European economy has just faced,
COVID and the energy crisis, have been largely absorbed
by an extremely ambitious fiscal policy. Otherwise, the
cyclical decline could have been much worse, with serious
consequences, for example, in terms of the failures of
companies that would have damaged the recovery. The
reaction, however pharaonic, was therefore very largely
justified in our opinion. -16

Source : Ostrum & Bloomberg

The current policy is much more debatable. The
unemployment rate is at an all-time low in the Eurozone, the
output gap is positive according to Bloomberg’'s estimates.
A reasonable counter-cyclical fiscal policy would therefore
suggest that governments reduce their support for the
economy much more ambitiously and start to build back
room for maneuver for a future crisis.

This is far from the case.
In the short term, this is good news for economic growth
which should therefore be sustained.

In the medium term the conclusion is much more

ambiguous. This puts public finances on a worrying

trajectory and, above all, limits the room for maneuver
Euro area: unemployment rate should another crisis affect the European economy.

13

2 So far so good. But once again, the focus is on immediate

. interest: another example of “Budgetary short-sightedness™?
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Stéphane Déo
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Source : Ostrum & Bloomberg

MyStratWeekly — 16/01/23 - 4



Ostrum

ASSET MANAGEMENT

Market review

The sharp rise in asset prices fueled by
disinflation and hopes of monetary
easing now must face the consequences
of the recovery in China

US inflation was shaping up to be the leading economic
publication and a market mover last week. The lack of a
surprise in the US CPI report added some fuel to the broad-
based rebound in markets since the start of the year.
Equities are up 5 to 6% in the United States across the main
stock indices taking advantage of a declining dollar which
reflects an idyllic scenario of disinflation and monetary
easing. European stocks gain 2%. On the fixed income
markets, bond issuance totaled an unprecedented amount
of €100 billion last week. New borrowing did not prevent a
widespread tightening in sovereign and credit spreads. The
yield on US 10-year notes is hovering around 3.50% after
having rebounded, twice, on the technical support of 3.42%.
Euro area sovereign spreads are back to last autumn lows,
so Italian BTP spreads trade once again close to 180 bps on
10-year maturities. High yield spreads tightened by more
than 20 bp in both Europe and the United States.

US inflation for December came out in line with expectations
at 6.5% over the past twelve months. The deceleration in
inflation is mainly due to the decline in energy prices, with
the exception of domestic gas and electricity, which are on
the rise, despite the downward trend on the futures markets.
Core inflation also fell to 5.7% from 6% the previous month.
However, service prices are still on the rise. Excluding
energy, service inflation indeed exceeds 7% over one year.
Housing also rose by 0.8% month over month in December
whilst a slow deceleration in housing costs is still expected
from next spring onwards. In short, the normalization of
consumer goods’ prices runs parallel to the inertia of service
inflation. At the same time, the reopening of China risks
calling into question the observed reversal in the prices of
goods. The awakening of the Chinese economy is already
causing a significant lengthening of delivery times and a
rapid recovery in the prices of industrial metals (copper,
ferrous metals). In addition, Chinese oil demand rose in
December to 48 million tons. “Immaculate disinflation”, the
new fashionable term accompanying the bullish run in the
financial markets, will perhaps turn out to be, dare | say,
“transitory”. The improving outlook in China is echoed in
Europe. Industrial production in the euro area has stabilized
in the three months to November. In France, nuclear
electricity production is gradually picking up. German GDP
probably stagnated in the 4% quarter as preliminary
estimates point to 1.9% annual growth in 2022, far from the
disaster scenarios mentioned last year.
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Current market environment bears witness to the difficulty of
central banks to anchor their tight policy stance. The US CPI
report, though in line with expectations at 6.5%, fueled a
further decline in Treasury yields. Central bankers reiterate
their commitment to monetary tightening, but a consensus is
forming within the FOMC for more measured rate increases
of 25 bp going forward. The 2-year yield fell to its lowest
since October at 4.15%. The yield curve remains very
inverted with a 2-10 year spread at -68 bp. The memory of
10-year yields averaging 2% between 2012 and 2021 is still
fueling demand for Treasuries. However, carry on a long
Treasury position, or the opportunity cost of holding bonds,
is unfavorable. A sharp rise in long-term yields is a risk if
growth continues. In the euro area, the fall in energy inflation
considerably reduces the downside risks to activity.
However, the increase in underlying inflation still argues for
monetary tightening by the ECB. Market expectations point
to a deposit rate of 3.25% in the spring. The Bank's balance
sheet is shrinking through TLTRO repayments (€63bn in
January) before quantitative tightening kicks in March.
Despite this, the Bund (2.15%) is trading near the deposit
rate. The many syndications in January are attracting very
strong demand from institutional investors. Total weekly
issues amount to €100 billion. The French OAT is trading
below 50 bp against Bunds. The pension reform is a positive
for French public finances, but the budget trajectory remains
problematic in the long term. Italian bonds are also in high
demand. Buybacks of speculative shorts on BTP continues,
bringing the spread to 180bp, i.e. the lowest spreads since
early December. The homothetic downshift in rates and
spreads persists so that sovereigns react proportionally to
changes in Bund yields. Thus, Spanish PGBs and Bonos are
tightening below the 100 bp threshold.

The credit market is improving, echoing both the decline in
sovereign yields and the rise in equities. The busy primary
market is somewhat curbing the narrowing in IG spreads
(-3 bps since December 31). In contrast, low issuance in
high yield helps spreads tighter by 30 bps in Europe and
50 bps in the United States since the start of the year. The
levels of yields unseen in credit for 10 years sparked a strong
startin 2022. Euro credit indeed offers 4%yields, higher than
the dividend yields on equities and well above the paltry
0.5% of January 2022.

On equity markets, the rebound in high-beta stocks
continues. The outperformance of the equal-weighted S&P
versus the cap-weighted index highlights the breadth of the
market’s revaluation. The decline in the euro allows the US
market to narrow its performance gap vis-a-vis Europe. The
first US bank earnings releases are nevertheless mixed.
However, sentiment towards European equities has
improved. Real estate and consumer stocks are
outperforming in the wake of technology.

Axel Botte
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e Main market indicators

G4 Government Bonds
EUR Bunds 2y

EUR Bunds 10y
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USD Treasuries 2y
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USD Treasuries 2s10s
GBP Gilt 10y
JPY JGB 10y
€ Sovereign Spreads (10y)
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Inflation Break-evens (10y)
EUR 10y Inflation Swap
USD 10y Inflation Swap

GBP 10y Inflation Swap
EUR Credit Indices
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EUR Pan-European High Yield OAS
EUR/USD CDS Indices 5y

iTraxx IG
iTraxx Crossover
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CDX High Yield
Emerging Markets
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Currencies

EUR/USD
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USD/JPY

Commodity Futures

Crude Brent
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JPY 128
16-Jan-23
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4158
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1wk (bp)

-18

1wk (%)

0.820
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1m (bp)
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1m (bp)

-1

1m (%)
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6.337
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3.81
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1.89
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2022 (bp)
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-20
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-10

2022 (bp)
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-1
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1.0
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Enhancing your

power to act

Source: Bloomberg, Ostrum AM

MyStratWeekly — 16/01/23 - 6



Enhancing your
Ostrum S e

ASSET MANAGEMENT

Additional notes

Asset management company regulated by AMF under n® GP-18000014 — Limited company with a share capital of 48 518 602 €. Trade register
n°525 192 753 Paris — VAT : FR 93 525 192 753 — Registered Office: 43, avenue Pierre Mendés-France, 75013 Paris —

This document is intended for professional, in accordance with MIFID. It may not be used for any purpose other than that for which it was
conceived and may not be copied, distributed or communicated to third parties, in part or in whole, without the prior written authorization of
Ostrum Asset Management.

None of the information contained in this document should be interpreted as having any contractual value. This document is produced purely
for the purposes of providing indicative information. This document consists of a presentation created and prepared by Ostrum Asset
Management based on sources it considers to be reliable.

Ostrum Asset Management reserves the right to modify the information presented in this document at any time without notice, which under no
circumstances constitutes a commitment from Ostrum Asset Management.

The analyses and opinions referenced herein represent the subjective views of the author(s) as referenced, are as of the date shown and are
subject to change without prior notice. There can be no assurance that developments will transpire as may be forecasted in this material. This
simulation was carried out for indicative purposes, on the basis of hypothetical investments, and does not constitute a contractual agreement
from the part of Ostrum Asset Management.

Ostrum Asset Management will not be held responsible for any decision taken or not taken on the basis of the information contained in this
document, nor in the use that a third party might make of the information. Figures mentioned refer to previous years. Past performance does
not guarantee future results. Any reference to a ranking, a rating or an award provides no guarantee for future performance and is not constant
over time. Reference to a ranking and/or an award does not indicate the future performance of the UCITS/AIF or the fund manager.

Under Ostrum Asset Management’s social responsibility policy, and in accordance with the treaties signed by the French government, the funds
directly managed by Ostrum Asset Management do not invest in any company that manufactures, sells or stocks anti-personnel mines and
cluster bombs.

Final version dated 16/01/2023

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified
or Institutional Investors and, when required by local regulation, only at their written request. This material must not be used with Retail
Investors.

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below.
Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the Commission de Surveillance du
Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment
Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. ltaly: Natixis Investment Managers S.A.,
Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via San Clemente
1, 20122 Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB
88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis
Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands.
Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office).
Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafa. Serrano
n°90, 6th Floor, 28006, Madrid, Spain. Belgium: Natixis Investment Managers S.A., Belgian Branch, Louizalaan 120 Avenue Louise,
1000 Brussel/Bruxelles, Belgium.

In France: Provided by Natixis Investment Managers International — a portfolio management company authorized by the Autorité des
Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme)
registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendeés France,
75013 Paris.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College 10,
1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Ziirich.

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial
Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V
5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom:
this material is intended to be communicated to and/or directed at investment professionals and professional investors only; in Ireland:
this material is intended to be communicated to and/or directed at professional investors only; in Guernsey: this material is intended to
be communicated to and/or directed at only financial services providers which hold a license from the Guernsey Financial Services
Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of
Man: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the
Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is
regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience
and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as
defined by the DFSA. No other Person should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place,
DIFC, PO Box 506752, Dubai, United Arab Emirates

MyStratWeekly — 16/01/23 - 7


http://www.ostrum.com/

Enhancing your
Ostrum S e

ASSET MANAGEMENT

In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial
Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business and investment
advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku, Tokyo.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment
Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5,
Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.
In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D) to distributors and
institutional investors for informational purposes only.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended
for the general information of financial advisers and wholesale clients only .

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute
financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available
to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment
Managers Australia Pty Limited is not a registered financial service provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised
by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund
qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacién (Colombia) to professional clients for
informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are
rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than
100 specifically identified investors.

In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary,
or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered
with the Comisién Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or
investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares
of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public
offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis
Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV
or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment
Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the
CNBV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-
up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis
Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their
services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment
service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the
relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute
investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors
should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions,
and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date
indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that
developments will transpire as may be forecasted in this material. Past performance information presented is not indicative of future
performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party
sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed,
published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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