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Gilles Moec
AXA Group Chief Economist

» and Head of AXA IM Core Investments Research

when delivering 75bp hikes. True, the Euro area will likely only
KAG GKS dzZLJLISNJ SyR 2F (KS aySdz
rate in December 2022, but thstarting point was lower than in

the US, and we expect the neutral threshold to be exceeded in
VM HNAHO OF0G HOE:0® / 2YOAYSR 67
standards, the ECB stance has in our view already taken broad

Key points financial conditions into restrkt@S G SNNA G2 NBE & ¢ K
_ _ while inflation in the Euro area remains driven by supjalg
1 2022 ushered in a nemonetary policy era. A developments (in particular gas prices) which can hardly be

policyinduced recession looks like the price to pa
to get inflation back under control after a peak in
late 2022.

affected by monetary policy, is explicitly focusing on anchoring
inflation expectations, but we spect a significant share of their
newfound hawkishness is fuelled by the depreciation of the euro.

1 Higher interest rates will gradually impair the
capacity of fiscal policy to remain accommodative Indeed, the world economyonce again in a configuration
Ly GKS Ly RNIrGeAanEOEe A 2 eerily resemblant to episodes from the 19¢0s adjusting to a
mid-terms, while in Europe fiscal policy will still stronger dollar fuelledby KS CSRQa L2t A0ed ¢
deliver more stimulus in the first half of 2023 to one of the least affected central banks. Its counterparts in
deal with the external inflation shock, but we think emerging markets have much more to do and we have seen
UKAa gAtt oS UKS atlad cumulative hikes in excess of 1,000 basis points in some

I Supportive Bcal and monetary policy have countries (Brazil, Hungary). We are not gvedncerned by

dissimulated the underlying slowdown in potential
growth for two decades. A new growth model is

systemic risks in the emerging wogltheir intrinsic financial
position is much better than in the 1990s, a key difference with

needed. but elusive. that periodg but the extreme tightness of monetary policy will

seriously dampen domestic demand, especiallgrfiscal
policy will have to adjust to the rise in sovereign refinancing
costs (Brazil again). Those who have chosen not to defend their

The inflation shock has defined 2022. Not primarily because a%urrency and bucked the trend by cutting rates are facing

usual, by eroding purchasing power and corporate margins it painful hypesinflation, such as Turkey.
has hampered consumption and investmemtrivate spending
has been remarkably resilient actually in the developed world
given the circumstancesbut because it has marked the end of
an era for maetary policy.

The immediate cost of future disinflation

China is the oneiy exception to this rule. Even if the exchange
rate has been softening as a result, Beijing has been able to
loosen monetary policy against a backdrop of muted inflation.
Yet, the Chinese authorities continue to be reluctant to make
full use of their stilwide policy space for fear of rekindling

Having missed the signs that what was initially widely seen as{ai\ VIEVOALE &GFoAfAGE NRALAS 6K,
transitory price reset after the poglandemic reopening was [ 2GARE LI2EAOE A& GSydFaA@S I ‘
turning into persistent inflation, the key central banks engagedpandemieNSf PGSR RAZNIZIGAZYE Ay HA

in swift tightening without equivalent since th890s. The
catchup took theFederal Reserv&¢d from what was still a

very accommodative stance to properly restrictive territory in We are thus in a configuration we have not seen for decades: a

about half a year. Combined with Quantitative Tightening, this olicvenaineered slowdown in the world economyv. The
has produced the steepest tightening in broad financial policyeng y:

conditions since the Great Financial Crisis of D, intensity and duration of t.h!s tlghtenlng phas_e depends of
course on the speed of disinflation at the epicentiréhe

In principle, not all central banks should have followed the Fe@roblem: the US economy. In the autumn of 2022, some

. ntative signs were finall ring that the | r market i
The US had a clear case of overheating to address, after the c tat_ € signs were inally appearing thatt € "’.‘b"“ an etis
L . . softening, which would herald the deceleration in wages into
excessive fiscal stimulus of the late Trump and early Biden «

o . . HnHo YKAOK UKS CSR glyua a2 a
administratons, with an extremely tight labour market plagued . . .
L probably beerhit, which should allow a less rapid pace of rate
by a lower participation rate. The Euro area had been more

rudent with its fiscal stance during the pandemic and hikes, but the distance from target, and the risks of further
b grmep SfALILI IS FNB 42 KAIK GKEQ

articipation is rising there, now exceeding the US level in the T . .
25 to 24year—old brgcke Yet theEuropeargJ Central Bank reacheq (yve think it will hit 5%). This means that, given
(ECBhas sometimes mirrored the Fed approadbr instance transmission lags, the metary stance throughout 2023 is

world growth will renain subdued in our view.

0KS
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likely to remain more restrictive than in the second half of risks of the region settling on a wage/price loop which would

HAHH® ¢KAA Aad LINBRAOI (SR 2y forceht EGEiftdie8eh mdrtighienig KAScon@i& iR howedaf Q |

to cut rates as quickly as the market is currently pricing (secotikely to emerge towards the second half of 2028igsificant

half of 2023) since they will wiaio be satisfied thatthey have 32 GSNY YSy G A aadz yOS ¢2dz R Of I .

properly broken the back of inflation. The price to pay for this to gradually reduce the reinvestment of the bonds it purchased

will be a recession in the first three quarters of 2023 in the USduring Quantitative Easing. Even if the European fiscal

which will trigger the usual adverse ripple effects over the  surveillance system were to allow for another prolongation of

entirety of the world economyext year. the exemption from the deficit reduction rules, we expect the
budget bills for 2024, which will start to be discussed in the

Memories of past mistakes often inform poliogkers action.  summer of 2023, will mark the end of fiscal profligacy.

Just like the premature monetary tightening of the 1930s was

the mistake Ben Bernanke wanted to avoid at allsindtis Looking for a growth model

management of the aftermath of the Great Financial Crisis of

21nykHAndT GKAA GAYS A0Qa U KSver theiashwodbR Nhohdialy @ fidbgport kR 0 I 0 €

haunting Jay Powell. Indeed, contrary to popular belief, the Feflten dissimulated the underlying lack of dynamism of the

initially responded to the first oil shock of 1973 by rapidly hikingeveloped economies, faced with slowdown in productivity

rates. Its fateful decision came at the end of 1974 when, FRRAY3 G2 GKS RSY2INI LKAO ¢28.
worried by the significant rise in unemployment, the Fed certainly the case in the US, the decline in labour market
reversed course although inflation was still in dowuhtgt particpation is another source of weakness for potential GDP

territory. This laid the grOUnd for rampant inflation throughout growth_ Now that po“cy Support is past its peak, those
the second half of the 1970s, ultimately forcing the Fed into astructural flaws will take centre stage.

massive tighteimg in 1980.
The recent experience in the UK is interesting from this point of
In a way, what lies ahead of us is the mirror image of monetaryiew. While the content of the planas deeply flawed
L2 £ A O Od 2 @3 BIY dwo Be€ades.fContrdl hadkd  pfront, unfunded tax cuts combined with vague promises
had come to the conclusion that it was only by driving the  apout structural reformgt ¢ € S+ adG [ AT ¢ NHz& & ¢
SO2y2Ye qvebddov&pbtartiat that they woudl tried to address the deterioration in potential growth in the UK.
manage to bring inflation back to target from their stubborn, The Uturn on the fiscal stance by the Sunak admiatiin is
near zero new trend. Today, the conclusion they have reachegs course welcome from a financial stability point of view, but

Aa U K I l:l A U Qa 2 yf e 0é R NJA Qi\ ya/haﬁ§n¥.sls”y.gﬁ% a9|§1fto%@rttﬂegcodoﬁ])}\l£ 3 R e ft 29
pace that they will be able to bring inflation back to 2%. No

pain,no gain. On the list of macro challenges, we need to add the likely
o L 5 .. GINBSyYTFE I (cxhg peéesshrg fyNe agyirst climate
CA&OIt | OGADGAEYQA | &0 cEhhgdishding the adoption of cleaner, but usually more

expensive technologies, while we expect more regions beyond
While the monetary tightening is synchronized acrossthe G KS 9! (2 T R2LJi TFT2NN2062T A0H N&B\:
Atlantic, the fiscal stance has started to diverge. In the US, thalso a risk, especially for countries which have made the choice
Inflation Reduction Aatwhich in reality is a Green Transition of extroverted gravth ¢ such as Germany. The US is probably in
Actc will probably bethé &G o0 A3 LINE IANI Y @nfore comfordapldxdsitivhlthaArRHurdp®. Its demographic
Fa GKS wSLlzt AOFYyQa YARUGSNY pditiok, dlth@ugh détei@ating AsdessSprodldmat, id the &
probably usher in at least two years of policy paralysis. But thisountry can at least count on cheap, domestically produced
Ad LINRPolote a¢KIG (GKS R2 002 NieghNFhSlaheanUhidnat thétighe of herpandéimickhal (i K ¢
there is little point in fisdgolicy attempting to offset the Fed managed to give substance to its leegn growth strategy by
aily0S 3A0Sy G(G(KS ySSR (2 4+ RRNB&A3 AYRAS (1&ES2yi2029a 22 RSD i A Fid4
focused overheating. The situation is very differentinthe Eurd Sy SNJ A2y é LINRPINI Yad 2SS FAYR
area where governments have engaged in a new series of fisstdtes have not found the same capacity to resiio the fallout
stimulus to mitigate the impadf elevated energy prices on  of the Ukraine war with another concerted investment effort.
K2dzaSK2ft RaQ AyO02YS yR O2NLRNIGS YINHAya Ay (GKS 02y GSEG

the Ukraine war. While we are confident that by the middle of 2023 the world
economy will start improving again, we would warn against any
There is still probably some degree of complementarity excessive enthusiasm. Beyond the cyclical recovery ma

between fiscal and monetary policy in Europe. Households structural questions will remain unanswered.
receiving temporary income supporbfn governments may
reduce pressure on more persistent wages, thus limiting the
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Investment Outlookg Positive but tempered return expectations

liabilities is key. It seems in the early part of 2023, with

Chris Iggo

Chair of the AXA IM Investment Institute macroeconomic uncertainty still running relatively high,
« W and CIO of AXA IM Core investors are likely to retain a level efensiveness. Volatility
and ongoing periods of losses should not be ruled out.
Key points Improved tradeoff

Fixed income investors, however, stand to benefit most from
the peak in inflation and policy rates. For bond markets, the
trade-off between return and riskas improved. Yields are
- . . higher¢ compared to the situation in recent yearand this
SIS L R (e LINE GARSA Y2NB WOINNEQ F2NJ 62y
Earmings forecasts are I'kGIY to be cut further opportunities for new fixed income investments. At the same
Some scope for sector rotation time, with higher yields, fixed income has the i to play
Much depends on energy prices. a more significant role in mukisset portfolios. In 2022, very
unusually, both bond and equity returns were very negative.

. CKFyYy (1 Fdzf t @2 OSYyUGNI -BOOWabisi R2Yy
Contrasting returns L2Ayla SOSNE 251N | & 200Ks &
equities struggle with the growth environment, bonds can

There were few places to hide in 2022. Inflation, monetary  provide a hedge and an alternative to those investors putting a
policy tightening and geopolitical risks marked a stark contraspremium on income.

to the drivers of returns in 2020 and 2021; the backdrop
ultimately forced a revaluation of fixed income and equity Supporting duration
assets. From lowo high inflation, and from low to high interest
rates, returns suffered as markets adjusted to the new
paradigm.

Peak interest rates support fixed income
Capital gains hard to come by
Bonds provide improved incometurns

=A =8 =4 -4 -4 -4 -4

Higher rates dominated 2022 and their impact on valuations
has been clear. When arfdgrowth slows, central banks will
stop raising rates, as long as inflation is easing back. This is
already priced in to yield curves with markets anticipating peak
rates in the US in Q2 and in the Eurozone in Q3. For now, it is
an environment that suppostexposure to the shorter maturity
art of bond markets. Such strategies currently provide the
ghest yields seen for years. Extending duration along the
urve also locks in better yield and provides optionality to
recognise capital gains once marketstdtaanticipate central
banks easing. Our base case is that this is unlikely until late
2‘%23 or 2024, but markets tend to look forward to these

ents.

However, as 2022 came to a close, markets found a more
stable footing. Fourth quarter (Q4) returns were significantly
better than whathad gone before, even if the outlook was
cloudedc as it still is. Inflation is high and is only just showing
signs of moderating. Central banks are not likely to stop raisi
rates until well into the new year. More importantly, we expect
. : . c
recession on bdt sides of the Atlantic.

The modest recovery in asset prices towards the end of 2022
should not, in our view, be seen as a step towards revisiting t
valuation peaks of recent years. Equity pgeenings ratios are
likely to remain below their highs abdnd yields are not going
back to close to zero. The kind of capital returns that investor:
enjoyed in the quantitative easing era are unlikely to be
repeated any time soon. The current environment requires
more thoughtful investment strategies than jestasing
earnings growth and higher yield, irrespective of valuations o
credit risk.

4ncome vs. total returns

The new regime for fixed income markets and related
strategies is a more kaiced one. In recent years, returns were
dominated by capital gains as central banks pushed down
yields. Income should now be a more significant contributor to
total returns(Exhibitl). This has portfolio construction
implications with bonds now more suited to incofoeused
strategies as well as allowing institutional investors more
flexibility in meeting liabilities without taking unnecessary

greditor liquidity risks to achieve yield targets.

The inflation advantage

In a recession, cash flow from corporate assets to investors
becomes challenged. Earnings growth slows as costs rise an
revenues come under pregre. In credit markets, scarcer cash

. X This focus on income, with more modest capital gain potential,
flows mean understanding how borrowers manage their debt pra’ gain p

supports corporate bond markets. However, borrowers will be
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challenged and this could impact on the level of credit spreadsaarket would be welcome delopments for emerging market
Rates have done a lof the work in pushing up corporate debt.

borrowing costs. Spreads have also widened but remain below

the highs seen in previous periods of stress. This means that Tdre Q4 equity market rally was chiefly driven by expectations
AAYAE NI ONBRAG NI GAy3Iaz (2 RlofpeakinflatibrSahdrates buhieedshdaby judgdd @daiyisii & &
in recent years. This priges attractive return potential as deteriorating earnings outlook and in an environment where
corporates have generally managed balance sheets well, interest rates are going to be higr than they have been for
terming out debt, containing leverage levels and ensuring  years. These will remain headwinds for stocks for some time.
KSFHfdKe AyGSNBald O02@SNI IS E@saier th&sgnifichiRiatidgyalrehdy Ners, stodkariatkelsQ &
spreads will allow investors to benefit from ¢apgains when  are still vulnerable to the expected earnings recession.
corporate fundamentals do improve.

A balanced outlook
Exhibitl: Income to dominate bond returns

Global Bond Market IndexReturns and Yield There is thegotential for some sector and style rotation going

60 r Price Returr Income Returre Yield forward. Energy stocks have outperformed on the back of high
oil and gas prices. Historically, however, energy sector earnings

40 1 are more cyclical and with lower lotgyrm growth potential

20 | than the more dynmaic new economy sectors which have been

' most impacted by the market dating.

00 The longterm outlook for traditional energy companies is

20 | challenged by the momentum of the energy transition. Sure,
prices may remain high but this is not guaranteed if growth

40 L undercuts energy demand or if there are new developments on

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 the supply side (an end to the war in Ukraine; a return of Iran

Source: Bloombelg_P ICE BofA Bond Indicsd AXA IM Researdy, November 2022 to global oil markets) At the same time. a new Corporate

. . ) ) investment cycle will eventually benefit technology and
High time for high yield? automation whilegovernment policies are more focused on

energy efficiency and healthcare.
Core credit investment strategies can achieve higher yields with

less credit riskSubsequently investors need not chase returnsi|t is not unheard of to have consecutive years of negative

in more economicaligensitive sectors when more defensive equity returns. However, | believe the outlook is more

credit sectors offer attractive yields. However, we also see a balanced; earnings are under pressure but valuations more
role for high yield credit. Yields have been at levels in 2022 thattractive. Outside of the US, markets have seen significant
historically have en associated with subsequent positive declines in pricearnings multiples. European markets, for
returns. High yield markets are of better credit quality in example, would be well placed to rally should there be positive
general than in the past and have seen similar improvements dievelopments in Ukraine. Asia will benefit from a ppst S N2
credit metrics as the investment grade market. Of course, |/ h+L 5 Q N&nhib& Po8didrm, koyever, the US

defaults will rise a little but wealve little concern about a large valuation premium is not likely to be challenged given the
wave of refinancingelated defaults. Given the close dominance of US technology, a greater level of energy security
relationship between the excess returns of high yield bonds and more positive demographics. In the near term though,

(relative to government bonds) and equity returns, we see higome highlypriced parts of the US marketmain vulnerable.
yield as a relatively lower risk option onem@ntual recovery in

equity returns. Global tightening forced a revaluation across asset classes. Cash
flow expectations have been challenged and investors should
Chasing income be less confident about capital growth strategies as we enter

2023. Bond returns should improve relative toatitity and
Higher yields can be achieved with less duration and credit rigkarts of the equity market are becoming cheap. As 2023
than in recent years. That is useful in this kind of economic  unfolds, there should be more clarity on the macrtiaak.
environment. A significant improvement in radjusted This should support positive, albeit prudent, portfolio return
performance for mee challenged parts of the fixed income  expectations.
market, like emerging market debt, may have to wait until the
overall outlook and risk sentiment is significantly improved. An
end to the Ukraine war and a recovery in the Chinese property
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Summary Recessionskely amidst global realignment

2 David Page
LY Head of Macro Research
-,

\7» Macro Research Core Investments

even escalate, either accidently or with Russia threatening the
use of nuclear or chemical weapons.

Geopolitical risks are not restricted to Europe. Tensions
between the US and China have worsened in recent years.
Recent talks between Presidents Joe Biden and Xi Jinping offer

Key points hopes of arresting a further deterioration. Taiwan remains a
o key source of terisn. The US has also imposed significant
1 Weexpect inflation to fall back towards target over restrictions on the export of higénd technology to Chinese

the coming two years as global growth slows, with
recessions forecast in both Europe and the US

companies perceived as colluding with the military. In practice,
this casts the net widely and with the US pushing for {béudy

I The Ukraine war and wider geopolitical tensions ar enforcement, this coulchaterially restrict Chinese access to
causing a realignment of energy and wider supply ASYAO2YRAZOG2NI 080Ky 2t 2380 ¢ KA.
chains tacking broad geopolitical contours potential growth and it could also have a broader impact on

1 Inflation looks set to fall but pressures on global trade. Yet combined with a pgstndemic realignment
government finances have created social strains of global supply chains, including a nfieeshoring, near

I Structural changes from an ageing workforce and shoring or frieneshoring, there is a marked uncertainty over

post-pandemic effects add to the uncertainties

the scale and impact of any deglobalisation.

Exhibit2: Russia invasion boosted inflation

Previous shockeontinue to pose threats Oil and wheat price

USD/barrel o USD/bushe
Our outlook and expectation for 2023 and 2024 is to finally se'° [ Russian invasion 14
inflation retreat towards central bank targets against a 120 Oil (WTI) [Lhs] {12
backdrop of soft global growth, with recessions in Europe andigg | Wheat (Soft Red 10.2) [Rhe] 1 10
the US, alongside a lacklustre recovery in&lhiafore a slow ' 15
recovery emerges in 2024. We recall that two of our last three
Outlooks were rewritten within months of the new year. The [ 6
first after COVIR9, which had not even been identified as we 40 | 4
gSyilG (G2 LINAYGT GKS aS@aneR | Ty | 2 |
which added further impetus to inflation from disrupted energy 0 , , , , , , , 0

and food marketsExhibit2). Chastened by both experiences,
we cautiously consider the riskd® dzy R G KA a &St

Jan-19 Jul-19 Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 Jul-22
Source: Datastream and AXA IM Rese@&MNovember 2022

The pandemic led to the wildest swings in GDP on record. Tha global realignment of energy supply is alreadyetnaly,
most obvious present threat from COMIZD A a A Y [/ Kalbnglth@linds Kfhndd Gebpolitical contours. Europe faces the
initial success in containing the virus has been followed by slasd of cheap and plentiful natural gas supply, a constraint likely
preparation towards living with it. iécently announced to drive it into sharp recession this winter. Without the swift
measures to tackle this by accelerating vaccination rates and installation of additional liquefied natural gas ().M@ort
increasing medical capacities. But it is doing so against a capacity, this will also impact next winter. LNG terminals are
renewed outbreak, which still threatens interim restrictions.  also being pushed to their limits, with US and European
The tradeoff between loosening restrictions and ieased facilities run at materially higher load factors than before, with
vulnerability will persist and likely weigh on Chinese activity associated risks e.g., the explosion at the US Freeporint@rmi
across 2023. However, COM®remains a global risk as the  Europe is also about to impose a ban on Russian oil, with the US
threat of immunity evading mutations still existthis is to implement a price cap. Both risk uncertain reactions.
difficult to quantify risk, but we assume it is easing.

The outlook for energy markets also depends on the weather. A
The warin Ukraine continues but recent Ukrainian successes imild start to the Northern Hemisphere winter should help
the East and South highlight the unpredictable nature of the Europe. Tiis is consistent with lza Niia weather system over
conflict which some had thought Russia would quickly win. Aghe SouthEastern Pacific, which is entering its third year and
Russia conscripts hundreds of thousands to the region, an endften sees milder European winters. This will, however, also
does not appeanmisight. Moreover, there are risks that it coulddrive torrid weather conditions elsewhere. Moreover, climate
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change is drivintend temperatures higher but also increasingand the US in 2023 but not as sharply as previous downturns. In
weather extremes. This will affect energy but will also have a part this reflects the particular tightness in the labour market

profound impact on food production. and an expectation that falling vacancies, rather jlohriosses
may do more to loosen the market. In part it reflects the
Inflation, government pressures and elections withdrawal of labour supply as a result of both the pandemic

and ageing. The combination has been a-tengn headwind

Inflation has been the most obvious consequence of additiondP Potential growth which we expect to persist into 2023.
supply shocks. We expect inflation to ease from the start of o _ _
2023. Disinflation will vary from country to country, reflecting Exhibit3: Labour supply reacts differently across regions

different economic conditions and local norms in terms of Change in participation rates from poavid levels (Q3 2022)
expectations and paghrough. Meanwhile, persistently high %
levels ofmflation are having material societal impacts. In ' 16-24
developed economies inflation is draining government Lo ¢ 22;55
finances, requiring public belt tightening, which canleadto 05 }
social unrest. For emerging markets (EM), food and energy , , .
inflation have a more direct impaon overall price levels and
historic periods of EM social turbulence have occurred during 05T
times of high inflation. 10
a5 | * UK data 2850/50+

. . . . ** EU data up to 64, Q2 202.
Governments face increasing strain over the coming years. E , |
are impacted by tight global financial conditions, particularly a us UK* Eurozone™*
elevatedR2 £ £ I NI { 2YS WFNRBY GASND souce BLENS, OEGHNI AXA IM Resear@s November 2022 "t Sy

into financial crisis, with several appealing to the IMF. This will

likely continue in 2023. Larger EM economies facethesame 2 § SE LSOOG NBOS3a A2 Y& AY 9 dzNP LI
risk, but we but do not see a SyStemiC EM crisis eVOlVing. RiSl@]ergy shock. We also forecast a mild recession in th;e us

are not onfined to EMsThe UK saw its fiscal SUStainab”ity more a consequence of t|ghter financial Conditi'mn&sponse
questioned in 2022 and requires severe austerity over severafj 2 SEOS3 a4 A YFELGAZ2Y LINBE&dNB &
years to restore fiscal rectitude. MaByropean states have a o remain relatively subdued, forecasting another contraction
worse starting point and markets will monitor developments Q1 GDP as COMIBrestrictions make an impact again. We
closely as the Eupgan Commission negotiates meditlenm  forecastglobal growth of 2.3% in 2023, compared to IMF

debt strategies with these countries. forecasts of 2.7%, and only expect 2.8% in 2024.

The electoral timetable does not suggest significant political Central banks quickly tightened policy as inflation rose in 2022,
Change over the Coming years. We think Turkish elections in but this poses risks for 2023. Forming monetary p0||cy
June 2023 could present further financial Stabllltyllelmges In tools emp|oyed using backwaimbk“’]g data are a recipe for
deVGlODEd markets, after Northern Ireland Assembly EleCtiOﬂ%ver_Shooting_ Some central banks appear to be shifting to a
eXpected in 2023, the UK faces a General Election in 2024. more fcrward.k)oking approach' led by the Bank of Eng|and
Current polls suggest a change of government, but with both (BoE), but with a noteworthy shift from the Federal Reserve.
parties having recently moved towards the political centre, thighe onset of recession in many economies should soon mark
election promises to be the least economically damaging in  the peak in interest rates although persistently resilient labour

over a decade. US Presidential Elections will be held in markets are an upgﬂrisk ACross Europe, we forecast peaks at
November 2024. Midterm elections further damaged former |ower rates than markets expect.

t NBAARSY(d 52yFtR CNIZYLIQa allyRAy3s odi KS Kra alitt lyyzc
that he will stand fDre—S f S o) U A2 y- o t N\E aa FVQ S W\‘/”e are A@% Saﬂt@l?s tth %ﬂ%ﬁ,b|$ rwgy take |onger to

midterm performance would help his cause, but it is not moderate than markets consider, likely deferring future easing
obvious that he will seek a second term. Uncertainty thus  in the monetary stance to 2024 for most. In EM, Latin Araeri

adZNNB dzy Ra 020K LI NIASEAQ Y 2Y kaliriedquidké MWlightEnToult BeyiR easirg %t@rqn&@%{ ao

including Brazil, Peru and Chile. In developed markets, the BoE

Forecasting uncertain amidst structural chan may be among the first to ease, perhaps joined by the Bank of
Canada if the housing market reverses more sharply than we
Most importantly, these developments take place amid expect. Rate policy may also be affected by balance sheet

ongoing structural changes, including shifting demograhics policy, all but relegated to background noise by many central
ageing in key economiesand postpandemic reorganisation  banks, but we think it is likely to have more visible impact
(Exhibit3). We predict unemployment will rise across Europe across the course of 2023.
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USc¢ Mild recession tsee inflation fall

David Page me;ans.that'if inventory grows ata glower pace, as it is.now
< Head of Macro Research doing, it weighs on activity. Recessions are typically driven by
% Macro Research Core Investments reversals in inventory. Second, downward revisions to the
saving rate in the latest GDP release add to our view. These

suggest households drew more heavily on savings to finance
spending in 2022. This illustrates the strain on real incomes and

Key points :
yp suggests household buffers against future pressure are smaller.

1 The US economy appears to be heading for recess
¢ we expect it to contract in the first half of 2023.

1 Any recession looks set to be mild, though our GDI
outlook of-0.2% and 0.9% for 2023 and 2024 is low
than consensus.

9 The fall in output should looseghe labour market
and alleviate inflation pressures. We forecast inflati
to fall sharply albeit a little slower than consensus.

1 Interest rates appear close to a peake estimate
5%¢ and are likely to remain at that level until 2024

For now, unemployment remains a subdued 3.7%, indicating
the econany is not yet in recession. The Sahm culeat
observes that a 0.5 percentage point rise in unemployment
over 12 months is a good indicator of recessjtias not been
met, thoughwe forecast this for next year. We also see
recession as consistent withet tightening in financial
conditions, which has been sharper than the Federal Reserve
(Fed) usually delivers in tightening phasésleed, the

sharpest since the 2001 and 2008 recessions.

A mild recession but growth below consensus

Recession orat?

We forecast a mildecession, with a combination of weaker
The question facing the US is whether or not the economy wilfonsumer spending, business investment and inventory adjustment
tip into recession. Our view since the summer has been that ifesulting in GDP falling in Q1 to Q3 2023. Thereafter, we anticipate
will, and we now expect a recession starting in early 2023. @ return to growth but the expected sluggish fiscal and monetary
Pinpointing dates is difficult, as recessions typiceflgct the ~ Policy responses arlikely to drive only a modest pia,
concerted reactions of consumer spending, hiring, investmentréflecting the end of the inventory adjustment, a recovery in
and inventory often influenced by external events. Recessionfé@l disposable income and firmer business investment.
in Europe, prompted by the energy shock as a result of the
Ukraine crisis, will be a headwind to domestic activitough The investment outlook will likely be critical. Corporate profit

we believe domestic dynamics will drive the US contraction. 9rowth is likely to deceleratend fall outright throughout 2023
as energy, unit labour and finance costs rise and firms reduce

Exhibit4: Recession over next 12 months seen as likely profit margins. This is likely to lead to a fall in investment.
US- 12-month recession probability However, energy investment should rise gradugfigrt of a
Recession ~——YC YC & EBP global realignment of energy supglyhich will help raise

100% business investment by ef023 and into 2024. Residential

80% | i . investment will also be important. This interest ragnsitive
‘ ! category has reversed quickly from pandemic highs and is
60% | { expected to still fall across 2023, though not aisky.

40% |

vd I
Ol g AN CHI: We forecast GDP to fall from 1.9% in 20220t8% in 2023,
{ \N: including a mild recession, before rising to 0.9% for 2024. This
A\\UJH N (\U}V‘ | is below the current consensus outlook of 1.8%, 0.4% and 1.4%.
! |
0% ] . — ; PR
1973 1978 1983 1988 1993 1998 2003 2008 2013 2018 2023 We consider a number_ of upside r|-sks. Energy.could boost
Source: FRB, NBER and AXA IM Research, 18 November 2022 growth further, exceeding our cautious energy investment
outlook, or contributing more through liquified natural gas
Our recession probability model suggests recession over the exports. The labour market could continue to surprise in its
coming 12 monthsExhibit4). As usual, this has preceded resilience. We expect a small rise in unemployment to 4.5% by
declines in survey evidence, for now simply suggesting end-2023 but backo 4.2% by en@024; more loosening may
deceleration. Two factors add to our conviction: First, inventoigccur from falling vacancies than actual job losses. We assume

has risen sharply since the pandemic. The nature of GDP ~ a somewhat slower fall in inflation but if this occurs more in
accounting; measuring the change in changeroféntoryg

20% F
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line with consensus, the boost to disposable income may be the labour market remains tight, the Fed could tighten further,
greater. The boost from pandeersavings may also be larger. while a loosening could see a lower peak.

But there are also downside risks. We anticipate a relatively Our expectation of a slower fall in inflation makes us cautious
mild inventory correction compared to previous recessions, of how soon the Fed will reverse policy. With core inflation
assuming recent supply chain issues create a higher demanddrpectedwell above target and a controlled labour market
inventory, but a downturn may still fardirms to scale back. loosening, we expect the Fed to keep rates on hold at 5%
Delayed policy stimulus could weigh more on the outlook,  throughout next year, against market expectations for a cut.
alongside the risk of a further tightening in financial conditionsWe expect the Fed to begin cutting rates in 2024 and forecast
We still envisage a modest rise in labour force participation, an end of year rate of 3.%6 (markets predict 3.50%). This
despite Congressional Budget Office projexito the contrary would fall short of the 5% cuts seen during previous recessions
¢ overall, we consider the risks to be evenly balanced. (other than the pandemic). However, a mild recession, where
unemployment looks set to remain relatively low and inflation

Inflation to fall but slower than markets forecast  still high, should warrant a more céauts easing in policy.

Inflation has been the biggest surprise this year. We forecast &@ution also applies to the impact of the balance sheet. The
average 8.2% for 2022double the rate we forecast a year ~ Fed is conducting quantitative tightening (QT) at a far faster
aga The Russian invasion of Ukraine accounted for much of Pace than before, but Powell suggested a minor imgact

that. However, unexpected labour market resilience has led tderhaps equivalent to a 25Bg-R hike per year. Whhighly
ongoing pressure in shelter and services inflation. With our uUncertain, we think the QT impact has been exacerbated by the

outlook for a modest labour market correction, we forecast a Parallel large buildizL) 2 ¥ NBGJSNAS NBLRZ K2t
slower fall inhese components in the coming quarters. balance sheet. The combination has squeezed excess reserves

far“faster than could have been anticipated. This may unwind
We expect a sharp drop in inflation in 2023 and 2024, to neEd eSINW® LT Al R2SayQiz 4S S
average 5.1% in 2023 (4.2% in Q4 2023) and 3.4% in 2024 (Jwid-year, earlier than expected. If it does, a fast unwind could
by yearend) Exh|b|t5) However, consensus expectations are boost excess reserves and ease financial conditions further.
for inflation to average 4.2% next year and 2.4% in 2024.  Either could impact the outlook for rates.

Exhibit5: Inflation to fall, but more slowly than consensus  Political outlook: From mlierm to long term

US- Contributions by broad sector
o, ' Rent of primary residence ; : ; ; ;
. 0 Owners equivalent rent of residencies - . As we write, the final midterm e_lect|on resu_lts are still _
or Non-cyclical services ex-energy | forecast 1 10 unknown. As expected, Republicans look likely to regain a
Cyclical services ex-energy : ity i ;
8 | mmm Facd andl mom aloahole b ar 13 majority in the House but by a small margin. As we sugge;te_d
the Senate was tougher and Democrats have held the majority

mmm Goods ex-energy
6 [ msmEnergy (quarterly average even before the last race in Georgia is decided on 6 December.

——Actual US CPI

A divided government will mean policy gridlock, with no major
bills likely to pass over the next two years. This could have an

0 0 additional impact on a recession because, unlike Europe, the US

2 L i 1 ,  relies on discretionary fiscal relief, rather than automatic fiscal
Q12018 Q32019 Q12021 Q32022 Q12024 stabilisers, to mitigate a slowdown. A divided government risks

Source: Bureau of Labour Statistics and AXA IM Research, 18 November 2022 a slower and smaller stimulus. Tensions may also arise around

spending bills and the extension of the debt ceiling.
Fed close to peak but far from cut

The biger impact may be on the 2024 Presidential Election.
With higher inflation and a resilient labour market the Fed ~ Donald Trump has announced he will stand fegleetion but
tightened aggressively this year. The Fed Funds Rate (FFR) Trumpbacked candidates did not fare well in the midterms,
stands at 3.781.00% at the time of writing, and as we had weakening his standing. President Joe Biden did better than his
expected for some time, Fed Chair Jerome Powell has approval ratings sggested. As inflation falls with
suggested it could modemathe pace of hikes from as soon as unemployment forecast around 4% by e2@24, the economy
December. We also expect the Fed to tighten more sloify ~ may work in his favour. But it is not obvious to us that the
25bpsc in February and March next year. We forecast4.75 President will stand for a second term, which could mean two
5.00% as the peak but contend that labour market new candidates for 2024.
developments, rather than inflation, are likely @ dritical. If
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Eurozone; Difficult roads ahead

@

Frangois Cabau,
Senior Economist (Euro Area)
MacroResearclt Core Investments

Hugo Le Damany,
Economist (Euro Area)

GDP to contract by 1% (fro-1.4% previously) between Q4 and
Q1 2023 where both domestic demand and net trade are likely
to contribute in tandemExhibit6).

Although Germanyimaking good progress shifting its energy
mix away from Russia, the latest data confirms our initial

Key points

Macro Research Core Investments assessment that it is likely to be the most affected of the large

Eurozone countridsBut indirect (trade) effects imply other
countries are unlikely tescape contraction.

1 We expect Eurozone GDP to contract by 1% betwee A weak recovery
Q4 2022 and Q1 2023, followed by a weak recovery

9 Limited labour marketamifications imply persistent
(core) inflationary pressures

1 We forecast ECBegosit facility rat€d DFR) to peak at
2.5% next March and an initial gradual partial APP
unwind from next April

1 Markets have yet to fully grasp public debt
sustainability issues

We think the recovery will feature three key characteristics.
First, the seasonal nature of the supply disruption implies that
when capacity comes back online, it will swiftly translate into a
bounce in economic awgity ¢ whether to fulfil demand or for
stock building purposes. This is likely sooner rather than later in
Germany, thanks to the implementation of energy price caps
from March and an expected China pigk as shown by a

positive net trade contribution tgrowth Exhibit6).
DNREgUKQa aglty az2y3 Exhibité: A grim growth outlook
Eurozone GDP growth by expenditure

Eurozone GDP grew by 0.2% quadeiquarter in Q3 2022, pp qogq contrib.
remaining resilientlespite increasingly alarming forward 10 ps Private consmmmGvt cons. EEEGFCF
looking surveys. We.t.hinlf this resilience is mainly dug to three 08 f .1 m Inventories Net trade Real GDP
factors: ongoing positive impetus from COYf&reopening, 0.6 0.2 02
resulting in a swiftethan-expected convergence to more 0.4 F 'I 02 03 02 02 02 0.‘2. >
. ) : 02 | \ (| | - J
normal savings behaviour and strengftgross disposable - , M P M M
income underpinned by a strong labour market. 00 &— ]
0.2 l I | |
Amid a highly uncertain macro environment, we think a grim 04
. . . 06 F 0.4 AXA IMResearchdrecasts
outlook lies ahead. Constrained energy supply and faltering :
08 L 0.6

demand are likely to push the Eurozone into a marked

. L. . . . Mar-22 Sep-22 Mar-23 Sep-23 Mar-24
recession this iter while a changing economic structure and source: Eurostat and AXA IM Research, 25 November 2022
tight monetary policy will lead to a sylar recovery. Monetary
policy dominance will generate increasing worries about publi§econd, the seasonal nature of the shock coupled with supportive
debt sustainability, while the future of European Union (EU) fiscal policy should avoidial economic cycle adjustmerin
fiscal rules and thea@xt GenerationEU (NGEU) package are other words, we expect only a limited 0.7 percentage point
likely to bring additional political and policy challenges. (ppt) unemployment rate rise to 7.2% in late 2@2abling
demand to recover modestly, especially when inflation softens
while wage growth accelerates. Our models suggest that
negotiated pay pwth (excluding bonuses) will reach around
We have revised up our GDP forecasts slightly, though contini®% yeaon-year from Q2 2023 and surpass inflation which
to project the Eurozone economy will contract led by energy Will recede to 2.5% in Q4 23, mainly owing to negative base
(gas) suppl constraints (and/or elevated prices) and weakeningffects from energy (more below). Furthermore, the NGEU
demand from a historic termsf-trade shock. However, higher should is likely to support investrtetespite tight monetary
levels of gas storage during a warmer autumn mean severe policy, which will keep the recovery pace below potential.
output disruptions are less likely. We now expect Eurozone

Sep-24

An inevitable recession

1 Page, D., Le Damany, H., CabaliopaSerry l.and Adegbembo, M. Thé&
economic impact of a Russian gasafté AXA IM Macro Research, 30 Sept 2022
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Third, mending the supply side of the econanohanging the ~ Exhibit7Y / KI £ £ Sy 3 Ay 3
energy mix (especially for Germany) and securing supply cha Eurozone inflation outlook
¢ is a process that will likely take years. Whitcertainty runs Joyoy

fFyRAY3

high, we think the quantum and/or price adjustment will result1o Euro area headline inflation
in a permanent supply shock. The European Commission has g [ Euro area core inflation
estimated Eurozone real potential growth between 1.1% and 7 }
1.2% since 2015 on average, consistent with a 0.3% quarterl g [
growth rate. Reflecting the persistent constraints the economy g
will face, we have pencilled in 0.22% quatsuarter on a >
sequential basis through 2024. We do not expect the Q3 202: (1) i ~
. =
GDP level to be recouped until Q2 2024. al
WOXVHFOPDN OO A ANNN NPV ¢TI
AT A g QANNGNNNGNNNGNNNQ NNN
. A -« p SRSRSRSRLRRRALRRAILIRIRILIRKILIRR
bz agAFTU SYR Ay aAIKE F 5cogricsiicsessnosc0855585558
SPnAa=SPnAasSPnAasPnAasPnNAaAsSPnNAasInA
urce: Eurostat and AXA IM Research, 25 November 2022

We continue to project headline and core inflation to peak in
Q4 2022 at 10.8% and 5% (annual) respectively. The former i
poised to recede swiftly owing to negative energy base effects;

fiscal measures and @mcreased inability to pass through input o )
costs as demand falters this winter. We project headline The past decade of falling interest rakes allowed the Italian

inflation to drop by around 2ppt yean-year each quarter debt management office to lower the implicit interest rate on
ending 2023 at 2.5%, consistent with a 5.6% annual average public debt to 2.4% in 2021, maintaining debt maturity to seven
next year (8.6% this year). In 20a4,unwind of fiscal years while Italian public debt jumped to 151% of GDP in 2021.

measures and likely persistent issues with supply will push ~ 1hus, there are some strong firewalls agapublic debt

energy prices moderately higher, to a 2.4% headline averagefrajeCtory rising uncontrollably within the next couple of years,

including the fiscally conservative first steps of the new
We project a more moderate core inflation retracement of c. 90vernment. A continuously decreasing share ofmesitlent
0.6ppt on average for each quarter of next year, gaioming bond holders (under 30%) has likely also helped limikeha
from nonenergy industrial goods, while services are likely to pressure so far.
prove much more sticky owing to the staggered nature of wage . oo )
negotiations and the expected resilience of the labour market1oWever, we think there is likely increased market stress
All'in, we project euro area core inflation to average $18% ahead. First, there is a clear risk of public deficits overshooting
year, only 0.1ppt lower than this year, and stabilising above tH&Xt year owing to optimistic government growth forecasts and
ECB medium term inflation target at 2.3% in 2@bit7). the_ possible need to extend e_nergy measu&s:o_nd, the

Italian government has yet to implement any of its electoral

The ECB raisets DFR by 200 basis points (bps) in just three pledges (worth 2_%% of_GDP). Third, our baseline forecasts
meetings this year, to 1.5%. We, and the market, expect an '€ consistent with a primary surplus worth 2.1% of GDP to
additional 50bp rate hike in December. With inflation expectect@Pilise the public delio-GDP ratio in 2024a high bar. -~
to fall and policy moving towards restrictive territory, FONL KX |t 0K2dzaK 3INF Rdzk t 2 UKS
frontloading is likely behings, but it does not mean an end to "€duce its high share of holdings (26%). Finally, there are
hawkishness altogether. We think the ECB is likely to shift to Significant challenges to reaching an agreement on future fiscal
25bp increases in February and in March to reach 2.5%, whicfy!€S after the EC issued initial guidelines, which could be
would be some way below the peak rate the market is pricing detrimental o fiscal credibility.

of 2.9% in miR023¢ yet still in ratrictive territory.

runch times for Eurozone ahead

After general elections in Greece, Finland and Spain next year,

¢KS 9/.0a LRtAOe F20dza Aa
Programme (APP) unwind next year. Prior to high level
guidelines to be communicated at the December meeting, we
think the ECB is unlikely to make a concrete decision otha pa
before its March 2023 meeting at the earliest. We expect
gradual, partial reinvestment, before picking up the pace
towards yeatend, mindful of already high sovereign funding
rates, high public indebtedness and record expected net
issuance next year.tAbugh peripheral bond spreads have
behaved well so far, we caution against complacency.

By then, we will have more experience of enhanced mutualised
debt in Europe with NGEU in the last thirdt®®expected life.
Alongside heightened market pressure from challenging public
debt trajectories, EU institutions will likely face a renewed
crunch time amid evepolarised voters.
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UK¢ Navigating troubled waters

Exhibit8: No more catie-up

Modupe Adegbembo
Junior Economist (G7) Real GDP forecast
Macro Research Core Investments £bn
600 F
Key points
1 We expect the UK economy to entecessiorthis 500 |

year andorecast GDP growth to average 4.3% in
2022,-0.7% in 2023 and 0.8% in 2024

1 Inflation should begin to gradually retrace in 2023, ——Trend GDP (2012-19)
FrLEtAy3a (261 NRa (GKS .29 400

T Interest rates are likely to peak at 4.25% in Q1 202 L2012 Q120%4 |31R§2:§cr?1252$§en?;er22§gz Q12022 Q12024
but we expect to see the BoE begin to cut from Q4
and across 2024 to end the year at 3%

1 Political developments remain important, in
particular the Northern Ireland Protocol negotiation
remain a risk.

forecast

The Government outlined plans for a sharp fiscal consolidation
over the next six years, announcing measures totalling a net
£62bn in tightening, despite the impact of energy price caps
and recession. This reduces the deficit by £55bn throughin
spending and increases in taxes. However, energy caps and
Recessioln give way to sluggish recovery other costof-living topups sees the figcal_ stance Ioose_n this
year, compared to a planned tightening in March. It will now
tighten less sharply next year, and the bulk of the tightening

The UK econowhas been flashing red for months and the i
now takes place in 2022025 and beyond.

recent decline in Q3 GD&acerbated by an additional Bank
Holiday likelymarks the beginning @recession driven by L
falling consumptioranddeclines in business and residential  BOE first in, first out

investment. We expechisto last around four quarteraith a

peakto-trough decline of 1%. Following thige expect The Bank of England (BoE) has increasedest rateshy 300
inflationto retraceandalleviate real incomes pressures and forbasis points (bf) butthe endappears irview. Weexpect it will
consumption teslowlyrecover.Theslowdown is apparent in ~ increag rates by 50bpin December and February, and 25bp

levels termsExhibit8) with GDPemairing around its pre in March to 4.25%. Theutlook thereafter, with @rowing
pandemic leveWe forecast growtlof 4.3% in 2022;0.7% in ~ negativeoutput gapand inflation expected to fall below target
2023 and B% in 2024consensus 4.2%).5% and 0.8%) towards the end of the forecast horizon, shosée theBoE

consider loosening policy.&dnticipate25bpcutsin each
Labour demandiow appears to havirned, lagging decline  quarter startingn Q4 2023 bringing rates to 3% by Q4 2024.
in economic activityBut areduction in labour supply has seen The precise timing is likely to depend on the scale of labour
unemployment remain lownd kept the labour market tight ~ market adjustment.
We see unemployment rising steadily 02823 and 20240 i . )
peak at 5% towards the end of 20%e see unemployment [/ 2dzy UAy 3 R2 4y U2 HAHNQa
averaging3.6% in 20224.5% in 2023&nd 4.9% in 2024.

Negotiations between the European Union and UK on the
Energy effects téadeslowlyas fiscal stance tightens Northern IrelandNI)Protocol hae resumed as the

Government tries to avoidnother election in NWe think
Inflation has risen sharply and now stands at 11.1%. We expeggcondNI Assemblglections by April are likely as the
a slow declinén the headlinerate, with upside contributions ~ Governmentseems unlikely to resolve the deadlockcal
from food inflation likely té&ceepthe headline above double  elections will also be held in May 2022 a General Election
digits into 2023¢ KS D2 BSNY YSy (i Q& RS Oashonceby helil in 2034 @rdniprRpolis eugently suggest a
energy prie cap beyond March next year will help reduce Labour win. However, in contrast to recent elections, both main
inflation over 2023 as a whole. We forecast Consumer Price parties have been forced back to the political centre ground
Indexinflation to average 9.1% in 2022, 7.6% in 2023 and 2.8%nd economic orthodoxy, meaning the next election should be
in 2024(consensus 9%, 6.3% and 2.5%) the least econonaially damaging for a decade.
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Canada Slower activity but avoiding recession

David Page exports but we see a fall in 2023. Inventory has also risen
% Head of Macro Research sharply, particularly in Q2, and threatens a marked reversal.
4'_\ ¥» Macro Research Core Investments

Tighter financial conditions will also impact. Consumer
spending, dampened by weak real incomes caitie under
Key points further pressure as mortgage costs rise. The impact on
residential investment should also be marked with home sales
falling sharply across 2022 and house prices facing a sharp
correction next year. We also expect investment to fall as
corporateprofits slow. In total, we see growth around flat from
Q4 2022 to Q2 2023 with housing a downside risk.

T /1FylFIRIFIQ&d D5t 3ANRSUIK £22
consensus 0.3% in 2023 and 1.1% in 2024 (from
3.3%). We expect the economy to avoid recession,
but see stagnation from end 20221ud-2023

1 Inflation should fall to average 4.3% next year and
2.4% in 2024 (from 6.8% this year)

I The Bank of Canada appears close to a peak whicl . o 0 .
forecast at 4.25% in January, a little sooner than Inflation fell to 6.9% in October, from an 8.1% peak in June. We

markets. We expect policy to be kept on hold throu expect a more material easing over the next two years, due to a

2023before rate cuts to 3.25% by ed24. fall in energy pric_e inflation and a supply cha_in recovery easing
goods price inflation. The speed of the fall will also reflect the

house price adjustmentexpected to be material next year. We
Marked slowdown, but recession should be avoidedorecast inflation averaging 4.3% in 2023 (from an expected
6.8% in 2022) and 2.4% in 2024. This is a slightly slower drop
Canada looks to be on track to post solid growth in 20&2  than market forecasts of 3.5% and 2.1%.
estimate 3.3%. Yet the bulk of this reflected -@pening from
lockdown restrictions in early 2022 agbwth has been more ~ Labour market developments will have a key bearing on
subdued since. We expect it to get tougher still. Our forecastgnflation. The labour market is still tight, with unemployment at
suggest Canada should avoid recession, instead forecasting 9-2% in October. Employment deelil successively until
stagnation from ene022 to mid2023 Exhibitd), with growth ~ September but surged by 108k in October. We expect
gradually rising later in 2023 and into 2024. Our 2023 and 202&mployment to fall over the coming months with a rise in

forecasts are for 0.3% and 1.1%, below consensus forecasts Bhemployment to 6.7% by e2023 and above 7% in 2024.
0.6% and 1.7% respectively. This is consistent with some recovery in productivity growth.

Absent his, high unit labour costs may keep inflation firmer.

Inflation to fall

Exhibit9: Canada faces stagnaticather than recession

Canada GDP Growth and outlook BoC sooner to peak, sooner to cut?
10% ¢ 41.79% 14.3% | Forecast

| The Bank of Canada (BoC) slowed its tightening, hiking by 50bps
5% | ‘ at its latest meeting. The labour market outlook, more than the

! inflation outlook, is critical. Ifreployment falls as we expect,

! the BoC is likely to hike by 0.25% in December and 0.25% in
January, taking the overnight lending rate to 4.25%. We expect

this to be the peak, a little below market expectations, but

0% —O—O—O—O—O—O—O—O—H—O—O—O—O—H-O—O—O—FH—O—O—!—*—O—O—H'H—O—O—H

5% saar \ further labour market resilience could rgeg a higher rate.
yoy 12.6% | L o
-10% L -38% ‘ Weak growth, a rising output gap and falling inflation would all
2016 2017 2018 2019 2020 2021 2022 2023 2024 be consistent with the BoC having to cut beyond this point.

SourceCANSIM and AXA IM Macro Research, 17 November 2022 Given efforts to curb inflation, we expect the BoC will keep

policy tighter for longer to ensure a return &rget in 2024. As
The slowdown is likely to be driven by three main factors:  such, we expect the BoC to remain on hold through 2023,
exports, destockingnd tighter financial conditions. Export cutting in 2024 by 0.25% per quarter to 3.25% by-geal A

growth is likely to weaken as the global economy is forecast tgharper contraction in the housing market might see the BoC
slow to just 2.2%, with key export markets (the US and Europghse rates sooner.

expected to be in recession or suffering subdued growth
(China). Some of this should¥et G A 3 G SR o6& / Fyl RIFIQ&a NBaz2dz2NDOS
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Japang Recovery appears set to continue

excludes only frestood) is on the rise and likely to peak this
Modupe Adegbembo . . . . .
g Junior Economist (G7) quarter. Government intervention is set to cap the increase in
Macro Research Core Investments inflation in 2023 through additional subsidies on energy.
Following this, we expect to see inflation fall in 2024, though
companies becoming moreilling to pass on price increases to
Keypoints their customers provides some upside risks. We expect CPI
inflation to average 2.4% in 2022, 2.1% in 2023 and 1.3% in
2024(consensus 2.3%, 1.6% and 1.0P%bat said, the outlook is
for inflation to fall back belowthe 2 WQa& G F NBSG X &
risen above target due to extreme external pressure, and far
short of elevated inflation across the globe.

T WELIyQa SO2y2Yé f 28wWea &
forecast GDP growth of 1.6%, 1.7% and 1.3% in 2(
2023 and 2024 respectively

1 Wage pressures are rising and evidence of firms

passing on cost increases are growing Lo . :

1 We oxpethe B0 o emai on b0z, 35 QS 1 6an apvenr o be oot e
positive shlfts in pricing norms could see yield curv ySI2GAtGAZYya BATT 05 1880 wSy.
control adjusted in 2024

1 The next BoJ Governor expected in April 2023 cou
signal a shift in approach.

confederation, confirmed it will request a total pay increase of 5%
odzi FAYIf NBadzZ Gda GSyRqiiizm2202 Y.
Rengo aimed for total pay increase of 4% andeaeki 2.2%.

Recovery set to continue BoJ: The last dove standing

The recovery of the Japanese economy looks set toneenti | he BoJ continues to emphasise wage growth as a necessary
Growth should be supported by the delayed reopening of the condition to changing its ultraccommodative policy stance.
economy from COVAL® and a recovery in tourism, withthe ¢ KA a Kbk a NBYlIAYSR UKS LKAt Zaz
borders of the country now fully open to overseas visitors. Th@overnorship, but things may changédwing the

positive growth momentum will be tempered by slowing externa@Ppointment of a new Governor in April 2023. Deputy

demandc we expect recession in Europe and the US and ~ GovernoMasayoshi Amamiyaend exDeputy Governor Hiroshi
belowtrend growth in China in 2023. In 2024 we expect Japafakaso are seen as frontrunners. Nakaso is widely seen as

to continue catching up to its preandemic trendExhibit10). ~ more in favour of reducing monetary stimulus and his
We forecast GDP growth of 1.6%, 1.7% and 1.3% in 2022, 20&pointment would raiséhe risk of a change in policy from Q3
and 2024 respectivelgonsensus 1.5%, 1.3% and 1.1%). 2023 after the spring wage negotiatiokfge currently still do
not expect the 2% inflatiotargetto be achieved in a
Exhibit10: Growth continues to recover sustainablemanner during our forecast horizon, but we expect
Japan: GDP growth contributions the postKuroda BoJ to adjusite ukra-accommodative yield
5 ‘goyoy . curve control YCCpolicy aftertaking into account recent
T : inflation, shifts in expectations aradgradual rise in wages.
20} . | — —
1.0 : — L . . . .
00 L= | In terms of timing, we believe a decision to change BoJ policy is
1'0 || =TI T unlikely before the spring 2023 wagegotiations. But waker
_2'0 : _ global economic conditiorould see the BoJ proceed
ol i Sonsumption cautiously and only tweak policy early in the following year
o ! ® Fixed investment when external conditions improve. In addition, we expect the
col ! " veniories BoJ to wait for clearer evidence that underlying irdtary
60 ! pressures are growing and to see if core inflation remains
' 2019 2020 2021 2022 2023 2024 above previous levels once the energy shock dissipates.
Source: Refinitiv and AXA IM Research, 25 November 2022 expect the BoJ to shift thecaargetof around 00/(p|us or

minus25 basis points (bp®on 10-year dpanese government
Inflation spike to fade, but price pressures growing bondyields b +/-40bps and to make this move in early 2024.

Yet this is a finely balanced call and we see risks skewed to the
LYFtradAz2y Aa aSad 2 NBYI Ay Ba2e@dning éhdold throfighou2®24.WI LI y Q& 0. 2\
in the near term with a weak yen adding to inflationary
pressures. Core Consumer Price Index (CPI) inflation (which
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Chinag A bumpy path to reopening

Aidan Yao mutate turning the pandemi endemic, which may already
g Senior Economist (China) be the case outside China. Second, and reldtednedical
&, Macro Research Core Investments response has to adapt for a long fight against a constantly

changing enemy. The brutal lockdown in Shanghai, which
ONRdAKG /KAyl Qa tIFNBSaaGg OAde
Key points that achieving zero infections against a highly transmissible virus

will inflict tremendous economic and social cd&ighibitl1).
Calls for an exit from the Zero COVID Policy (ZCP) have since

[ KAyl @d  =0aya i O = iies 2 grown as China becomes isolated from the oéshe world.

LI 6K 2F GKS LI YRSYAO |y
1 We expect the authorities to pave the way for a

reopening, but that path will be bumpy and uncerta
1 Falling exportsg partially offset by a less bad propert

Exhibitl1l: Economy at the mercy of the pandemic
China- Covid lockdown index and impact on activity

. . . Index % of GDP
marketg call for continued policy accommodation 90 ¢ 10
80 § 1.7% XA e 1B
70 -4.8%
COVIBL9response fails to keep up with virus 60 8.6% — 17
50 Annual average impact 1 .15
Three years into the COVID pandemic, while most countries 40 Lockdown index [Ls] -20
have exited emergency responses, China remains wedded to ¥ Impact on growth [Rhs] 1 5
rigid containment strategy. 2022 was a particularly difficult ye&® 20
for the Chinese eecmmy, with the impact of rolling lockdowns 10 |

exacerbated by a collapsing housing market and stiffening J(:m-2020 Jul-.2020 Jan-.2021 JuI-.2021 Jan:2022 Jul-.2022 -35
eX_temal headwinds manife_Sted in r_ising food _and energy Source: CEIC, Goldman Sachs and AXA IM ReseaXdvehgber 2022

prices, escalating geopolitical tensions, and tightening global

financial conditions. Beijing hxgd to mitigate these shocks
by easing countecyclical policies and finetuning its COV#D
response after the Shanghai debacle. But those moves have
failed to prevent a steep decline of economic growth. With
annual GDP gains expected to more thanenhvabout 3%
from 8.1% in 2021, Beijing is set to miss its growth target for
the second time in three years.

.SA2Ay3IQa NBt dzOGFyOS G2 OKFy3:
considerations. Medically, China is not ready to exit the ZCP

with a low immunity rate among its vastgadation and limited
medical resources, which could prove insufficient to deal with
increased severe cases upon reopening. Economically, the ZCP
had been seen as a success not long ago for contributing to

/ KAYlFQa 3INRgUK 2dzi LISNFakewl yOS
'I:hg outlook,for the economy vinI cgntinue to hvinge on tpe §hart(a_) l%efgr\eftms year. F|£rla7|\|y, alltirzlr;g a ?0$Ij|cy:] Aexlflolled asJan !
S.®2 t dz.u A2y 2? UKS LI YyRSYA O t ﬁ%de‘cgé\le%geiﬁpé@shu*ﬁé\ﬁa's‘Jgegn %u%wiz; %&ﬁ%dﬁlj‘
with draconian controls ainst repeated COWI flareups will
likely prolong the economic stress, creating permanent scarri

in the economy and society. The housing market remains a wr@
card, as it struggles to find a bottom against depleting home
0dz2 SNE Q 02y T findrBigl €rBss ambRy plopg@dyii
developers. Exportsonce a strong engine of growgthave also

ese arguments, however, have been weakeneedant

ents.The economic calculation has clearly shifted, reflected
y the higher costs of tackling Omicron compared to the Alpha
r Delta variants. Meanwhile, the conclusion of the 20th Party

tarted t it d will likelv | further st develoned Congress has helped remove a major political uncertainty and
started to spuiter and will likely lose further steam as developed \ g ¥ 5 9 g4 (K8 LI NIeQa FGaSydAaAzy
economies fall into recession. These challenges will complica

- % oA A e a Eﬁ wth and progperity, The remainipng hurdle is weak medical
- SAZA y_EI—Q/allcaCmfdzy@ﬁSS\lé I .Y.R Y.I 1S dg:?ngeg. Hgn§eq, to guﬁé% CI?T gd fence should be seen
more uncertain than usual. Below, we explain in detail these

. ; as preparation for an exit from the ZCP.
four drivers of the economy and the risks to our assessment. prep

Our baseline view for 2@2ests crucially on the assumption

that the ZCP will be adjusted for an eventual reopening of the
economy. We see this proceeding in three phases. Phase one
Starting with the pandemic, developments over thetp@ar  focuses on getting the public medically and mentally ready for a
have likely brought two revelations to Beijing. First, the virus i%hange. This involves raising treecination rate (particularly
unlikely to disappear any time soon, and could continue to  for the elderly), introducing antiviral drugs, constructing more

Changing tack to reprioritise the economy
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FASEtR K2aLWAGEftas FyR NBaKI Llsigca2020dexpork aotivity Bag al@rdtilydand isiefpecie S |
fears of the virus. These changes are already underway and tbentract as developed economies slide into recession. In

latest announcement from Beigjrof 20 measures to fiAgine addition, rising geopolitical tensions between China and the US
the COVIELY strategy suggests more is to come. Phase two ¢ notably in the area of advanced technolagyould further

puts the emphasis on reopening the domestic economy by impact an already soured trade relationship. Tdss of this

easing social and mobility restrictions, reducing mass testing,export growth contribution could add to the urgency for Beijing
FYR FolyR2yAy3 GKS T NBIjWSYH todmic& COV/MI corirdis-tairdvie demhegtit ddiBand.

broad liberalisation within China is assumed to be reached by

the middle of next year. The final step is to open the border Better transmission improves policy eﬁicacy
with the rest of the world through successive reductions of

quarantine restrictions for visitors. The multitude oEconomicheadwindscall for continued
. . . . accommodation from Chigad O ytical hiies.
It is important to reiteate our longheld view that no official Compared to this year, policy efficacy may improve in 2023 if

announcement on ending the ZCP will be given until, perhapsgasing COVHDI controls and stabilising property market can

full liberalisation is achieved. But under the ZCP banner, we S881p to unclog policy transmission channels. On the monetary

the emphaS|s shifting from ach|eV|ng zero infections at all Coskide,the room for aggressive easing imited by concerns

G2 WReYl YAYIO{®KS RBAMIIG ST e  GaBoutNdrdbiaobdiatich Andl caBitdl Buffidwé Milile

normalisation. Investors therefore need to pay more attentiontightening is unlikely given the uncertain path of the economy.

to what Beijing does than what it says. Incremental policy exit is possible later in the year only if
economic reopening proceeds smoothly. Fiscal policlikelly

There is however considerable uncertainty around this baselirgay supportive too, buBeijing may struggle tepeatsome

view. It is entirely possible that the fear®E LI2 a Ay 3/ Bdholcl fr@rﬂba&bgﬁrﬂumsmmememed this yeagiventhe

unvaccinated population to a virulent virus continues to hold ajreadystretched fiscal balance sheets of local governments.

Beijing back from reopening. And even if the ZCP is adjustedwith reducedpotential forconventional stimuis,there are

the path could be bumpier than hoped. Too slow a change willey options left to bolster growthther than freeing the

do little to save the economy, while too fasteait could lead  economy from the grip of the pandemic

to surging infections and hospitalisations that overwhelm the

public health system. The ensuing social backlash could set backyhipit12: Disseting our growth forecast for 2023024

the reopening and economic recovery. We have built a caunmgq,n& Breakdowns of growth projections

forecastc including a negative quarter of growtbllbwed by 10% ,
only a partial recovergto account for potential hiccups in this %% 0.0.5% 5.0%.8%
" . ) 2% 3.0%8.0065,0%227° o -1.0%
transition, but the actual path ahead could be bumpier still. 2% N 1 B
-2%
. . -49 0,
Property and exports switch sides ‘é% soulll 0% &%

, . : 1 S T T - % B
Besides the pandemic, the ongoing property market turmoil E g g ;,g; g 2 § g g 2 (%; T S8
has also rattled theamnomy and financial markets. Fears of 59 8§ £ & 8 58 88 £ & 5i5
contagion to the household sector and banking system a a S g a2 oo
following the mortgage boycott instanggrompted the ° o g g
authorities to ease property policies. But this was barely § § § §

enough to slow the deterioration of conditiof$ie good news  Source: CEIC and AXA IM Research, 16 November 2022

is that the policy wind has shifted further with Beijing now

GFr1Ay3 Y2NB adzomadlydalt adsEgibigashogshoygur gogugansengussigiowitrfergeasty v :
stress. The bad news is that there are no easy fixes to the ~ for 2023 is derivedhis is followed bgslight moderation to
structural imbalances, with an overhang of housing supply in 4-8% in 2024 as the economy reverts to trend. The biggest
lower-tier cities and excess leverage at many prigatetor swing factor in our forecasttise ZCP, whicbffersa two-sided
developers. After abruptly pricking the bubble, Beijing now risk.However, ve consider thechancef inaction or delayed

must manage its fallout. We expect further policy support to  action from the authoritiesis greater than proactive action. In

stabilise the market next year, helped by easing GO¥ID anadverse scenario of China cor]tinuing its curpamdemic
controls. But thee will unlikely be a vigorous rebound of response for another year, we think the economy waulfler
activities until structural challenges are tackled. from deeper economic scarring and further reduced space for

countercyclical policy. Annual growth could fall to 3.5% or

The external sector is set to become less supportive of the ~lower in thatseenarioeven with the help of a low base
economy next year. After acting as a solid engine of growth
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Emerging Marketg Darkest before dawn

higher reliage on external financing. In recent months, Sri

) Irina TopaSerry, . . .
é Senior IFE)cononZist (Emerging Markets), Lanka suspenpled its foreign _debt payments, Ghana is expected
Macro Research Core Investments to restructure its debt to qualify for assistance from the

International Monetary Fund, El Salvador experienced high
solvency risks, Egypt is sty to cover its balance of payment
gap and currency devaluations are looming in Kenya and
Nigeria. More broadly, many frontier market governments are
forced to rely heavily on external debt which, along with an
increase in debt service costs, makes theinerable to
currency moves which could ignite sovereign crises. Rising
inflation, falling currencies and higher food import bills mean
the odds of balance of payment crises are rising as the level of
foreign exchange reserves become inadequate. Sociestqr
linked to food insecurity is a clear risk, that new multilateral
emergency financing lines are trying to avoid.

Key points

1 Domestic and external headwinds will trigger a
marked slowdown in emerging markets, with Chile
and Central European countries in recession.
Recovenrshould start in the second half of 2023

1 External liquidity conditions for frontier markets ha
materially worsened. High inflation raises the odds
food insecurity and social unrest

1 Turkey is walking a tightrope, hoping to avoid a

isis beforthe next elections. . .
CHITENCY CHISIS DEIOME NEXE E1SClonS Central and Eastern Europe in recession

High inflation is weighing on household purchasing power while
tighter credit conditions witurt fixed investment in Central

) o ] ) and Eastern Europe, at a time when a winter energy supply
Economic activity in emerging markets (EM) again proved moggs;s will be pushing Europe into recession. The timely
resilient than expected through most of 2022, prompting disbursement of European funds will be critical to the growth
upward adjustments to GDP growth forecasts for the full Y& profile. Poland and Hungary are yet to achigeemilestones

But as we head into 2@2economic activity will be affected by imposed by the EU Commissipwhich could delay Poland

the sharp tightening of financial conditions, while external  rgceiving the funds until 2024 while Hungary could potentially
demand will weaken as advanced economies are expected to 52 5 & ¢ E: 2F GKS NBa2d2NDSaod | 2
slow. China is the brightest part of the EM story, but its COVIlg, a5t recession, central banks need to maintain a tightypolic
19 reopening path is fraught aflikely to prove less of a driver giance in order to anchor inflation expectations and limit

for EM commodity demand than during past economic currency depreciation given widening current account deficits.
recoveries, as it is now more servicegnted. With fiscal tightening in sight pe8022 elections, high policy
rates and severe recession ahead, Hungary is the only central

Policy mixes will be increasingly less supportive, with central p5nkin the region that we expect to ease policy in 2023.
banks likely inclined to keep rates higher for longerilar to

expectations from major developed market central banks,
while price indexation mechanisms may be an obstacle to
disinflation. Brazilian and Hungarian central banks are likely t
be the first to pivot by en@023. Fiscal policy space has been
reduced by the exceptional COVID efforts. Additional

Growth headwinds in EM abound

Turkey likely to pivot, willingly or not

%\t odds with global synchronous monetary policy tighteging
and all the more worrying given its high inflation, rising external
financing needs and declining currency reseqvegrkey has

measures taken to limit the inflation effect on household . .
) . been cutting policy rates. The currency has been supported by
balance sheets will gradually be removed across-2d23llin -~ & <2A' , « _ « " A
: . UKS OSYUNIf oFlyl1Qa WEANIAILFOA:
all, we expect EM (excluding China) GDP growth to decelerat%ob”it and forces banks to buy government bonds. Without a
sharply on a sequerti basis in Q4 2022 and Q1 2023, and then Y y9 '

slowly improve into the second half of 2023 and more so in much lover en_ergy_b_nl or much weaker currency help!ng _to
. " . curb the noroil deficit, the overall current account deficit is
2024 as external and domestic conditions normalise.

likely to widen beyond 5% of GDP. Tthiods of capital
F002dzyii FAYlFyOAy3a NBtASa 2y dz

Rising vulnerabilities for leincome countries 2YAZEAZ2YEQ @il anfodright GBERE Brisig 2
) ) before mid2023 elections. At that point, we believe the central
The external backdrop has remained a headwind for EM bank will pivot to monetary orthodoxy, with policy rates likely

countries overall, but lowencome countries, usually referred | oicad to around 1590%, which should trigger a contraction
to as frontier markets, have been significantly impacted by growth but also a gradual fesorption of imbalances.
tighter global financial conditions, reduced liquidity and a much
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Emerging Asig A soft landing despite growing external headwinds
2§ SELISOG R2YSaiAro

Shirley Shen,
L Economist (Emerging Asia)
I Macro Research Core Investments

Key points

1 Growth expected to soften omeakening exports and
heightened external headwinds

1 Most central banks to pause tightening from March
next year due to falling inflation and weaker growth

1 Escalation of geopolitical tensions rensarrisk,
exacerbating already vulnerable external posgio

A weakening growth outlook

Slowdown in developed market (DM) economies and China,
coupled with tightening global monetary conditions, have
created headwinds for the economic recovery in Asia in 2022.

Meanwhile, domestic consumption asdrvices recovered

strongly throughout the year following the easing of CE&NID
related restrictions and border reopenirigxhibit13). Export
momentum is set to wdaen further in 2023 as reduced DM

demand is expected to be only partially offset by a modest

recovery from China. This will pressure the exdefendent

Singapore. However, commodity exportershsas Indonesia

and Malaysia should still benefit from elevated energy and rayjsks still remain. Ge inflation could stay sticky in countries

material prices. In contrast, domestidented economies may

prove more resilient, thanks to a further recovery in
consumption and services activity. Overall, we forecast

economic growth for Asia ex. China to moderate to 4.5% from

5.2% this year before edging up to 4.8% in 2024.

Exhibitl3: Growth anchor has shifted away from exports
Asia auto sales growth vs. exports growth

%yoy %yoy
30 ¢ 1 32
Auto sales [Lhs]
25 F Exports [Rhs] 1 o7
20
15 b 41 22
10 1 17
5 F
{1 12
0 + + ——
5 L 7

Dec-21 Feb-22 Apr-22 Jun-22 Aug-22
Source: CEIC and AXA IM Researdtiod@mber 2022
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Recent data has pointed to a strong growth rebound in private
consumption, which we think will continue, albeit more gradually.

Unemployment rates have fallen from the peak and border

reopening has brought tourists back to the region. Despite the
continuedabsence of Chinese visitors, exports of services should

provide a growing tailwind for economies that rely on tourism.

Goods exporthave softened this year, but by less than feared,

thanks to strong demand for lowend chips and commaodity
exports froma few resourcgoroducing nationdlowever, export

growth will come under further pressure as developed
economies enter recession. In addition, external positions have

deteriorated for some, with a widening of current account

deficits in India, Philippinesd Thailand. Currencies have also
depreciated sharply against the dollar, prompting central banks
to intervene to defend their exchange rates, which ends up
eroding currency reserve buffers. These external vulnerabilities,

if prolonged, could affect theperation of domestic policies,

complicating the growth and inflation outlook.

Monetary tightening approaching an end

Price pressures have risen significantly across the region since

the onset of the Russldkraine conflict. In many instances,
inflation has risen to multdecade highs. Recent outturns,

/ s : _ however, show that price pressure has started to ease and will
economies of the region, including South Korea, Taiwan and |ikely fall further in 2023 on slowing economic growth, easing
supply chain bottlenecks and monetary tightening. However,

like India, the Philippines and Indonesia, with upside risks to
food prices from adverse weather events. Moreover, currency
depreciation could add imported inflation to some economies.

From a policgtandpoint, a gradual easing of inflation and
slowing economic growth should limit the extent of further
monetary policy tightening. In our basase scenario, most

Asian central banks are expected to press pause from March
2023, barring a major surprisem the Federal Reserve (Fed).
Meanwhile, fiscal consolidation is expected to proceed
cautiously, as authorities exit from the generous policy support

provided during the pandemic. Such gradualism is warranted as
economies slow and growth risks bias to degvnside.

Thailand and India face general and state elections respectively

in 2023. In general, we expect policy continuity with the

governments continuing to pursue economieopening to
recoup the losses from the pandentitowever, a further
escalation of geopolitical tensions globally could lead to higher

O2YY2RAG& LINAROSa
already fraying external position.
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Latin America Rude awakening

inflation there is firmlyn its way towards target. In Chile, there

Luis Lope/ivas, . . - . . .
. Econorﬁist (Latin America), is a high probability that the economy will fall into recession,
M, Macro Research Core Investments which would prompt the central bank to ease policy. Mexico

and Colombia will likely be the laggards in this regard and will
have to wait until Q4@3 to start cutting rates. Inflation is still
Key points running hot in Colombia, reflecting its booming economy, while

Mexico will have to wait until the Fed adopts a more dovish
stance before cutting, to avoid capital outflows.

1 Growth is expected to slow next year amid an
unfavourable external environment before picking up
again in 2024

1 Central banks could start easing monetary policy
towards thesecond half of next year

9 Policy uncertainty will dampen investor sentiment.

Policy uncertainty to hurt investme

While the election season is finally over, we still expect policy
uncertainty to remain elevated across the region. Both
Colombia and Brazil recently elected-lgfhg presidents with
plans to address issues such as climate change and social
) inequality However, they have yet to provide blueprints to
Clouds on the horizon maﬂe thgse plans viablgfor the>ilr courF:tries, whichﬁs weighing
on investor sentiment. In Colombia, President Gustavo Petro
Despite significant monetary and fiscal tightening, most majorpag promised to put an end to the vital oil industry, but has
Latin American countries saw bettiran-expected economic proposed no alternate to replace the revenues the sector
growth this year. Diverse factaach as high commodity generates. In Brazil, Presidefiect Luiz krio Lula da Silva
prices, strong US import growth and a vigorous recovery in thBIans to tackle inequality by removing the fiscal rule and
service sectors should allow the region to outpace global boosting government spending at time when the debt ratio is
growth in 2022 (3.5% vs. 3.2%). However, Latin America is i”aﬁ?éady close to 90% of GDP. Meaitevim Chile the debate on
a rude awakening as a more unfavourable extern constitutional reform will continue after citizens rejected a new

SYOANRYYSyu Aa tA1Ste U 2 Ol qgafin Séﬁfe%beN@h%%ré’al@Qé‘deg?e@@f Ariedftainty Dved f
6St26 UNBYR ySEG &SHN® [ GA Yow'adSheh Rd n@it cortstffi@on Frbcds¥ willcbecidtid ahd
partners, the US and China, should both see weak growth neXdhat it will mean for key policies towarthe mining industry

year, which will have a negative impact on commodity prices gng the overall fiscal policy of Chile. Finally in Peru, the

and remittancesimportant growth engines for the region. embattled President Pedro Castillo has already survived two

Similarly, tighter global financial conditions will further weakenmpeachment attempts but it is unclear if his administration
capital flows into Latin America and increase financing costs f@f|| manage to hold on to power next year.

sovereigns and corporates. Domestically, monetary and fiscal

stances will remairight. In addition, private consumption Risks tdhe outlook
should lose momentum, impacted by high inflation, and policy

uncertainty should keep a lid on investment. In this context,
growth in the region is poised to decelerate to 1.7% in 2023
and bounce back to trend growth 2024, reaching 2.4%.

Looking ahead, the balance of risks to our outlook is tilted to

the downside. A deeper recession in the US or slower growth in

China, reflecting COVD lockdowns, would significantly

] ) weaken commodity prices and lower remittances. Moreoxer,

Cautious monetary policy ahead more hawkish Fed could severely push up bond yields and
worsen the alreadjragile fiscal situation in Latin America. On

Thanks to an early and aggressive hiking cycle, inflation has the domestic front, entrenched inflation would dent private

peaked in most countries in the region and is starting to O2yadzYLiAz2y FyR RStlre (GKS OSy

decline. However, we expect inflation to remain above target monetary policySimilarly, high inflation amid an economic

for most of next yar due to the lagged effects of monetary  gjowdown could spark social unrest in the reglon In terms of

tightening and seconrtbund effects as higher energy and food g1 33 A RS NI & 14 [FdAY ! XRRANDYIQ:

prices are passed through into core prices. Considering the  efforts, particularly if the war continues and tensions with,_

LISNEA&GSYOS Ay AyFErdAz2y |y R [‘el%alncn@iﬁlﬁ édrd:t? ﬁﬁeaeziskt%%oséibﬁlty_?‘é‘f kighef A Y

of monetary policy. We expect Chile and Brazil to be the first gjgitalisation during the pandemic.

countries to cut policy rates by the start of the second half of
next year. Brazil was the first to start hiking in March 2021 and
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Currencieg;, US dollar a fading star

. same time, better risk sentiment and lower uncertainty on
Romain Cabasson,

=2 Head of Solution Portfolio Management, rates will pose a challenge to the US dolaxhibit14).
» Multi-Assets; Core Investments

¢KS 288yQa Y2YSyid (2 aKAY!

Key points hOd20SNRa | { /2y&adzySNI t NAOS L
taste of what to expect. Risk sentiment rebounded, and-high

1 A Fed pivot isertainly getting closer and will mark a betacurrencigs benefited. The Japanese yen outperforgned
inflection in US dollar trajectory, though not a not only was it largely undervalued to start with, but
collapse. The yen should be the main beneficiary expectations of the Bank of Japan (BoJ) are suppressed, so the

{ If a hard landing is avoided along the way, high bet real rate differential could only move in its favoEkl{ibit15).
currencies should also manage to rebound . .

1 The euro and sterlingre facing new structural Exhibitl5: Euro expensive vs PPI, yen cheap by all measures
challenges that may not disappear any time soon i:oF: /L and PPI based REER valverage =~ GBP CPI

T ¢KS NBYYAYOA aKzdz R I fa 30% CHF CPI USD PPI —— EUR PPI JPY PPI

exit from COVI9 and softer global demand. 20%

10%
0%
-10%

-20%
The US dollar has dominated 2022. Rising inflation pressure _3g0,

following post COVHDI reopenings, supply bottlenecks and  _4g0
GKS ' INFXAYS 61 NR&a O2y&aSI1jdzSy( Jan10 Jani2 Jan14 Jan-16  Jan-18 Jan20 Jan22 O Sy |
. . Source: Bloomberg and AXA IM Research, 22 November 2022
banks to tighten monetary policy. But the US economy has
been in a much better cyclical position and the Federal Reser
(Fed) has gjhtened by more, facing sharper domestic inflation
pressures and less damage from external energy costs. The
simultaneous withdrawal of easy global monetary policy fuell
concerns on global growth and valuations, triggering safe
haven flows. Those two faes have supported the dollar and
left little room for differentiation between other currencies.

All eyes on the Fed

Kﬁ)netheless, for the very short term, market reaction looks
slightly excessive. More dataniseded to confirm an inflation
%oftening and we expect the Fed to push back in between. But
ebeyond any shorterm dollar rebound we expect the yen to
strengthen in 2023. BoJ Governor Haruhiko Kuroda is leaving
office in April, leaving some room for havikisarket

speculation. Domestically, a demand boost from reopening
Exhibitidy 2 KI Q& RNAGAY3I GKS | { SRYLCMGggand gddifiopal figqal suprortis Reingflanioyeg. 5 ¢
1%%(Y_vs real rates differential and US rates volatility

%) 120 Trapped in the energy prices gravity field

1Yx10Y US rate implied volatility [Lhs] 115

130 |
94,6 + 10,6 x (US - average) 10Y real yield 110 The geopolitical consequences of the Ukraine war have created
1o r (EUR, GBP, JPY, AUD, CAD, SEK)|[Rhs i1 105  durable pressure oanergy costs, pushing the EU and UK to
90 | —DXYIRns] {1 100 reposition their energy dependenci@sxhibitl6).
70 | 1%
{ 90 Exhibitl6: Fading trade balances of large enamggorters

50t { 85 Trade Balances as % of GDP
30 . . . . . . . 80 12% US —EU —CH JP ——GB —AU

Jan-21 Apr21 Jul-21 Oct21 Jan-22 Apr22 Jul-22 Oct-22 10%
Source: Bloomberg and AXA IM Research, 22 November 2022 8%

6%
0,

All eyes are now anxiously looking for any signs of softening i ‘2102
inflation pressures in the US that could lead to a pivot in the 0%
CSRQ&a &ailyOSo ! f{iK2dzaAK R;\?Triﬁf :
getting closer. But this is unlikely to translate to a celagf US :60/:
real rates. Expectations of other central banks will also adjust -8%

i i i i Jan-10 Jan-12  Jan-14 Jan-16  Jan-18_ Jan-20  Jan-22
accordingly, reflecting global inflationary pressures. But at the ;Jan- K oombary sad AXA M Reseaan 53 Novembee 20232 an
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¢KS 9! YIydzZFlI OlGdzNAy3a &aSOi0G2N
(PPI) inflation that has brough the euro into overvalued

territory, while the trade surplus has faded as higher energy

import costs and lower exports weigh. UK twin deficits proved | <

problematic in September in a tighter liquidity environment,
constraining the UK government into fiscal austerity in a
recession. With such structural weaknesses, the euro and
sterling should oly marginally benefit from the dollar cooling
in 2023. The Swiss franc should hold up better, given
{6AGT SNI I YRQa t26SN) SySNBe@

Black hole scenario

Highbeta currencies should benefit from the better risk
sentiment that a Fed pivot would tggr. Australia, Canada and

o83 ASER TRE Yot of the bishtio o
&

challenged, as seen in the sharper rise of Producer Price Ind

Greg Venizelos,
Macro & Credit Strategist,
Macro Research Core Investments

&

Key points

R % LnSsstrrSoamgeehigher yields for less rigk interest
ratesareat theirhighest in 15 yearg his shoultead
to a positive outcome for fixed income in 2023
The proverbial 60:40 portfolio has had its second
worst year in 45 year®reviously, major negative
years have been followed by a stringositive years.

Norway exports are also benefitting from higher energy prices,

with Australia reaching a current account surplus. But those
countries also have much higher leveraged households, and
risk of a hard landing from rising mortgagées is greater. In
comparison, the EU and US have most mortgages fixed until
maturity. Australia and Sweden are particularly exposed with
high debt levels and a very high proportion of variable rates.
Australian demand seems to be solid so far, absgthie

#Atwicein-a-generation portfolio outcome

Monetary policy can often be more art than science. While the
accepted wisdom is higher rates undermine growth and help
bring inflation down, the precise mechanisms and timings are
still not sel-evident. In the US, the Fed will have raised rates

shock. But Swedish households do not appear in good shape™re in a year than at almost any time since the early 1980s.

and house prices are already adjusting shagpthipitl7). As
such, the krona should lag othieigh-beta currencies.

That should prove enough to tame inflation and lead to a
positive outcome for fixed income in 2023 given yields are at
their highest in 15 yars. Investors can get higher yields for less

Exhibit17: Rising mortgages: Higher pain for Swedish householddSk than was the case in recent years and returns in bond

Household sector metrics across countries
15% ¢

et

Real retail sales yoy [Lhs]
m Real wage growth yoy [Lhs]
m House prices yoy [Lhs]

- Household Debt, % of net disposable income [Rhs]-

EUR USD GBP AUD CAD SEK
Source: Bloomberg and AXA IM Research, 22 November 2022

1 600%
10% 4 400%

5% 4 200%

I

4 -400%

0% 0%

-5% -200%

-10% F

-15% t -600%

ZercCOVIEL9 policy through the vacuum hatch

markets are very unlikely to be negative for a third consecutive
year. Despite all the concerns about market liquidity, central
bank balance sheet redtion and risks of defaults and
downgrades, 2023 should the year of the bond.

Exhibitl8: The proverbial 60:40 portfolio has had its seeond
worst year in 45 years

Return of S&P500 & UST 60:40 portfolio
4 40%

1 20%
0%
-20%
-40%
-60%

tKS RADOSNHSYOS 0SiG6SSy (KS 1 80%2 ¥
China (PBOC) weakened the yua®0ig2. This should hold as -100%
real estate deleveraging is ongoing and prevents financial 4 1209

5 % Xy 1978 1982 1986 1990 1994 1998 2002 2006 2010 2014 2018 2022
)}, y :':- t % ga . :',: NE Y ~ N‘:§ u dZN‘y A y‘EJ ® /A KA !Source: Bloomberg, ICE and AXA IM Research, 22 November 2022 y 3 7
O2UARQ &AUNXUS3IEé 0dzl NB2LISYAyd GAUKZAZU LINE LISNI WF OUAY T UA2Y

immunity is challenging. Also, the trade Inakawill come

The proverbial 60:40 portfolio of 60% equiti#®o bonds has

under more pressure from global demand softening and from had its secondorst year in 45 year&khibitL8). Historically,

higher imports upon domestic reopening. And although it
depreciated against the dollar, the yuan is still strong against
the currencies in the China Foreign Exchange Trade System
baské and the PBoC might tolerate some weakness.
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equities drop by high double digits.



Investment
Managers

AA

Ratesg Shadows and Lights
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Key points

Alessandro Tentori,
AXA IM Southern Europe CIO and Rates Strategist,
Macro Research Core Investments

Fixedincome markets have been in a state of
transition between two distinct environments

This transition from low to high inflation has been a
stressful period for investors

To tackle the higinflationary backdrop, central
bankers have switched to an aggressulicy stance
[ 221 Ay3 | KSFRZ OSydNI ¢
transition is a major source of risk for bond investol
Positively, investors will be constructing portfolios
with a shortterm riskfree rate around 4.5%.

f
f

Every transition creates stress

Fixedincome, and especially interest rate markets, have been
subject to significant stress during 20EXl{ibit19). Investors
have been exposed to a period of transit@iween two

distinct environments. Previously investors had been enjoyinc

backdrop of low interest rates, low volatility, almost absent

inflation and unprecedented support from monetary policy. BL

now they are contending with the complete oppogjt@flation
levels not seen for decades, aggressive interest rate hikes by
central banks and large swings in volatility. As in any transitio
the level of stress and uncertainty has been extensive, often
affecting market liquidity and sometimes even market
functioning. But just how long will this transition continue?

Exhibit19: A challenging year for rates
Global swap rates
7%

[

5%

EUR 10y USD 10y ——JPY 10y

Forwards

3% |

1% F

-1%

2002 2005 2008 2011 2014 2017 2020 2023 2026
Source: Bloomberg and AXA IM Research, 22 November 2022

Are inflation expectations too optimistic?

Market participants and central bankers have underestimated
inflation risks for &ew quarters. Extréarge rate hikes and high

23

market volatility are a testament to this assumption. Only
recently has the perception of inflation changed, as our
collective understanding about the origins of this episode has
improved. Nonetheless, markbased inflation expectations

KIS 0SSy F2NXNdz F SR (2 NBTt S
hypothesis. They still are. Most likely, this is a direct result of
OSYiUNIt o0lFy{SNBRQ RSRAOFGAZ2Y {:

from becoming unanchored. The spest which markebased

US inflation expectations converge to B%hibit20) goes

beyond what can be reasonably predicted on the basis of oil
price futures. Theicture is a bit different in Europe and in the
'Y® Ly LI NGAOdzZ FNE AiGQa GKS
Eurozone inflation seems to be less sensitive to monetary
policy than US inflation, thus providing the Federal Reserve
with an edge over thEuropean Central Bank (ECB). Hence,
European inflation is at risk of drifting even higher as producer
price pressures pass through the inflation pipeline.

Exhibit20: All good on the inflation front, says the market
Marketbased inflation expectations
9.0% |

7.0% f
5.0%
3.0%
1.0%

Spot 1y lyly 2yly 3yly 4yly Syly

EUR 57 2.2 2.2 21 2.2 2.2
usp 2.8 2.6 2.6 2.6 2.6 2.2
mGBR 8.6 4.1 3.9 3.9 3.9 3.9

Source: Bloomberg and AXA IM Research, 22 November 2022

Assessingate expectations: Where is neutral?

laaSaaAiay3a Y2y SGlFNE LRt AOe&Qa
especially coming out of a prolonged period of ultra
low/negative interest rates and quantitative easing (QE).
Several models of the equilibrium reakirgst rates have been
proposed in the past, each with their own shortcomings. In
addition, analysts are left with the choice of an average
AYTFELrGdA2y NI GSET 6KAOK YI @&
target. Forexample, the annual variation of euf@rmonised
Index of Consumer Pricds|CPhas averaged only 1.3%
between 2009 and 2020. A naive markased approach is
certainly not devoid of criticism but it offers a readily
observable monetary policy stance nonethelesg&ximbit21,
we show the difference between the overnight interest rate
and onemonth interest rate 5 years forward, which we chose

F&  NBLINBaSyidliaarzy 2F (KS wy.
business cycle. The QE/negative rates period does not beg
further discussion, while the more recent past tells us a story of
two central banks: The Fed initiated its tightening cycle a few
months ahead of the ECB and has already driven monetary

y2i
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policy in exess of a neutral interest rate level. Of course, this collateral availability will improve almost mechanically. Liquidity
R2Sa y2i0 YSIy (KIFG GKS CSR gonditibns i §lébigbvécrneds Bondandziiets Night fie€dNJ (i K
FG Fye Oz2ad G2 LINBOSyd FI ff mgrdtimé ® Enprévee, shbughS &sh lyeBalse WeSdy iot f A G &
now be replaced by a more traditional, deaad forecast anticipate a change in bank regulation anytime soon.

based approach. i©the other hand, the ECB looks to be still

short of reaching a neutral stance and might have to keepthe¢t KS Re&yl YA O&a 2F OSYy (N}t ol yl a:

pressure on inflatiobreakevens; the difference between explains partofi KS Wi SN)Y LINB YA dzyentLddzl 1 €
yields on a nominal bond and an inflatiorked bondg AyaSyarGAoate 2F ¢NBIFadNARSaAQ
irrespective of the business cydfenflation were to stay at interest rates or higher volatility. Theoretically, investors should
unpleasantly elevated levels. require a higher compensation for their duration risk in an
environment of higher and faster moving rates/yields. While
Exhibit21: Monetary policy stance thisseems to be the case for European government bonds, our
Spread between O/N rates and 5y1m OIS OFf Odzf F GA2ya aK2¢g GKFGQa y2a
1'00/" [ _ market Exhibit23). One explanation could baked to the
0.5% Neutral policy stance P s o . Ao o = .
0.0% Pot—t———t——t——t—t—+— 44— CSRQAa RdAzNI UA2Y SEUNI QUAZ2Y AYy |
96T GKAOK Aa NYGKSNI RAFTFSNBYd FNR
1.5% | heterogeneous bond market.
2.0% [
-2.5% | - .
3.0% F T Exhibit23: The term premium puzzle
-3.5% Term premium estimates
-4'0% [ Tighter policy stance Fed 20%r
L |
Hooe L oerpoley ECB 1.5% } us
2007 2009 2011 2013 2015 2017 2019 2021 2023 1.0% b EU
Source: Bloomberg and AXA IM Research, 222 November 2022 : IN
0.5% |
/] SYGNYf o6Fyl1aQ oFflFyOS oop——+——trn taiplo=yr L NBY
-0.5% |
All else equal, the next 12 to 24 months are likely to challenge_; oo, |
the demand/supply balance established during the QE period._l 5o L
I'sy U NIt ol y 1 é. Q_ FtYyz2 5} “ R2 Y A Y 1 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022 D S
sovereign market&Ekhibit22) is likely to fade in tim albeit Source: Bloomberg and AXA IM Research, 23 November 2022

gradually, thus putting pressure on the existing investor base.
However, as net supply flips from very negative to very positilepoking into 2023
the key questions will bewho is going to buy? How much are

they going to buy? And at what price? If anything, P23 should starts with a certaintyincome will

LX Fe | NRtS Ay Ay@SaidzNmBQ | ff;
Exhibit22: Looking for a new demand/supply balance yielding debt has collapsed to a mere 3% of the global

Total CB assets as % of GDP

aggregate index, coming from almost 27% at the end of 2020.
150% r

In other words, construetg investment portfolios with short

Fed term riskfree yields around 4.5% is a totally different
100% | ECB proposition compared to starting with only 0.15%, as was the
BoJ case at the end of 2020.
- BOE
50% | Unfortunately, 2023 also carries several unknowns, from

inflationtotheb@ A y Saa 0Oe 0t ST FTNRBRY OSy
‘r\/—————/"‘_/\ function to the speed of balance sheet reduction. Luckily, these
0% = e e w0 NB W Y26YQ dzylY26YAS AY GKS
Souree: Bloomberg and AXA M Research, 22 November 2022 - -+ 222> on the radar screen, albeit perhaps still unable to properly
ldzt v GAFE G KSWabe S | diyh a2 shazy, |+ & A
Liquidity issues and brief episodes of dysfunction have alreadgSymmetric policy mix might be yet another source of risk for
been observed in some market segments, while collateral 0 2Y R YI NJ SGa® 2SQ@S sAldySaasSR
scarcity has affected the relative pricing between European €Xpansionary fiscal and a restrictive monetary policy not only in
govenment bonds and swaps, i.e. agreements between two the UK this year, but also on the US market towHrd®nd of
counterparties to exchange assets or cashflows. Asthe ECBt NBaARSYy i WAYYe& /I NISNR& | RYA:
steps back and releases quality bonds back to the market,
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Credit¢ Afilm noir for optimists

Gregory Venizelos
Macro & Credit Strategist,
Macro Research Core Investments

o

-

Key points

1 Credit markets, especiallyvestmentgrade, have
seen eyewatering drawdowns in 2022. Typically,
what tends to follow is a decent rebound in returns.
Spreads have been resilient despitesatraordinary
rise in interest ratesaninflation shock, and rising
recessiorrisksc refleding healthy balance sheets.
Default expectations have risen, putting high yield
valuations under pressure. In excess spread terms
European credit screens cheaper thd8credit.

Deep drawdowns bring attractive entry points

The inexorable rise in intest rates which has accompanied, if
not caused, the fall in risk assets in 2022 has made for some
eyewatering losses in credit returns. This has been very

Historically, a yield of 5.2% in Global IG is consistent with a
return of 6% per annum (pa) over the subsequentyivar

period Exhibit25). This compares to an average of 4% pa over
the history of the Global IG index.

Exhibit25: At current levels of credit yieldsturns have been
historically very attractive
Global IG return pa overyear period to year x

10 ¢
S
B
28 | 2013
Yo} °
g, | 2014 2003° 52005
£ 2020° o016, 0032906
2 202201572010 201
o4 2019.° °2007
= 7 e 2009
g 20173018
E2 | 2008°
<
O L L L J
1 2 3 4 5 6 7 8

Yield at start of 5yrs, %
Source: ICE and AXA IM Research, 21 November

Global spreads not pricing recession

pronounced in investment grade (IG) due to its higher duratiol€redit spreads have inevitably widened in 2022 but have remained

sensitivity compared to high yieldYH Global IG was down by
around 25% in late OctobdExhibit24), a drawdown nearly 1.5
times worse than that during the global financial crisis. In
contrast, highy St RQa RNRLJ Kl & 0SSy

resilient in comparison to the extraordinary rise in interest rates,
the inflation shock and therisidgh a1 a 2F NBOS&aaax
war between resilient corporate balance sheet fundamentals
(Conthirfed spradgf andis§rifigant ngtro ank policy headminglsh a
(elevated refinancing costs, tight bank lending). The quarterly

Exhibit24: Return drawdowns in 2022 have been hefty; recordaverage spread in Global IG iseuntty 160bps, half the level thist

breaking for investment grade

Credit market drawdowns
1995 2000 2005
O% T

2010 2015

T

2020

-10% F

-20%

Global IG
Global HY

-30% F

-40% *
Source: ICE and AXA IM Research, 21 November 2022

Historically, steep drawdowns have tended to be followed by i
significant rebound over the subsequent 12 monghisough

past performance does not guarantee future results. In Global IC
for example, the spread has widened by 60% to mid Novemb:
2022, from100 basis points (bps) to 161bps. The yield, howeve
has nearly trebled from 1.85% to 5.2% over the same period.

25

historically associated with zero growth in global E3Ribit26).

This implies yeasnyear GDP growth of 3% over the next tgrar
The one exception is euro |G, whose quarterly average spread
of 205bps implies a negative GDPO04% at the start of 2023,
consistent with the stronger macro headwinds facing Europe.

Exhibit26: Global spreads hawddened but not to levels that
suggest significant recession risks
Global credit benchmark spread, bp

bps bps
500 r Global IG [Lhs] ] 2500
400 F Global HY [Rhs] | 5409
300 { 1500
200 f 4 1000
100 | 500
i 1 i i 1 i i 1 i i 1 i i 1 i i 1 i i 1 i i 1 O

1998 2001 2004 2007 2010 2013 2016 2019 2022
Source: ICE and AXA IM Research, 21 November 2022
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Default outlook weaker but manageable Relative value favours European credit

Default expectations for HY have evolved through 2022, from¢ KS & S@SNB Sy SNHe&e akK201 Ay 9dz
quite benign at the beginning, to somewhat worse than the invasion of Ukraine has brglot about recession risks which have
historical average currentlivlost of the deterioration came been promptly reflected in the relative pricing of European credit
through the summer, as yields and crasset risk premia rose premia compared to other geographies. Once we normalise yields
notably. Key default predictors have deteriorated, such as bari@r duration mismatch (the US benchmark is much longer than
lending standards (green linexhibit27). The same is true for the European one) and deduct currency hedging costs, euro credit
predictors that comprise interest rate rigkhe refinancing shows a significant yield pickup over dollar crdgih{bit29) ¢
gap, the difference between average yield and average couparear its historic highs in IG, at just under 2%, and at its highest
of an index and pricbased bond distress ratios (orange line, level since the Eurozone debt crisis in HY, at circa 3.5%.
Exhibit27). By contrast, sprealdased bond distress ratios have
remained reasonably well contained (blue liBehibit27). Exhibit29: Adjusted for duration and currency hedging costs,
euro credit ofers historically high yield pickup over dollar credit
Exhibit27: Default predictors have deteriorated, particularly  Yield, FX adjusted & 4y duration equivalent

those with interest rate risk like the pribased distress ratio 10
. . EURIG-USD IG 1.82

Typical default predictors for USD HY s |

100%_ Distress ratio, spread > 1000bp 6 | EUR HY - USD HY 3.53
80 | ——Distress ratio, price < 80c 4 L

Bank lending constraint

60 | 2

40 A 0 F—=t - e A
21 /\\M«\ 2

0 [ = 4 L
20 F 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022
Source: Bloomberg, ICE and AXA IM Research, 21 November 2022
40 L

o oo8 2000 2002 2004 2008 2008 2010 2012 2018 2016,2018 20202022 T establish relative value in terms of credit risk in isolation
(spreads rather than yields) and across markets, we can compare
The deterioration of default predictors has pushed model ~ €xcess spreads, namely nominal spreads minus credit losses.
forecast default rates higher, to levels that are above spread /I NBRAG t2aasSa I NB RdzS (& RSTI
implied defaults at current spread levels. This has made defa@@mpanies downgraded from IG to HY. Default predictors inform
valuations no longer cheap, across most HY credit cohorts. THS about default expectations over the next 12 months, while
Ad GKS OLas F2NJ GKS az2ReQa thedirech2 Ko Al 5t §DRKE AAY FR 2 hE S8
(Exhibit28) as well as the ICE benchmark for US dollar HY. THa19€! expectations. Normalising excess spreads as a deviation

one exception is the ICE euro HY benchmark that still looks ¥ NE Y UKSANJ KA&AG2NRO YSIy 3AQS.
cheap, in our view, by around 100bps. (Exhibit30). US dollar HY appears rich while euro I1G look

cheapest, followed by sterling IG, euro HY and dollar IG.
Exhibit28: Default forecasts have risen, making valuations no

longer cheap, across most high yield credit cohorts Exhibit30: Excess spread across investment grade and high
Moody's annual HY default rate spread yield flags the relative value in Eurapeover US credit
implied 7 16% Excess spread (4y dur equiv) alssdre
US 1.5% defaults ] ) 5
EU 2.2‘Vg now below 1 14% Fwd estim  ——USD IG 0.67 )
——USfcast4.8%  forecasts. { 12% EURIG 2.26 GBP IG 1.47
EU fcast 3.9% 1100 10 ——USD HY -1.09—EUR HY 1.09 3
& AXAIM fcast 'Y 1% 2
+ Sprd impld v o 8% 1
5.9%s 6% 0
4.9%
/M 4% -1
J{ 2% -2
[ 1 1 1 1 1 1 1 1 1 1 O% '3
2003 2005 2007 2009 2011 2013 2015 2017 2019 2021 2023 -4

Source: Moody's, ICE, Fed, ECB and AXA IM Research, 21 nov 2022 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Source: Fed, ECB, ICE and AXA IM Research, 21 November 2022
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Equity¢ Rebound prospects amid

Emmanuel Makonga
Investment Strategist,

g Macro Research Core Investments

Key points

1 Runaway inflation amplified by exogenous factor:
together with a dimming economic outlook have
been challenging for equity markets.

The tightening of monetary conditions should
continue to affect equity markets both in level anc
direction terms.

While eaities tend to anticipate macroeconomic
recovery in recessions, the potential for rebound
may be weaker in the laggatimulus environment
we expect in 2023.

Unexpected events rushed the process

There is no doubt 2022 was a eolea-kind yearg it marked

headwinds

more to inflation news than in the past, with large swings in the
market follaving inflation data releases this year.

Exhibit3ly Ly Ff I GA2y Ay GKS RNX SN
Global equity beta

40 ¢

to economic surprise to inflation surprise

3.0
20 F
1.0

0.0

-1.0 f

20 L&

2008 2011 2014 2017 2020
Source: Citigroup and AXA IM Resed&toliember 2022, 5y Rolling beta

The uncertainty around inflation prompted more hawkish
policy from central bankers, which led to a-séflin bond

markets. As eesult, discount rates increased and led to a
mechanical decline in the value of equities. Thus, theatieg
(-19.5%) has been the main reason for this year's market

the end of three consecutive years of positive returns for Stoc‘éorrection, while earnings have held up rather well at +5.7%

markets. At the time of writing, we are witnessing the worst
yearto-date performance-(3.8%) since the 2008 global
financial crisis. This downturn can be explained by several
isaies but two have captured our attention. First, the start of

(Exhibit320 @ | 26 SOSNE 6S R2 y23G SEL
resistance to continue next year. The consensus earpigrgs
share growth expectations seem too optimistic given our

outlook for next yeas economic growth in developed markets

the monetary tightening cycle, which fed the negative trend oRg 5t circa 0%, with recessions across Europe and the US.

the growth outlook. Second, the Russikraine war which had
two major repercussionsone on sentiment, where the
uncertainty brougt by the war led investors to turn from risky
assets to safe havens, the other on inflation as Russia and
Ukraine are two major global suppliers of commodities. This
high inflation regime coupled with the cost of monetary
tightening on economic growth hagen harmful for stocks.

The only sector that has performed positively this year was
energy (+47 %).Volatility in commaodities helped inflate the
earnings of the industry's companies, which have been
consistently revised upwards this year (+99.8%)ikgehe
sector at attractive valuations throughout 2022. This
outperformance fuelled the rotation towards Valug.{%)
from Growth {23.6%). The latter suffered from the rise in
interest rates due to its long duration bias. Finally, the
Defensives stratgy (+3.2%) proved resilient, supported by
sustained revenues of healthcare and consumer staples.

Inflation has clearly been the major market mover this year
(Exhibit31). The (negative) beta versus inflation surprises has
risen consistently through the year and now stands at its
historically lowest level. This shows how equities have reacte

27

Therefore, we believe the market correction is not yet
complete, and the onset of further macroeconomic decline
could be the trigger for a deeper stock marétetline.

Exhibit32: Resilient earnings helps to mitigate the fall

Global equities: total return decomposition
60% r

) Valuations
50% [ Earnings
40% | Dividends
30% F
20% F 5.7%
10% | \
0% —t 4 — 41—
-10% F
-20% F
30% L -20.2%
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Source: MS@hd AXA IM Research, November 2022 (YTD)

Limited support in the financial condition outlook

a classic liquidity cycle, fund allocations move from cash to

|
(i]ssets and vice versa. We are curreintl phase where asset
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prices are falling, and risk premia are rislExh(bit33). Yetwe  Things may soon improve, but by less than usual
have doubts on the way we will reach the next stage, namely

central bank easg. If the consensus is on rates reaching 2 A0K GKS ARSI GKIG Y2ySGlrNE O
terminal levels by the first half of 2023, we think the riskis ¢ 2 YISNDT GKS 0S8SKIFGA2dNI 2F GKS
policy being eased more slowly. Moreover, more attention  pe considered. Post the 2008 crisis, the lower interest rate

should be paid to central bank balance sheet management. environment has resulted in a structurally higher ERP (+2.4% vs.
Indeed, the liquidity provided bya¢ plethora of pre-2008) and it currently hovers around 4B&lfibit35). These
unconventional tools used by central banks post the 2008 crigisyels imply two things looking forvda The ERP has little

is being reversed in increasing jurisdictions. Thus, quantitativgpside potential as interest rates are expected to remain high,
tlghtenlng will bring an additional Iayer to the all’eady de faCtOSO if one looks for a more appea“ng entry |eve| prospects for
negative liquidity tightening for equitiefiereby adding weight ' getting there are slim. Finally, the forward performance of

Q2 2dzNJ WFdZNIKSNI R26YaARSQ Y lediibids i hddSilRly to be below the pa€I08 period.

Exhibit33: Not the best spot for assets Exhibit35: Post financial crisis bonanza coming to an end
Central Bank o Risk Premiums Rise and Global rates and equity risk premium
Tightens L|.qwd|t\,r Assets Fall 8 r
Tightens
7 F
6 g Pre Great Financial Crisis
= 5 } Y Post Great Financial Crisis
& Ncelay ol
Growth Growth wag t ._A’ —e—2022
Rises Slows s ” ¢
©° 3 F Uéb
O] ®
2 F % Q) an . )
1 F
Risk Liquidity Central Bank 0
Premiums Fall and Assets Improves

Eases 0 2 4 6 8 10
Global Rates (%)
Source: Absolute Strategy Researth AXA IM Research, November 2022

Rise
Source: Bridgewater and AXA IM Research, November 2022

Equitymarkets have tended to rebound at the bottom of a
recession, often aided by early signals of an upcoming improvement
in liquidity Exhibit36). When this is priced in, the rebound

could be decent but milder than after the 2008 crisis. Thus,
given our macro scenario, a barbell positioning between
Defensives and Quality in the first half of 2023 and Cyclicals and
Growth for the expected rebound in the second half appears
sensible.

The pace of tightening in monetary conditions has had a
significant impact on sentiment, while the level of monetary
conditions is also important. In our baseline scenario where
inflation does not fall back to its target in 2023, we find it
difficult to imagine central bankers reversing their hawkish
stance. Under tight monetary conditions, n&tmonth price
to-earning ratios tend to correct b¥5.3% over three months
on averageKxhibit34).

Exhibit36: Stock markets tend to rebound ahead of the
recession trough
Average S&P 500 path in recession since 1900

Exhibit34: Do not overlook the level of policy restriction
Global Equity Quarterly returns and financial conditions

° ® Market o NTM PE ratio
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SourceMSCI, Chicago Federal Reserve and AXA IM, November 2022 Start 1/4th Mid 3/4th End
Source: RobeBhiller and AXA IM Research, November 2022
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