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Perspectiues

Slowflation in the offing

Marketing Communication

e Global growth is expected to fall below 3% in 2022, failing to provide a sufficient growth tailwind to support earnings.

e Central banks have decided to act resolutely against an inflation that continues to defy expectations.

e Sufficient evidence of slowing growth should become available before central banks can pause hiking rates.

Macro Outlook

High inflation and slowing growth bring “slowflation”
but not stagflation... yet!

While some of the risk factors we spoke about last month —
OPEC’s lack of cooperation and China’s lockdowns — have
eased somewhat in recent weeks, growth and inflation concerns
have continued to pile up, challenging policymakers and
investors.

The situation continues to be particularly challenging in Europe
as the war in Ukraine and the easing of mobility restrictions in
China keep adding pressure on energy prices. What makes the
situation even more worrisome is that Germany’s incoming
economic data is suggesting the economy is likely to be
experiencing a slight but negative growth rate in Q2. For
instance, the last IFO business climate index showed negative
sentiment for all the sectors of the German economy. By
contrast and on positive note, according to the Banque du
France, the French economy should manage to hold still during
Q2 and see its GDP improve slightly during the same period.

Moreover, the last Eurozone inflation print came in at 8.1%
year-over-year, with the core rate, i.e., excluding energy and
food components, at 3.8%. While it is true that the energy
contribution keeps being the main contributor to the price
increases taking place in Europe, the contribution of core items
is also broadening; the portion of consumer inflation items with
above 2% price increases has now topped 70%. This warrants
close monitoring of wage negotiation dynamics as we enter the
summer season and further demand shifts into services.
Likewise, the combination between the acute loss of purchasing
power that UK households are suffering and the particularly
tight labour market the country faces, will keep wage growth
underpinned — private sector wage growth recently reached its
highest level in 35 years.

Shifting our focus across the Pond, the US economy looks
much more solid thanks to its robust internal demand; both ISM
indices are still above their 50-level threshold and retail sales
keep growing. However, growth projections are also being
revised down as a result of the persistent inflation hitting the
country and the normalization of monetary policy that the Fed is
having to undergo in order to tackle prices increases. Indeed,
the last US headline CPI report came in hotter than expected,
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advancing 8.6% year-over-year, and showed a continued shift
from a goods’ inflation into a services’ one. Thus, although the
core CPIl may be peaking at a 6% year-on-year, the evidence of
price pressures remains too widespread to consider a pause
from the Fed until at least the September/November meetings.
Meanwhile, some investors have started to price in the
probability for the US policy rate to exceed its natural rate
before the year-end. This is because the labour market remains
strong and tight, and it also is the main reason why we are not
yet in a stagflation environment. Nevertheless, the risk to this so
far resilient setup is that since wage growth continues to lag
price increases, households are having tap into their
accumulated excess savings or use their revolving credit cards
at a time of rising interest rates and already weak consumer
sentiment.

Figl: US Consumer Confidence and US Outstanding Revolving Credit
(Sources: Refinitiv & NIM Solutions)
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A worrisome angle derived from Atlanta Fed wage tracker that
might be seen as positive at first sight given the increasing
costs of living, is that wage increases for the lowest-paid
quartile are exceeding those for the best-paid quartile by the
most in over 24 years. However, lower-paid people are more
likely to have to spend all of their pay raise to meet their higher
costs of living, a development that threatens to be inflationary.
All in all, internal demand should suffer from restrictive financial
conditions and inflation leading consequently to a slowdown in
private consumption and business outlook. The US business
cycle is clearly slowing and approaching a stance where the
additional value added in 2022 could be nil.
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China’s economy is also a concern given the vast economic
costs it has recently suffered due to policymakers’ Zero-Covid
policy, which put Shanghai to an almost two-months long
lockdown. Although the easing of the pandemic should help the
economy to gradually bounce back, no significant changes are
expected on the strict health policy as they risk overwhelming
the health system given the still relatively low vaccination ratio
of the elderly. Moreover, while monetary and fiscal authorities
continued to take the baton and increase their support, as we
mentioned one month ago, growth risks are to the downside as
the effect of these policies in the real economy will likely take

time to manifest.
Central Scenario: Real GDP Forecasts

2020* 2021 2022 2023
World -2.9% 5.0% 2.8% 3.2%
Advanced Economies -5.0% 5.0% 2.5% 1.9%
United States -3.5% 5.4% 2.6% 1.8%
Euro Zone -6.8% 4.9% 2.4% 2.0%
United Kingdom -10.0% 6.3% 3.1% 2.3%
Japan -5.2% 2.0% 1.4% 1.3%
Emerging Economies -1.3% 4.9% 3.1% 4.5%
China 2.3% 7.8% 4.0% 5.3%
Brazil -4.1% 2.3% 2.5% 2.1%
India -8.0% 9,2% 7.1% 6.0%
Russia -3.0% 3.1% -8.7% 1.1%

Sources: NIM Solutions

We expect global growth to weaken significantly to below 3%
during 2022, a level that tends to fail at providing the necessary
growth tailwind to support corporate earnings. Noteworthy is
that the small growth gap expected between the US and the
Eurozone - in 2022 and 2023 - is taking place in an
environment in which inflation is expected to remain high in both
regions. In such a context, it is not plausible to foresee the Fed
or ECB adopting different monetary policy behaviours for the
time being.

Soft-landing on a narrowing airstrip

The demand driven inflation in the US should start to subside as
a result of both the loss of purchasing power and tighter
financial conditions — in line with the Fed’s intentions. It should
also mechanically fall as the infamous base-effects start to kick-
in.

Uncertainty, however, is higher when analysing how persistent
can the supply-driven inflation end up being. Several factors are
at play here: demand rebounds faster than production; the
impairment of the labour participation rate; the acceleration of
slow-globalisation during the last two years; and the transition to
net-zero emissions. It is the combination of these factors what
might have been, at least partly, behind the patient stance that
central banks had throughout 2021 and the beginning of 2022.
After all, monetary policy instruments are only capable of
dealing with demand issues rather than with supply ones.
However, as inflation kept rising and broadening out in 2022,
policymakers now see a material risk for price increases getting
embedded into the behaviour of economic agents, which would
trigger inflation’s second round effects — such as the mark-up
effect, expectation de-anchoring effect and wage-price effect—
that are much costly to deal with. As such, Fed Chair J. Powell
has stated that the Fed will keep hiking rates until inflation is
“tamed”, a statement that dismisses any lagged effect of
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monetary policy on the economy but aims at sending a clear
signal to markets.

From a general standpoint, central banks have decided to act
resolutely against an inflation that has not only continued to rise
globally but that also continues to defy expectations from both
the market and policymakers. The Fed has been forced to
revise its assessment of the very nature of inflation and, as a
result, to surprise with a 75 bp increase in June - 25 bps above
our expectations — even though it had previously ruled out such
large increases.

While this change in the Fed’s behaviour indeed risks
weakening its forward guidance effectiveness, it is a necessary
evil that serves as a demonstration of its pragmatism, which is
key to preserve its credibility in pursuing its mandate of price
stability. In fact, acting in a way that surprises investors, is a
prerequisite to keep inflation expectations well anchored.
However, although the Fed probably opted for the best
available option, too frequent policy surprises can end up being
counterproductive precisely in terms of credibility. J. Powell may
continue to surprise investors in the short run, but this sort of
behaviour is not intended to last.

President C. Lagarde has also laid out how the ECB will
proceed with its normalization process, which is now justified by
the broadening of price pressures into non-energy goods and
services. The ECB expects to increase its policy rates at its
upcoming meeting in July for the first time since 2011. Its main
refinancing rate is expected to be increased by 25bp to 0.25%,
and its deposit rate is expected to be increased by 50bp,
abandoning the negative territory for the first time since 2014
ending the ECB’s unconventional monetary policy. In addition,
according to Lagarde’s statement a 50bp hike is likely to follow
at their September meeting — a possibility we agree with. In our
opinion, Europe’s main refinancing and deposit rates will be
increased by 125bp and 150bp respectively by year-end.

Monetary Policy Forecasts

. Key Int t .
Main Central Banks ey ‘nteres Forecasts - NIM Solutions

Rates

Jun-22 Jul-22 Oct-22 Dec-22 Feb-23

[2% - [2.5% - [3%- [3%-

US - Fed - Funds Rate Range [1.5 - 1.75%] 2.25%] 2.75% 3.25% 3.25%)

Eurozone - ECB - Main Refinancing 0.00% 025%  0.75%  125%  1.25%

Rate

ECB - Deposit Rate -0.50% 0.00% 0.50% 1.00% 1.00%

Bank of England 1.00% 1.50% 2.00% 2.00% 2.00%

Bank of Japan -0.10% -0.10% -0.10% -0.10% -0.10%

Sources: NIM Solutions

Eurozone fragmentation fears back in sight

The ECB also announced that its Asset Purchase Programme
(APP) will be concluded at the end of June, also brining to an
end a programme that has conducted purchases of government
debt that have far exceeded the net issuance of government
bonds and led to extremely low yields.
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The reversal of this situation has prompted investors to raise
concerns about a repeat of the 2012 European debt crisis,
when doubts about the solvency of some member states led
investors to assign a high probability that some would leave the
monetary union. This explains the rapid increase of the spreads
between the debt of peripheral countries, such as Italy and
Greece, and that of Germany.

In an unscheduled meeting last June 13th, the ECB announced
that in order to avoid fragmentation and an inefficient
transmission of their monetary policy, the central bank will
develop a facility to allow a flexible reinvestment of the
proceeds from maturing bonds of the Pandemic Emergency
Purchase Programme (PEPP).

While we see this development as positive, we should also keep
in mind that virtually all countries have taken advantage of the
very low rates to extend the average maturity of their debt,
reducing its average cost significantly and making it relatively
more manageable against increasing rates.

All in all, while we cannot exclude a significant tightening of
financing conditions in some countries, we believe that this time
there are sufficient containment mechanisms to avoid a repeat
of the 2012 debt crisis.

Fig2: 10-Year Sovereign Spreads against German Bund

(Sources: Bloomberg & NIM Solutions)
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A rebound does
equities

not yet warrant an overweight in

Over the past month, the major indices have lost nearly 8%, for
a total loss of nearly 20% since the beginning of the year. This
drawdown reflects investors' fears that either an out-of-control
inflation or a too restrictive monetary policy will bring a
recession in the US faster than expected.

There are several factors that make us believe that there might
be a decent probability of seeing a rebound in equity markets in
the short-term. Firstly, it is worth noting recession concerns
have so far only come from macroeconomic variables whereas
profits — a microeconomic variable — continue to be spared.
Indeed, the expected earnings growth for 2022 for the S&P500
and the Stoxx600 stand at 10% and 14%, respectively. Another
factor is that the speed by which equity prices have readjusted
to the downside appears more like an overreaction when we
consider some market stress measures, which have gradually
recovered normal levels. Similarly, the term structure of the
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implied volatility of the S&P500 has also stayed contained in
recent weeks, also suggesting that the market correction seems
now somewhat overextended and that prices may rebound in
the short-term.

Furthermore, although the emerging markets; economies differ
notably among regions, their stock markets have held quite
resilient against all the shocks hitting the global economy.

Latam’s significant exposure to a wide range of commodities,
such as energy, non-energy, and agricultural, and the relative
stability of its currencies amid rising inflation and tightening
global financial conditions, have served as important drivers of
the region’s outperformance. Additionally, virtually all the main
central banks on the emerging markets universe have been
successful in tightening monetary policy while limiting capital
outflows probably because they started to hike rates when their
economies were still doing well.
Fig3: Emerging Markets Equity Indices in USD — YTD

(Sources: Refinitiv & NIM Solutions)
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Overall, we maintain our neutral position as we believe the
market has likely overestimated the risk for a recession in the
short-term. We have also kept the equity portfolio composition
unchanged. The level of volatility in equities has reached such a
level that it reduces visibility and does not allow us to put
forward strong convictions.

Slowing growth should make duration more attractive

Market expectations are now for the Fed funds rate to reach to
3.4% (240bp higher) by the year-end. We believe these
expectations are too aggressive and underestimating the
magnitude of the tightening of financial conditions. In fact, the
Fed would have to deliver between 50 bps and 75 bps rate
hikes at every of the remaining FOMC meetings in the 2022,
what we see as an unlikely development right now given the US
demand driven inflation and the already slowing growth.
Evidence of slower growth should be available by
September/November for the Fed to pause and assess its
outlook. Consequently, we doubt that the 2-year Note yield can
maintain a rise above the 3-3.25% range. Similarly, while the
10-year Treasury yield could remain volatile and overshoot
higher, we believe that current levels — around prior cycle highs
— are attractive to start re-entering the market.

In terms of the ECB, markets expect the deposit rate to reach
1.75% (225bp higher) by year-end, which we also believe is too
much for such a short period of time considering the series of



Perspectiues

headwinds the region faces. A rise to 1.25% looks more feasible
and in line with President Lagarde’s remarks during her last
press conference. In addition, the beaten-up EUR should
welcome higher interest rates and help alleviate inflation
pressures coming from expensive energy imports. Further relief
should also arrive when the ECB introduces its backstop facility
to address fragmentation risks in the Eurozone’s periphery debt
markets. We believe that after surging to over 1.7%, 10-year
Bund should find some support at these levels especially given
the return of the peripheral’s debt market risk premium.

Given our improving outlook for core sovereign rates, we are
likely to start revising our underweight stance on credit markets
going forward. Indeed, this year’s selloff has turned investment
grade debt's valuations attractive. In addition, investment
grade’s larger duration component - relative to high yield debt -
has been largely behind its drawdown, making us has think of
potential entry points.

Fig4: Europe Investment Grade Performance Breakdown by Components
(Sources: Refinitiv & NIM Solutions)
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We are likely to stay cautious on high yield for longer though as
growth is still slowing. Additionally, liquidity and issuance
conditions have deteriorated rapidly and are now close to 2018
lows, before the Fed’s pivot away of its quantitative tightening —
a development that is now prevented by high inflation levels.

Risks to our central scenario

Against the current delicate macroeconomic background, it is
important to consider the risks to our central scenario of
“slowflation”.

The main risk we can think of is a failure to see inflation
subsiding as growth slowdowns. This could be caused by a
worsening of the energy crisis that prompts workers to demand
persistent wage increases, putting additional pressure to
corporate operating margins. In this case, central banks would
probably be forced to tighten to levels that are severely
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restrictive for economy despite the already slowing growth
environment.

Another risk to our central scenario would be to see central
banks’ tightening process inducing a recession. The
combination of higher prices and sustained negative real wage
growth can end up overwhelming the consumer and triggering a
sharp slowdown at a moment that financial conditions are
becoming tighter.

Finally, although that to a lesser extent, further Covid outbreaks
in China could also derail our “slowflation” scenario as
additional supply bottlenecks would continue to put pressure on
global prices. Additionally, the rebound of Chinese growth
expected for the second half of the year would also be curbed
and removed from being one key tailwind for our global outlook.
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Asset Allocation Views

Tactical
Asset Class . Comments
View

[ oeanven | O |

We have maintained our moderate underweight (-1) in view of the geopolitical tension that is weighing on Europe's
EMU . economic outlook. Looming downward revisions of corporate earnings projections justify this positioning. We have slightly
reduced our UK tactical long and maintained our Euro banks one.

We have maintained our neutral position (0) for two reasons: Ex-EMU Europe should continue to benefit from high energy
prices and, it presents a source of diversification for investors with European exposure.

Europe ex-EMU 0

We have maintained our neutral position (0) since the resilience and depth of the US equity market is an asset in terms of
North America 0 diversification. The tightening of monetary policy (rates + QT), however, should reduce the upside potential of risky assets
in the short term, regardless of style (value or growth).

Developed Equity

0 We have maintained our neutral position (0) due to the diversification potential that Japan can provide (limited trade
exposure to Russia and incoming additional fiscal stimulus).

T A A

We have slightly reduced our stance but maintained our overall moderate underweight (-1). Some progress towards a
Emerging Asia . reopening is likely to be welcomed by markets. President Xi's approach keeps getting his economy farther away from
achieving the official 5.5% growth target for 2022.

Japan

EM Equity

0 We have maintained our neutral position (0) due to the region's high exposure to commodities. However, the appreciation
of the USD is limiting the upside potential of the region's equity market.

—_ oeavee 1| |

We have further reduced our significant underweight (-2) position in order to fund a comeback to neutral on US sovereign

Latam

g Euro . rates. However, we believe that European yields have reached levels that start to justify reducing the short duration
o exposure.

()

I

[ —

B us - 0 We have reduced our moderate underweight to neutral (0) as rates have reached our expected target. However, we
(4] remain prefer to advance with caution as volatility is expected to remain elevated.

c )

= E 0 We have closed our inflation breakeven exposure for the US, Germany and France and parked that liquidity on the
:_E uro sidelines, waiting for more relevant entry points.

c

Overall View - ! _____________________________________

. We have maintained our strong underweight (-2) as the lack of visibility is weighing on market liquidity and should lead to
5 Euro Credit . a widening of credit spreads.
]
o
% US Credit . We have maintain_e_d our strong underweight (-2) as the tightening of financial conditions is likely to put pressure on the
o asset class. In addition, expected default rates are picking up.
o
o
o
@) EM Credit . We have maintained our strong underweight (-2) on EM credit. The strength of the USD is a key factor weighing on the
asset class.

— oeavew | [

—)
1 . The increase in our shourt duration position on Euro sovereign bonds has led us to increase on a net basis our proportion

Euro of available liquidity. It remains high and waiting fpr more favorable entry points.

Overall View e

We maintain a positive view on the USD against the EUR despite the magnitude of the move observed so far. The EUR
outlook presents itself with plenty of headwinds this year while the USD will keep benefiting from risk-off moves.

Cash

USD/EUR 1

Despite UK's macroeconomic difficulties (double-digit inflation and the risk of recession), the BOE has reaffirmed its
EUR/GBP 0 intention to keep raising its key rate to tackle price pressures, which keep piling. The GBP is therefore expected to hold its
ground against the EUR.

Currencies

The strong depreciation of the YEN due to growing policy divergence between the BOJ and the FED should continue to
USD/YEN - weigh on the YEN. An increasing level of pressure is growing agaisnt the BOJ as it keeps holding its YCC in place amid
soaring global interest rates.
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entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or
authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or
sale of fund shares or third-party investment services to its clients complies with the relevant national law.

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

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