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European growth has dipped, but a
US recession is only postponed
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= Although we’ve seen banking turmoil and rising rates, the stock market
has been resilient due to expectations of cuts before year-end

= Despite a technical recession, European equities have outperformed the
US by 30% since autumn, reversing a decade of underperformance

= Excess savings, strong personal balance sheets and falling energy prices
are positives for Europe

The US Federal Reserve has taken rates from zero to 5%-5.25% over the past 15 months,
while the 10-year US Treasury yield rose from 1.5% last year to 4.25%". It has since fallen due
to the collapse of Silicon Valley Bank, Signature and First Republic banks.

Upset in the banking sector was only the second unexpected event. Rate hikes and high yields
had already caused mark-to-market losses on bonds, pushing US depositors from banks to
money market funds. The stock market has been resilient — that comes from expectations of
rates being cut later this year. But inflation remains stubbornly high: US Core PCE inflation,
which represents the prices of goods and services purchased by consumers, may exceed 3.5%
at year-end, well above the 2% target. The Fed is not slowing rate hikes, however, preferring to
use other levers to maintain banking stability (Figure 1).

There are long lags in both tightening and easing cycles: it takes on average 16 months from
when the Fed stops hiking — and 10 months after the first rate cut — before a recession ends. So
even if the Fed stops raising rates now the impact will take months to come through.

The next hits from these hikes will likely be on lending, corporate profitability and jobs.
Employment follows the profit cycle as companies shed workers to protect profits; rising
unemployment flags recession. We are not seeing this yet, even if the jobless rate has been flat
since summer 2022.

' Bloomberg, as at May 2023
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Figure 1: inflation is above target / the Fed is using its balance sheet to deal with bank stress
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Europe versus the US

Despite slipping into recession — growth was -0.1% in both Q4 2022 and Q1 20232 - European
equities have outperformed the US by 30% since last autumn3. A warm winter, falling energy
prices and Chinese re-opening boosted eurozone PMIs and earnings — reversing the
underperformance seen since the global financial crisis, which came from a value bias and lack
of structural growth. Prices have not cooled in Europe — March headline and core inflation hit
0.9% and 1.2% month-on-month — so interest rate rises will continue.

In addition, many of the problems in US banking are not present in Europe: Europe’s banks are
stronger than during the GFC, do not face a solvency crisis and are not as exposed to interest
rate risk — the rising cost of capital will simply slow economic growth and inflation; European
bank bond portfolios are smaller; quantitative easing continues in Europe while the US has
started tightening; and debt holdings are 17% of European deposits versus 25% in the US4, so
European banks can suffer more deposit outflow before they have to sell bonds.

Markets-wise, Europe may have outperformed the US for past six months, but the US is still
expensive on more than 18x forward price-to-earnings. A risk-free rate of 5% and US 10-year
bond yield above the US dividend yield is not helping. Europe offers a better picture on
dividends relative to bond yields. The equity risk premium is at a 15-year low, leaving little room
for negative shocks; there is not much earnings growth, despite resilient margins.

Industrials have rallied since autumn as we approach the final interest rate hike. Some believe
we are at the start of a new cycle, but we doubt that. In equities, sector leadership is defensive

2 The Guardian, Eurozone sinks into recession as cost of living crisis takes toll, 8 June 2023
3 Bloomberg, as at April 2023
4 European Central Bank Lending Survey, 2023
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both before and after a change in the cycle — that means bond proxies such as technology,
healthcare and staples. Technology has outperformed and is over-discounting the expected fall
in yields.

The price relative of the technology sector is at an all-time high. Sector-neutral, Europe looks
cheaper than the US by more than one standard deviation: so the US has underperformed for a
reason (Figure 2). The UK still looks exceptionally cheap with the highest dividend yield, a pay-
out of 40% and a beta of less than 1 relative to the MSCI World Index5.

Figure 2: US earnings per share relative to eurozone and relative performance
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Value stocks usually underperform growth if bond yields fall. From the lowest point of
unemployment to the start of recession is usually no more than six months; we are approaching
that.

The future

Recent broker emails have titles like “Say hello to Goldilocks”. And yes, inflation is falling,
unemployment is at lows and central banks are near the end of interest rate rises. But falling
inflation could signal that surplus demand from excess pandemic savings, which kept the
economy going, is falling. If that changes the supply curve, then unemployment can rise and
output fall, creating a market shock.

Job vacancies have been falling for some time, yet unemployment is benign. Previously,
unemployment rose when vacancies fell. The difference now is the post-pandemic gap between
jobs and workers, between labour demand and supply. This reached a high of almost 4% post-
Covid (Figure 3). At full employment, companies compete for workers by offering higher wages.
If there is no productivity growth, demand stokes inflation in wages and prices.

S Institutional Brokers' Estimate System (IBES), April 2023
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Figure 3: the US jobs-workers gap reached a record high in 2022
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Source: BCA Research, April 2023. Jobs-workers gap is the difference between labour demand (sum of job openings
and civilian employment) and labour supply (civilian labour force) as a percent of the labour supply.

Normally, when demand for labour weakens, vacancies and wage growth fall. Because there
has been excess demand for labour, the fall in vacancies has not affected confidence in finding
new jobs. GDP, linked to employment growth, has remained positive despite slowing demand.
This slowing demand is now lowering inflation: hence the “Goldilocks” headlines.

The problem is when falling demand meets aggregate supply: if demand continues to fall it will
impact jobs and output, prompting recession. This is likely to happen as the housing market
weakens due to interest rate rises and tighter lending standards — as such excess pandemic
savings are dwindling. Tactical strength in US equities may not last; the recession there has
been postponed, not cancelled.

In Europe, credit flows have weakened economic growth, as have wages and employment. But
with excess savings, strong personal balance sheets, falling energy prices and an easy fiscal
position — as the NextGenerationEU plan kicks in — this recession hasn’t proved too deep.
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Important Information

For use by professional clients and/or equivalent investor types in your jurisdiction (not
to be used with or passed on to retail clients). For marketing purposes.

This document is intended for informational purposes only and should not be considered
representative of any particular investment. This should not be considered an offer or solicitation
to buy or sell any securities or other financial instruments, or to provide investment advice or
services. Investing involves risk including the risk of loss of principal. Your capital is at risk. Market
risk may affect a single issuer, sector of the economy, industry or the market as a whole. The
value of investments is not guaranteed, and therefore an investor may not get back the amount
invested. International investing involves certain risks and volatility due to potential political,
economic or currency fluctuations and different financial and accounting standards. The securities
included herein are for illustrative purposes only, subject to change and should not be construed
as a recommendation to buy or sell. Securities discussed may or may not prove profitable. The
views expressed are as of the date given, may change as market or other conditions change and
may differ from views expressed by other Columbia Threadneedle Investments (Columbia
Threadneedle) associates or affiliates. Actual investments or investment decisions made by
Columbia Threadneedle and its affiliates, whether for its own account or on behalf of clients, may
not necessarily reflect the views expressed. This information is not intended to provide investment
advice and does not take into consideration individual investor circumstances. Investment
decisions should always be made based on an investor's specific financial needs, objectives,
goals, time horizon and risk tolerance. Asset classes described may not be suitable for all
investors. Past performance does not guarantee future results, and no forecast should be
considered a guarantee either. Information and opinions provided by third parties have been
obtained from sources believed to be reliable, but accuracy and completeness cannot be
guaranteed. This document and its contents have not been reviewed by any regulatory authority..

In Australia: Issued by Threadneedle Investments Singapore (Pte.) Limited [“TIS”], ARBN 600
027 414. TIS is exempt from the requirement to hold an Australian financial services licence
under the Corporations Act 2001 (Cth) and relies on Class Order 03/1102 in respect of the
financial services it provides to wholesale clients in Australia. This document should only be
distributed in Australia to “wholesale clients” as defined in Section 761G of the Corporations Act.
TIS is regulated in Singapore (Registration number: 201101559W) by the Monetary Authority of
Singapore under the Securities and Futures Act (Chapter 289), which differ from Australian laws.
In Singapore: Issued by Threadneedle Investments Singapore (Pte.) Limited, 3 Killiney Road,
#07-07, Winsland House 1, Singapore 239519, which is regulated in Singapore by the Monetary
Authority of Singapore under the Securities and Futures Act (Chapter 289). Registration number:
201101559W. This advertisement has not been reviewed by the Monetary Authority of Singapore.
In Hong Kong: Issued by Threadneedle Portfolio Services Hong Kong Limited XF|#X & EEE
#HABPR2F. Unit 3004, Two Exchange Square, 8 Connaught Place, Hong Kong, which is licensed
by the Securities and Futures Commission (“SFC”) to conduct Type 1 regulated activities
(CE:AQAT79). Registered in Hong Kong under the Companies Ordinance (Chapter 622), No.
1173058.

In Japan: Issued by Columbia Threadneedle Investments Japan Co., Ltd. Financial Instruments
Business Operator, The Director-General of Kanto Local Finance Bureau (FIBO) No.3281, and a
member of Japan Investment Advisers Association and Type Il Financial Instruments Firms
Association.

In the UK: Issued by Threadneedle Asset Management Limited, No. 573204 and/or Columbia
Threadneedle Management Limited, No. 517895, both registered in England and Wales and
authorised and regulated in the UK by the Financial Conduct Authority.

In the EEA: Issued by Threadneedle Management Luxembourg S.A., registered with the Registre
de Commerce et des Sociétés (Luxembourg), No. B 110242 and/or Columbia Threadneedle
Netherlands B.V., regulated by the Dutch Authority for the Financial Markets (AFM), registered
No. 08068841.
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In Switzerland: Issued by Threadneedle Portfolio Services AG, an unregulated Swiss firm or
Columbia Threadneedle Management (Swiss) GmbH, acting as representative office of Columbia
Threadneedle Management Limited, authorised and regulated by the Swiss Financial Market
Supervisory Authority (FINMA).

In the Middle East: This document is distributed by Columbia Threadneedle Investments (ME)
Limited, which is regulated by the Dubai Financial Services Authority (DFSA). For Distributors:
This document is intended to provide distributors with information about Group products and
services and is not for further distribution. For Institutional Clients: The information in this
document is not intended as financial advice and is only intended for persons with appropriate
investment knowledge and who meet the regulatory criteria to be classified as a Professional
Client or Market Counterparties and no other Person should act upon it.

This document may be made available to you by an affiliated company which is part of the
Columbia Threadneedle Investments group of companies: Columbia Threadneedle Management
Limited in the UK; Columbia Threadneedle Netherlands B.V., regulated by the Dutch Authority for
the Financial Markets (AFM), registered No. 08068841.

Columbia Threadneedle Investments is the global brand name of the Columbia and
Threadneedle group of companies.
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