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= Europe acted quickly to reduce its dependence on Russian energy, and
inflation has reduced — but it won’t fall back to previous levels

= There are green shoots in Europe with significant potential demand for
durable goods, but signals are mixed

= We do not expect the European Central Bank to raise rates by as much as
the market expects, and stock prices still have upside

It is said that necessity is the mother of invention, and Europe has moved swiftly to defuse its
dependence on Russian gas. Facing soaring prices, households cut energy consumption by
turning down their thermostats, while businesses burnt less gas yet maintained production.
Europe also got lucky with a mild winter. To address supply challenges, Germany has built its
first five floating liquified natural gas (LNG) terminals® and Norwegian gas is flowing into Poland
for the first time2.

With the immediate crisis abating, gas prices have tumbled (Figure 1), bringing down inflation
and lifting business sentiment — all of which is good for stocks. European inflation was the
product of pandemic-related supply constraints exacerbated by the effects of the Ukraine war.
We expect consumer price inflation to moderate to 3%-4% by year-end, a plus for the European
economy.

' Reuters, Germany says fifth floating LNG terminal to be built by end of 2022, 19 July 2022

2 Euronews, Norway-Poland gas pipeline opens in key move to cut dependency on Russia, 27 September 2022
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Figure 1: Euro area natural gas prices
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Longer term, we believe inflation will not fall back to the 2% levels we have been used to for 20
years, but rather will remain closer to 4%. Reasons for this include: a shortfall of commodities
after years of low capital expenditure, the reopening of China’s economy as Covid subsides,
Europe’s ageing population, European subsidies for green transition, deglobalisation, and
military tension in Europe. This will all lead to higher bond yields and more market volatility, and
therefore lower PE (price to earnings) multiples than in the recent past.

Mixed signals on the strength of the economy

There are green shoots in Europe, but signals are mixed. The best leading indicator is money
supply, which looks like softening further. If inflation lessens as we anticipate, demand will pick
up. There is significant potential demand for durable goods in Europe, unlike in the US where
demand is already higher than it was pre-Covid.

Also positive is the end of China’s zero-Covid policy. With 8% of European sales going there?,
only south-east Asia sells more. As Covid infections in China fall and consumers begin to travel,
they will spend more. Supply chain problems will ease, and stronger Chinese demand will
reduce the pressure to devalue the renminbi. This too is positive for Europe.

Sectors in Europe with most exposure to China are semiconductors, materials, luxury goods,
energy and autos. China accounts for a quarter of semiconductor demand and 16% of luxury
goods*.

3 Morgan Stanley research, as at June 2022

4 Morgan Stanley research, as at June 2022
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Figure 2: China in four charts

Exhibit 1: The European economy is more exposed 1o a China
consumption recovery than other non-Asia regions
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Exhibit 3: We forecast a sharp recovery in China household
consumption in 2023 .
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Biggest ever valuation discount

Exhibit 2: Mobility metrics are starting to recover across China
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Exhibit 4: ... with GDP growth picking up sharply from 2Q onwards
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Turning to equities, valuations (including Europe) look reasonable after 2022’s falls. Europe is at
its biggest ever discount to the US. PEs based on the next 12 months’ earnings are 10x in
Europe and 17x in the US5. US corporates may be more profitable than others, but a stronger
China and weaker US dollar will boost valuations outside the US.

In the unlikely event that European stocks fall this year, it will be because of earnings

compression.

5 Bloomberg, as at February 2023
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The US is different

The neutral rate of interest is the rate of interest equivalent to the amount of investment a
country makes with its savings. Anything that lowers savings or raises investment will boost the
neutral interest rate. It is highest in the US, meaning the US economy can withstand higher
interest rates than other countries.

In the US, the neutral rate has been low since the global financial crisis: households and
companies were paying down debt, causing a savings glut which lowered the price of money.
Globalisation and excess savings elsewhere in the world accentuated this. These trends are
now reversing so the neutral rate of interest is rising. Ageing demographics means the
dependency ratio — the proportion of non-workers relative to workers — rises. So output will fall
relative to spending, and this is inflationary.

Interest costs for the US government will rise, as they will for other governments, perhaps to the
levels of the early 1990s. Longer term, a higher cost of capital will reduce systemic risk in
economies and capital markets as leverage and capital misallocation will be penalised.
Meanwhile, the war in Ukraine should accelerate investment in renewables, boosting
productivity in Europe.

In the short term, the risks to US asset prices (equities and bonds) persist as slowing inflation
boosts real wages. Nominal wage growth will lag inflation given the tight US labour market.
Higher real wages boost consumer spending, so the economy may overheat — a dangerous
proposition since the US Federal Reserve would be forced to hike rates again and shares would
not respond well.

Inflationary risks are falling

We do not expect the European Central Bank to raise rates by as much as the market expects.
The neutral rate of interest in Europe is low — far lower than in the US. Europe’s economy is too
fragile to weather the rate hikes seen from the Fed. The real neutral rate in Germany is around

zero and ltaly’s is negative. Germany might survive rates of 2.5%; Italy could not.

In summary, inflation in Europe was caused by a supply-side shock but a wage/price spiral has
been averted. Rates do not need to rise that much in Europe, which means stock prices still
have upside.
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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 [“T1S”], 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 & EHEE
BAHFE AT, 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.

columbiathreadneedle.com 03.23 | 5482269



