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So far, so good

October 20, 2023

In the past months, growth across regions depicted mixed results with the US outdistancing
other economies while EMU stalled, and China revealed worrying signs of slowdown. Core
Inflation should continue to decelerate in the wake of lower demand and improved supply chains.

Although China's economic activity didn't meet the expected pace of catch-up following the
country’s re-opening, the pessimism which prevailed in August primarily stemmed from the
challenging state of the Chinese property market. This brought distressed investors to fear for the
‘Japanification’ of the economy. However, there are signs of cyclical improvement, such as the
expansion of Chinese credit and the recovery of trade and PMI data. And although experiencing a
gradual rebalancing, China's real estate market differentiates itself from the property bubble
experienced in Japan during the late 1990s. This distinction is attributed to China's lower level of
urbanisation (approx. 65% in 2022) and its state-controlled economy. The housing sector in China
is mostly characterised by an abundant stock of properties rather than disproportionately high
price levels. With regards to long-term growth, China still has room to expand and catch-up with
developed economies, albeit at a slower pace given lower productivity gains and shrinking
population.

Other concerns, this time regarding China’s excessive debt, may also be judged overstated given
that the government's debt levels remain considerably low compared to those of the US or
Europe. Notably, local governments have substantially increased their liabilities over the past
decade, with total liabilities making up approximately 54 percent of GDP, in contrast with China's
sovereign debt which constitutes only 22 percent of GDP.

Out of the problematic debt linked to the Chinese real estate market (the sector accounts for 30
percent of GDP), half may eventually be absorbed into the fiscal realm. And in the event of a 15
percent increase in China's public debt through the issuance of Local Government Debts (LGDs)
and Local Government Bonds (LGBs), this would bear resemblance with the substantial increase
in the debt-to-GDP ratios witnessed in both the EU and the US in recent years, rather than with
the trajectory experienced in Japan following the property bubble burst in 1990. Overall, China’s
capacity to address its property market crisis is politically driven, necessitating the central
government to accept an increased debt level to rectify the situation. We assess this fiscal
setback as manageable for China. Its resolution could also trigger comprehensive improvements
in the way local governments operate.
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Meanwhile, the US economy achieved pre-eminence by virtue of superior demand momentum,
consistently exceeding sales expectations. We assess the US as having re-accelerated above its
output potential, aided by a significant wave of fiscal packages (ARPA, ESA, IRA) which raised the
country’s primary budget deficit to 4 percent of its GDP.

It should be reminded that prior to July 2022, the US government displayed fiscal restraint. Since
then, fiscal policy shifted course and eased rapidly, providing support to sustain the country’s
growth outperformance witnessed in 2023. This pro-cyclical fiscal approach is unconventional,
prompting the Federal Reserve to rebalance the policy mix by raising rates in a macro setup
characterised by a surge in demand-driven inflation supported by an ever-tight job market, even
with supply-driven inflation in a state of steady decline.

The recent increase in US yields started in early August, following Fitch's downgrade of the US
Issuer Default Rating to AA+ (from triple A). Commentary on this matter somewhat downplayed
the significance of this event as well as the ensuing discussions on the diminishing reserve
currency status of the USD. But the US fiscal outlook is in a clear dire state and asserting the
attractiveness of treasuries on the basis that the US cannot default on its debt is an inadequate
approach to investment, as there has been no instances of local-currency bonds default in history,
apart from Russian GKOs in 1999.

Such fiscal slippage makes debt more expensive, weakens the performance of the economy, and
impoverishes people. It also depreciates the country’s currency resulting in reduced future
reimbursements to foreign bondholders. As such, investors beyond US borders are
understandably demanding a higher term premium to hold US debt; a change in regime which
should persist over time. Historically, variations in bond yields from countries issuing reserve
currencies have not been strongly linked to the fiscal position. Only EM economies have seen
their yields rise in line with the worsening of their fiscal conditions.

Conversely, Europe has not implemented any significant fiscal stimulus measures since 2022. In
fact, there was a slight reduction in fiscal support, resulting in a divergent trajectory with the US.
This became evident as reduced demand in Europe led to an increase in saving rates and a
slowdown in credit growth. The latter came as a consequence of the rapid transmission of the
European Central Bank’s restrictive monetary policy, amplified by a high level of banking
intermediation.

Contending with a decline in real wages due to the disparity between immediate inflation effects
and delayed wage adjustments, EU consumers proved less confident about their economic
situation. Unlike American households, they hesitated to dip into their excess savings to prioritise
current needs over future ones.

Overall, we anticipate that the exceptional economic performance witnessed in the US will not be
sustained into year-end. Instead, the economy is expected to align downward with the rest of the
world as US demand is progressively met with local headwinds, such as the depletion of savings
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accumulated during the Covid-19 crisis, resumption of student loan repayments, and upcoming
constraints in fiscal policy.

In this context of global growth re-synchronisation to the downside, our primary outlook
remains that of a soft landing, devoid of any foreseeable growth accident. This view is
underpinned by economic resilience factors, such as increasing real income, tight labour markets,
and a recovering manufacturing sector. Additionally, we observe no significant imbalances in the
private sector that could transform a gradual slowdown into a protracted recession. Our
projection is that monetary policy rates will persist at relatively elevated levels for an extended
period, even though they might have already reached their peak. Central banks should exercise
caution to forestall potential risks associated with a resurgence of inflation.
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It should however be noted that the higher risk premium in bond markets and unsustainable fiscal
position of the US have amplified the likelihood of a more noticeable economic deceleration in
the forthcoming quarters, particularly within the US. On the other hand, Europe might find
support to sustain its growth given its high sensitivity to the Chinese economic performance and
the prospects of China nearing a pivotal juncture.

Edited by H20 AM — October 2023
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DISCLAIMER

This document is distributed for information purposes only and does not constitute advice, an offer or an invitation by or on behalf of H20 AM
to buy or sell securities, related financial instruments or other products, or to engage in any trading strategy in any jurisdiction.

This document is intended for professional clients within the meaning of the MIFID Directive. It may not be used for any purpose other than
that for which it is intended and may not be reproduced, disseminated or communicated to third parties in whole or in part without the prior
written consent of H20 Asset Management.

This presentation has been designed and produced by H20 Asset Management from sources it considers reliable. H20 Asset Management shall
not be held responsible for any decision taken or not taken on the basis of the information contained in this document, nor for the use that a
third party may make of it. The analyses and opinions contained in this document represent the views of the author(s) referenced at the date
indicated and are subject to change without notice. There is no guarantee that future developments will correspond to those anticipated in this
document.

Before investing in any product, an investor should fully understand the risks, including any market risk associated with the issuer, the financial
merits and suitability of such products and consult with his or her own legal, tax, financial and accounting advisors before making an
investment decision. An investor should fully understand the characteristics of the transaction and, in the absence of any provision to the
contrary, be financially capable of bearing the loss of his or her investment and be willing to accept such risk. The investor should be aware that
the value of an investment and the income derived from it may go down as well as up and that past performance is not a guide to future
performance. Any investment in a described product is subject to prior reading and understanding of the product documentation, in particular
that which describes in detail the rights and duties of investors and the risks inherent in an investment in that product.

The legal and regulatory documentation of the funds managed by H20 AM is available free of charge on the website h20-am.com. The H20
Asset Management Group comprises the following entities:

H20 Asset Management L.L.P. which is an investment management company authorised and regulated by the Financial Conduct Authority
("FCA"), and registered with the registration number 529105. H20 Asset Management L.L.P. is registered with the English Companies Registry
under number 0C356207. The FCA register can be found at http://www.fca.org.ukj.

Company name and registered office: H20 Asset Management L.L.P. 33 Cavendish Square, 6th Floor, London W1G oPW, United Kingdom.
Company Number: 0C356207.

H20 Asset Management Europe is an asset management company authorised and regulated by the Autorité des Marchés Financiers under the
n° GP-19000011. The AMF register can be consulted at https://www.amf-france.org.

Company name and registered office: H20 AM Europe, 39 avenue Pierre 1er de Serbie, 75008 Paris, France.

Company Number: RCS Paris n° 843 082 538.

H20 Monaco SAM which is authorised and regulated by the Commission de Contréle des Activités Financiéres (CCAF SAF 2017-04).
Company name and registered office: H20 Monaco SAM, 24 bd Princesse Charlotte 98000 Monaco.
Company Number: (RCl) 17507498.
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