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Global Economic Overview

Winter weather too hot to handle?

Global

Rising optimism over the economic outlook has been a major macro theme this
year, in part driven by an improved energy situation, as well as the abandonment
of Chinabds zero Covid policy.
global growth this year to 2.7% (from 2.4%). 3.0% growth is expected in 2024. At
the same time markets continue to grapple with the outlook for monetary policy,
with the firmer than expected data for January prompting a repricing in interest rate
markets for higher terminal rates and for longer. We suspect that US January data
may have been distorted upwards, but the coming month will be crucial in
determining whether there is underlying resilience. If so, the risks to our interest
rate forecasts are very much tilted to the upside.

United States

A plethora of hot data releases
for policy rate expectations in markets. We too think that the recent data i
particularly the PCE inflation release i will encourage the Fed to keep tightening for
longer, pencilling in an additional 25bp hike to 5.00-5.25% in May and pushing rate
cuts back to early 2024. Accordingly, we have lifted our end-2023 10Y UST vyield
forecast to 3.50% (prior: 3.00%).

Eurozone

Recession in the EU20 seems to have been averted this winter, and prospects for
the ©623/624 winter have brightened t
drawdown of gas storage and energy prices have fallen. We have lifted our GDP
forecasts for the Eurozone by 0.4%pts to 0.5% for 2023 and by 0.2%pts to 1.1% for
2024. Inflation, however, remains a worry. Even though loan growth data suggest
rate hikes are starting to bite, labour market resilience may keep wage growth
elevated. Despite what may well be its first downgrade to inflation forecasts for
some time, the ECB looks set to hike rates somewhat further i we see a peak of
3.25% in the Deposit rate i and only cut them again in 2024. Over time, as a turn
in US rates moves back into view, EUR may strengthen, to $1.12 by year-end.

United Kingdom

UK CPI inflation is likely to fall below the 2% target by end-year helped by lower
gas prices. Pay growth remains firm with private sector regular earnings growth at
7.3% (yoy), although we expect this to moderate through the course of the year as
unemployment rises. We have revised up our 2023 GDP forecast to -0.5%
from -1.0%, now expecting a milder recession lasting three quarters. Note though
that official figures currently seem prone to material revisions. Our forecast peak for
the Bank rate remains at 4.25% and we still see rates coming down later this year
as the economy stutters and inflation falls. Similarly we have held our sterling
forecasts at $1.25 and 90p against the euro at end-year. We doubt that the new
agreement on the NI protocol (officially announced as we were going to print) will
make a big difference to the
though adds an interesting dynamic to the political outlook.
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Global 2.7 3.0
usS 1.1 0.7
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UK 05 1.0
EU20 0.5 1.1

Keyofficialinterest rates (%, etygar)

US Fed funds  5.005.25 3.503.75
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Global

The start to 2023 has been mark Chartl: Economidndicators at the start of 2023 have been firmer than expected
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A recovery in the housing marke Chart3: More optimistic outlook prompts GDP upgrades for 2023
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Despite signs that headline inflatic Chart 4 In many places headline CPI inflation looks to have peaked
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This interest rate backdrop has al Chart6: Implied volatility has been more pronounced in rate markets
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United States
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Chart 7Recent data has led to a repricing in interest rate expestati
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Chart 8: Has the relationship between wage growth and unemployment shifted?

Post-GFC the Phillips curve using
the alternative U6 measure shifted
down. Could we see a shift back
higher with sustained wage
pressures under the 'new normal'?
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Chart 9Can the mild weather explain the retail salesdeon January?
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Ultimately though we will have to w
the Q1 final demand data to reve
true strength of the domestic econ
the consumer environment remai
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remain for muted growttl.@6 anc
0.7% in 2023 and 2024, respec
There are many signs pointing to
inflation ahead, sacheasing new rer
price growth and margin compre
(Chart 12). But the risks are ¢
skewed to the upside, which we
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Chart 10: Final demand data does not suggest a booming economy, will theredbaaQ e
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Chart 11: A hot PCE inflation print raises pressure on Fed to continue hiking
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Chart 12: Margin compression is one route that will pull headline inflation lower
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Eurozone

As per the flash estimate, GDP exf Chart 13:Had it not been for Ireland, Earea GDP would have contracted (marginally)
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For a net energyporter such as Chart 14:The terms of trade have plummeted in the euro area, holding back EUR
EU20, Ilower energy prices
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éinflation may | Chart 15:Euro area wage growth has picked up markedly, whichever measure is use
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to engineer a labour market slov
through higher ratesmains, in tt
expectation that this helps cool
growth and therefore lowers cos
price pressures. We continue to
50bp rate hike in March. But we al
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This is because there are incipien Chart 16:nterest rates are now weighing on bank loan demand by firms
of higher rates starting to cool act
not yet the jobs market. Specifical
ECBO6s monthly I«
loan growth to the private sect
January to have slowed to its lowe:
since March 0622

the ECB bank lending survey fc
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(Chart 16). As these effects builc
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From the perspeqtive of in_flation, Chart 17:The string of upside revisions to ECB inflation projections could be broken
long string of upside surprises rele
the ECBO6s Staff

outlook developing better than the g —Actual
(December) forecasts (Chart 17). | —ECB Dec 2022 forecast
we would expect the March HICF 7 - ~Investec forecast
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In our view, it will be only in early Chart 18EUR is likely to gain ground as USD loses its shine
that the ECB will be comfortable e
to reverse course and take back st
what look less restrictive rate s¢
than elsewherkn time,hte contrast

this witlprospects steeperatecuts ir
the USn particular is likely to hel}
Euro recover ground against USD,
of a wider dollar move. A further |
factor for the single currency will

reduced import bill, as a result of
gas prices improving the terms of
Our forec#s envisage EURUSD to
2023 at 12land 2024 at 1.18. Age
stering we foresee little chi
anticipating yeand levels of 90p in k
2023 and 2024 (Chart 18).
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