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All that glitters is not gold(ilocks

- The market's view on the US economy has shifted from expectations of a recession
to a Goldilocks or soft landing. We are less confident things go so well. The strength
of the labour market has been the key pillar of the macroeconomic narrative. We
expect this to fade away into year-end.

- Inflation has slowed materially in recent months, boosting real disposable incomes.
That tailwind could wane, though, if commodity prices renew their uptrend.

- The medium-term outlook for inflation is more uncertain. Re-shoring of supply
chains, energy transition subsidies, and rising wages due to labour shortages are
all inflationary.

- Corporate profits have been buoyed by the “money illusion”: in a period of high
inflation nominal profits rise as companies raise prices, but underlying volume
growth is lacklustre. As inflation abates, profitability may come under strain. Issuers
will also have to refinance debt at much higher rates, eating into profits. Hence our
continued cautious stance on equities.

- We believe there is a limit to the recent sell-off in fixed income. Bonds look attractive,
especially if we are correct that rates have peaked and growth starts to weaken.

Mark Richards Daniel Morris
Head of Flexible & Absolute Chief Market Strategist
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The market has traded many different macro narratives in the last 12 months. The
view has shifted from a near unanimous belief a US recession was coming, to an
almost as solid conviction that a soft landing was possible, despite a record pace of
monetary tightening. Of course, focusing only on monetary policy is very ‘pre-covid’;
fiscal policy has become increasingly important. It has sustained growth in recent
quarters, and has also led to higher bond yields as concerns mount about elevated
deficit spending and debt sustainability.

Growth - we expect some softening in Q4

Desynchronisation continues to be a feature of the post-covid period. In the third quarter of
2023, global growth momentum was buffeted by weakness in China and the EU, but supported
by strength in the US. While China policy is becoming more supportive, the measures taken so
far have not been enough to change the trajectory of growth. Europe remains in the slow lane.

In the US, various elements of the economy have been moving in different directions. Housing,
the most interest-rate-sensitive part of the economy, had a difficult 2022 but bottomed at the
start of 2023. The recovery was dominated by the new home sales market, however, while
existing home sales remain weak. Recent housing data has been disappointing relative to
consensus expectations and the sector has started to underperform the broad equity market.

In contrast, manufacturing looks to be improving. The gap between new orders and inventories
has improved as inventories have fallen. It is possible that firms over-ordered in 2022 with China
still closed. Now that those inventories have been worked off, the outlook for production should
improve. The latest manufacturing ISM survey seems to support this view. Some industrials
have also been supported by the secular trend of companies re-shoring production back to the
US, and by the US Inflation Reduction Act (IRA) subsidising green investment.

Over the last several quarters, earnings growth has surprised positively, but we are sceptical
that this can be sustained. There may be pockets of strength in artificial intelligence (Al)-related
sectors, which would support profits for some of the mega-cap tech companies. Much of the
rest of the market, however, has been buoyed by the “money illusion”, that is, in a period of
high inflation nominal profits rise as companies raise prices, but underlying volume growth is
lacklustre. As inflation abates, profitability may come under strain.

Growth and inflation

The strength of the labour market has been the key pillar of the macroeconomic narrative. We
expect this to fade away into year-end; a leading indicator of the labour market suggests the
unemployment rate will rise (see Exhibit 1). The latest-well-above expectations private non-
farms payroll data for September might seem to be pointing in the opposite direction.
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Exhibit 1
Labour differential index points to rising unemployment
Conference Board Consumer Confidence Labor Differential and US U-3 Unemployment Rate
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Data as at 11 October 2023. Sources: Bloomberg, BNP Paribas Asset Management.

Both wage inflation and Consumer Price Index (CPI) inflation have slowed materially in recent
months, boosting real disposable incomes. That tailwind could be fading, though, especially as
commodity prices appear to be on a renewed uptrend.

The medium-term outlook for inflation is more uncertain. The global economy has changed in
a material way since Covid. Supply chains are being rebuilt to improve domestic resilience to
external shocks. Governments are providing large subsidies to drive the energy transition. Labour
is gaining at the expense of capital as wages rise. All three of these factors are fundamentally
inflationary and add to an already large fiscal burden.

Policy-tightening cycle almost complete, but lagged impacts not fully felt

The transition from a goldilocks to a potentially stagflationary environment poses a challenge
for the US Federal Reserve (Fed). For now nominal growth remains strong, but given our
concerns about the housing and labour markets, this may not persist. The tone of September’s
Federal Open Market Committee (FOMC) meeting was hawkish, prompting the market to price
out expected cuts in 2024. Higher for longer rates will slow the economy. Good nominal GDP
growth has helped contain corporate credit spreads, but issuers face a large maturity wall in
2024 and 2025 when they will have to refinance at much higher rates, eating into profits.

To an extent, central banks risk losing control of interest rate policy with bond markets selling
off globally, partly driven by fears of debt sustainability. Recent Fed comments have expressed
some concern about the tightening in financial conditions leading to calmer bond markets.

In our view, there is a limit to the recent sell-off in fixed income. We think bonds look attractive,
especially if we are correct that rates have peaked and growth starts to weaken.
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Déja sort of vu

The most significant market development over the last two months has been the big increase
in US Treasury (and subsequently global) yields. These two months have been an (unpleasant)
reminder of what occurred in 2022, that is, rising real yields leading to a compression of (growth)
equity multiples. The sell-off began in August with Fitch’s downgrade of the US long-term debt
rating and resumed at the last Fed meeting when the committee’s “dot plot”, which laid out
their forecasts for the level of fed funds in the years ahead, showed a bigger increase than the
markets expected in 2024. Technical factors (positioning, oversees sellers), have also likely
contributed to the rapid move in Treasury yields.

While the reasons for the sell-off in interest rates are debatable, the impact on equity markets
is not. Equity indices have declined globally due to a compression in valuations. The impact on
earnings will likely be seen in the weeks and months ahead.

At the same, the impact has been far less dramatic and in some ways quite different than
in 2022. In that year, 10-year Treasury yields rose by 270 bps, and the Russell 1000 Growth
Index underperformed the Russell 1000 Value index by 14 percentage points (growth -28%,
value -14%). Since 31 July this year, yields have increased by a further 65 bps, but growth has
outperformed by 4 percentage points (growth -3%, value -7%, see Exhibit 2).

Exhibit 2
Relative performance of value vs growth and US Treasury yields
Russell 1000 indices and 10-year Treasury yields
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Data as at 11 October 2023. Sources: Bloomberg, BNP Paribas Asset Management.

Valuations have changed as they did in 2022, but earnings expectations have been quite different.
The forward price-earnings ratio of the Russell 1000 Growth index has fallen from 27x at the
end of July to 24x today, a decline of 9%. The decline in the index, however, has only been -3%
because earnings estimates have risen 6%, partly driven by enthusiasm around Al. In 2022,
by contrast, earnings expectations for value stocks outpaced those for growth (see Exhibit 3).
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Exhibit 3
Earnings expectations for growth stocks have outpaced those for value this year, unlike in 2022
Forward earnings expectations
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Data as at 11 October 2023. Sources: Bloomberg, BNP Paribas Asset Management.

Regional equity markets

Several factors argue for a long position in Japanese equities: positive earnings trends, supportive
central bank policy, and neutral equity valuations. We have nonetheless held back chiefly
because of the weakening yen, which has fallen to its lowest level in 11 months.

Equally, UK equities arguably look attractive thanks to low valuations. The FTSE 100 is not
really influenced by domestic considerations, with over 70% of revenues generated overseas.
We find the low beta characteristics attractive (high dividend yields and a sizeable weight in
healthcare and consumer staples). We have used recent market weakness to build a position.
Our long-term valuation framework points to US and European equities as overvalued. The
demanding US valuations are sufficient to hold us back from turning positive, but we have taken
advantage of recent softness to close our modest remaining short.

Relative to developed markets, emerging market stocks have been trading at a considerable
discount. Within emerging markets, the focus has remained on China. Our macro team is
relatively positive on the outlook. They assume that policymakers have the firepower to address
the current weaknesses in the economy, including in the housing market and the trust sector.
Further stimulus from Beijing is seen as inevitable, even as China's tolerance for economic pain
has clearly increased. Geopolitical tensions, in particular with the US, remain a concern given
that “getting tough” on China is one of the few areas with bipartisan support as next year's US
election approaches.

As for asset allocation, multi-asset portfolios remain exposed to China through both a positive
tilt on emerging Asian equities, where China accounts for around a third of the index, and via
long positions in emerging market local debt. Positions are, however, lower than they have been
for several months. We have been using recent weakness in developed markets to reduce the
risk of relative value equity regional positions.

Commodities have been lowered to neutral as we reached our targets.
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Please note that articles may contain technical language. For this reason, they may not be suitable for readers without
professional investment experience. Any views expressed here are those of the author as of the date of publication,
are based on available information, and are subject to change without notice. Individual portfolio management teams
may hold different views and may take different investment decisions for different clients. This document does not
constitute investment advice. The value of investments and the income they generate may go down as well as up and
it is possible that investors will not recover their initial outlay. Past performance is no guarantee for future returns.
Investing in emerging markets or specialised or restricted sectors is likely to be subject to a higher-than-average
volatility due to a high degree of concentration, greater uncertainty because less information is available, there is
less liquidity or due to greater sensitivity to changes in market conditions (social, political and economic conditions).
Some emerging markets offer less security than the majority of international developed markets. For this reason,
services for portfolio transactions, liquidation and conservation on behalf of funds invested in emerging markets may
carry greater risk.

BNP PARIBAS ASSET MANAGEMENT France, “the investment management company”, is a simplified joint stock
company with its registered office at 1 boulevard Haussmann 75009 Paris, France, RCS Paris 319 378 832, registered
with the “Autorité des marchés financiers” under number GP 96002. This material is issued and has been prepared
by the investment management company. This material is produced for information purposes only and does not
constitute: 1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with
any contract or commitment whatsoever or 2. investment advice. This material makes reference to certain financial
instruments authorised and regulated in their jurisdiction(s) of incorporation. No action has been taken which would
permit the public offering of the financial instrument(s) in any other jurisdiction, except as indicated in the most
recent prospectus of the relevant financial instrument(s), or on the website (under heading “our funds”), where such
action would be required, in particular, in the United States, to US persons (as such term is defined in Regulation S of
the United States Securities Act of 1933). Prior to any subscription in a country in which such financial instrument(s)
is/are registered, investors should verify any legal constraints or restrictions there may be in connection with the
subscription, purchase, possession or sale of the financial instrument(s). Investors considering subscribing to the
financial instrument(s) should read carefully the most recent prospectus and Key Information Document (KID) and
consult the financial instrument(s’) most recent financial reports. These documents are available in the language
of the country in which the financial instrument(s) is authorised for the distribution and/or in English as the case
may be, on the following website, under heading “our funds”: www.bnpparibas-am.com/ Opinions included in this
material constitute the judgement of the investment management company at the time specified and may be subject
to change without notice. The investment management company is not obliged to update or alter the information or
opinions contained within this material. Investors should consult their own legal and tax advisors in respect of legal,
accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make an independent
determination of the suitability and consequences of an investment therein, if permitted. Please note that different
types of investments, if contained within this material, involve varying degrees of risk and there can be no assurance
that any specific investment may either be suitable, appropriate or profitable for an investor’s investment portfolio.
Given the economic and market risks, there can be no assurance that the financial instrument(s) will achieve its/
their investment objectives. Returns may be affected by, amongst other things, investment strategies or objectives
of the financial instrument(s) and material market and economic conditions, including interest rates, market terms
and general market conditions. The different strategies applied to financial instruments may have a significant effect
on the results presented in this material. Past performance is not a guide to future performance and the value of
the investments in financial instrument(s) may go down as well as up. Investors may not get back the amount
they originally invested. The performance data, as applicable, reflected in this material, do not take into account
the commissions, costs incurred on the issue and redemption and taxes. You can obtain this by clicking here: www.
bnpparibas-am fr/investisseur-professionnel/synthese-des-droits-des-investisseurs a summary of investor rights
in French. BNP PARIBAS ASSET MANAGEMENT FRANCE may decide to discontinue the marketing of the financial
instruments, in the cases covered by the applicable regulations. “The sustainable investor for a changing world”
reflects the objective of BNP PARIBAS ASSET MANAGEMENT France to integrate sustainable development into its
activities, although not all funds managed by BNP PARIBAS ASSET MANAGEMENT France fulfil the requirement of either
Article 8, for a minimum proportion of sustainable investments, or those of Article 9 under the European Regulation
2019/2088 on sustainability-related disclosures in the financial services sector (SFDR). For more information, please
see www.bnpparibas-am.com/en/sustainability
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