T. ROWE PRICE INSIGHTS

ON GLOBAL ECONOMICS

The Storm in Financial
Markets Is Not Over Yet

Inflationary pressures may be receding, however. October 2022

hings are not getting easier. The

trends that made the first half of

the year so difficult to navigate
continued in the third quarter. The data
suggest that the outlook for growth
has deteriorated further and that we
are now at the precipice of a global
recession. Meanwhile, most central
bankers have decided that they are at
an existential moment: Inflation must
be curtailed now.

The monetary policy dial has therefore
been set to “maximum hawkishness.”
This combination of hawkish central
bank policy and a bleak outlook for
growth has unleashed a storm in
financial markets, and there has been
nowhere to hide: Every major asset
class has produced substantial negative
returns for the year. What's in store

for Q47 Although some contours are
changing, we're probably in for more
of the same.

Growth Challenges Are Long Term
in Nature

The global economy has been hit by
several shocks, which are likely to weigh
on growth for some time to come—and in
some cases, maybe years. The biggest
of these is the monetary shock induced
as central banks have stepped up their
fight against inflation. It's well known that
monetary policy works with long and
variable lags, and | believe we are still a
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couple of quarters from feeling the full
economic impact of monetary tightening.

At the same time, commaodity prices

have surged since Russia’s invasion of

Ukraine, which has eroded households’

and businesses’ purchasing power and .

put central banks under pressure to ...we are still a

tighten monetary policy. More importantly, COUp'G Of quarters

Russia’s decision to curb the export of

gas to Europe will force Europe to ration from fee”ng the full
energy consumption. The impact of L.
energy rationing will be most acutely felt economic lmpact of

in the coming year, but we likely face a : :
few years of reduced energy availability. monetary tlg htemng'
No energy means no growth. | expect

Europe to go through a full-blown

recession, and as the European Union

accounts for roughly 17% of global gross

domestic product (GDP), this will have

worldwide ramifications. Furthermore,

energy rationing represents a very

complex shock: As production is curtailed,

we might find ourselves with renewed

supply chain problems, which in turn

could lead to adverse inflation outcomes.
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...the combination
of slower growth
and lower
inflation should
provide central
banks with some
breathing space.

In China, growth continues to be
hampered both by the authorities’
dynamic “zero-COVID” policy and

by their decision to finally tackle the
property sector. Including auxiliary
industries, the property sector
accounts for 25% to 30% of China’s
GDP—shrinking and regulating will be
a multiyear process, and | believe that
strong growth outcomes are unlikely
until this process is much further down
the line. Slowing Chinese growth will
be felt across the globe, particularly in
commodity-producing economies.

Finally, in the U.S., Federal Open Market
Committee Chair Jerome Powell has
made no secret that he will deliver

price stability even if this comes at the
cost of an economic recession. In my
view, the extent of monetary tightening
administered by the Fed is such that
America is about to enter a central
bank-induced recession.

The Inflation Picture May
Be Changing

On the inflation front, | hold some

hope that the contours are starting to
change. A recession is highly likely and
commodity prices are falling. At the
same time, high-frequency data point to
a healing of global supply chains. With
more time, we should see the full impact
of improved supply chains on both
goods availability and prices. Central
banks—in particular, the Fed—will not
rush to respond to minor improvements
in the inflation outcomes, but over time,
the combination of slower growth and
lower inflation should provide central
banks with some breathing space.
Unfortunately, we are not quite at that
point yet.

On the monetary policy front, global
central bankers emerged from the
annual Jackson Hole conference with
a very strong consensus: Act now

to avoid high inflation expectations
becoming entrenched. This has led

to an aggressive front-loading of the
policy tightening. In my view, this is
being taken too far, and, as | see it, it

is almost certain that central bankers
will be forced to change their tune as

it becomes obvious that they have
triggered a global recession. When will
this policy pivot occur? Who knows? We
just had a hawkish pivot—it's probably
best not to hold your breath waiting for
the U-turn.

So where does this leave financial
markets? At the risk of oversimplifying

a very complex backdrop, the price of
money (interest rates) is going up at a
time when growth is declining. Risk
assets tend to like cheap money and
high growth, so it’s hardly worth saying
that the current backdrop is kryptonite for
risk assets. Consequently, | expect the
U.S. dollar and credit spreads to continue
their ascent and equities to continue their
descent, albeit less dramatically than at
the beginning of the year.

Having said that, too much good news
may not be required to spark a rebound
in risk assets. More fundamentally, if
indeed inflation is about to peak and if
growth is slowing to the extent | expect,
might we expect more agreeable
communication from central banks?
Given the Jackson Hole consensus, we
are not at this point yet, but we could
get there over the next few quarters. It's
also worth mentioning that a decline in
commodity prices is an integral building
block for the recovery process. Lower
prices of commodities will, over time,
restore household purchasing power
and take the pressure off central banks.

So, the storm in financial markets is not
over yet. My guess is that we will see
another false dawn or two, akin to the
summer equity rally, before we see the
bottom of the cycle. The bottom may be
reached when there is either a decisive
turn from the global central banks or a
shift in high-frequency growth data.
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