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SUMMARY

e The US economy has proven remarkably resilient to rate hikes, and the third

quarter is on track to post strong growth. Interest rate sensitivity seems to be
rather low and lags to monetary policy tightening seem to be longer than
previous cycles - households and businesses termed out their debt aggressively
during the era of zero lower bound. Additionally, fiscal stimulus provided signifi-
cant buffers to absorb income shocks. The labor market rebalancing has come
primarily through fewer openings instead of higher unemployment, keeping la-
bor income robust.

o But with the policy rate set to stay elevated and inflation having decelerated, real

rates will become increasingly restrictive. Lags from monetary policy tighten-
ing could be long-lasting, and we now see the economy decelerate in Q4 and tip
into a shallow contraction in 2024, delayed from Q3. We still expect credit
tightening to slow cyclical spending, and we see diminishing tailwinds and up-
coming headwinds to consumers and firms’ finances. We are therefore raising
our 2023 real GDP growth forecast to 2.1% YoY from 1.6% and expect growth
to average 0.4% in 2024.

e The FOMC is on track to leave rates unchanged in September and recent signs of

disinflation and moderating job gains raise the odds of 5.25-5.50% being the ter-
minal rate. Guidance will remain hawkish to prevent aggressive cuts pricing, but
political pressures next year could mount for the central bank to ease policy at
the first sign of economic weakness. We do not expect rate cuts or changes to
quantitative tightening (QT) this year and see the first rate cut at the end of Q2
2024.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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WHY HAS THE ECONOMY BEEN REMARKABLY RESILIENT TO HIGHER RATES?

In dramatic fashion, the consensus GDP forecast has shifted from a sure reces-
sion to a soft landing. In our view, a recession is typically caused by an unfore-
castable exogenous shock, exacerbated by unhealthy finances or excesses in parts of
the economy. Coming out of the pandemic, several factors have led to robust bal-
ance sheets among households and businesses, helping to extend the expansion.

First, the pandemic created unprecedented tightness in the labor market, and labor
demand is normalizing so far through fewer job openings instead of employ-
ment reduction. As a result, both nominal and real labor income are growing at a
rate near their pre-pandemic averages, as jobs gains and strong wage growth have
supported overall labor income, despite a drop in hours worked (chart 1).

Second, households and businesses termed out their debt and refinanced aggres-
sively during the era of ultralow interest rates, significantly dampening the im-
pact of rising policy rates. Take mortgages for example. The 30y mortgage rate has
risen sharply from just below 3% to a cycle high of 7.5%, yet the effective rate on ex-
isting mortgages, the majority of which have fixed rate, has only risen slightly to
3.6% (chart 2). Thus monetary tightening is effective in discouraging the marginal
borrower, but not quickly transmitted to rising financial burdens for existing home-
owners. Similarly, business net interest payment has trended lower as firms ex-
tended the maturity of their debt and boosted fixed-rate borrowing at low rates dur-
ing the pandemic (chart 3).

Third, generous stimulus checks during the pandemic created large excess savings
for consumers, and household net worth (financial and real estate assets) is sitting
close to its historic high. Various fiscal infrastructure spending packages (IRA,
CHIPS, ITJA) aimed at semiconductor and green energy projects have also provided a
small boost to otherwise lacklustre construction spending, lifting overall business
capex despite depressed PMIs.

We have therefore revised up our H2 growth forecast from contraction to moderate
growth, as the above-mentioned factors could support the cycle for longer than pre-
viously expected. The upgrade was mainly driven by stronger consumption, and less
drag from investment and inventories.

Chart 1: contribution to real labor income growth, YoY%
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For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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Chart 2: actual vs. effective mortgage rate
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Chart 3: business net interest payment has trended lower with more fixed debt at
longer maturities and lower rates, dampening the impact of monetary tightening
US recession
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HOW LONG CAN THIS RESILIENCE LAST?

Estimates of monetary policy lags are wide ranging, but we side with Chair Powell’s
recent assessment at J[ackson Hole that there may be significant further drag in the
pipeline from policy tightening.

With the policy rate set to stay elevated and inflation having decelerated, real rates
will become increasingly restrictive. We expect the economy to decelerate in Q4
and tip into a mild contraction in H1 2024. The cyclical sectors, including goods
consumption and business investment, should continue to underperform, while
services spending should decelerate (but remain positive) as the labor market slows.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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Many of the factors underpinning recent resilience are deteriorating as time
passes. Excess savings from the pandemic are being spent down and are on track to
be depleted in Q4. Moreover, student debt payments, which had been on hold since
March 2020, are set to resume in October (chart 4), bringing a negative cash flow
shock worth around 0.3%-0.5% of disposable income. There is a one-year grace pe-
riod where missed payments won’t be marked delinquent (interest will still accrue),
thus the pullback in discretionary spending could be moderate (around 0.2-0.3% hit
to consumption).

We expect labor income growth to decelerate as demand normalizes and hiring
slows, providing much less support to consumption. Lower income households
are already showing some financial stress - delinquency rates for credit cards and
auto loans are approaching pre-pandemic highs (chart 5). Consumer debt service
burdens should keep rising as elevated rates continue to pass through to borrowers.

Chart 4: Student debt payment resumption will be Chart 5: Delinquency rates are approaching pre-
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Banks continue to report tightening lending standards, and loan growth has
slowed visibly for businesses. A recent research paper from the Fed showed the
current share of distressed firms is higher than during most previous tightening epi-
sodes (chart 6), and investment and employment at such distressed firms should
contract significantly in response to tightening monetary policy, usually with a lag
of one to two years. Similarly, another Fed paper found that firms’ interest expenses
will rise in coming months even absent any additional rate hikes, negatively impact-

ing capex and labor demand.

Although the worst contraction for the most rate-sensitive sectors, housing and
commercial real estate, might be behind us (both home prices and CRE prices have
seemingly troughed), we don’t expect a meaningful growth rebound as interest
rates stay restrictive. Similarly, inventory destocking may be less of a drag going for-
ward, but capex intensions remain low and manufacturing PMIs remain in contrac-
tionary territory, arguing against a meaningful pickup in factory output. The lead-
ing economic index, which focuses heavily on the goods sector, remains in deep
contractionary territory. The rolling recession might just live on.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.

4 OF9 FLASHNOTE


https://www.federalreserve.gov/econres/notes/feds-notes/distressed-firms-and-the-large-effects-of-monetary-policy-tightenings-20230623.html
https://www.bostonfed.org/publications/current-policy-perspectives/2023/interest-expenses-coverage-ratio-and-firm-distress.aspx?utm_source=email-alert&utm_medium=email&utm_campaign=res&utm_content=cpp

US MACRO UPDATE

Chart 7: Bank loan growth has slowed visibly for
businesses
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Chart 6: the share of nonfinancial firms in financial distress is higher than during
most previous tightening episodes since the 1970s
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Chart 8: The leading economic index remains at re-
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FOMC - OPPORTUNITIC DISINFLATION VS. OVERTIGHTENING

The FOMC is on track to leave rates unchanged in September and recent signs of
disinflation and moderating job gains raise the odds of 5.25-5.50% being the termi-
nal rate. Guidance will remain hawkish to prevent aggressive cuts pricing - a reaccel-
eration in inflation and strong labor market prints could prompt another hike later
this year.

Looking ahead, with an expected growth contraction in H1 and decelerating infla-
tion, we expect the Fed to start cutting policy rates at the end of Q2 2024, with a cu-
mulative 150bps of cuts through year end.

Importantly, long-run inflation expectations have remained well anchored through-
out the whole inflation spike, and the FOMC could be patient in the last mile of the
inflation fight. We don’t expect the Fed to change its inflation target, but it doesn’t

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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have to risk a sharp demand slowdown to return inflation to 2% quickly. In fact, the
median FOMC participant doesn’t see core inflation coming back down to target
until at least after 2025.

With 2024 being an election year in the US, political pressures could mount for the
central bank to ease policy earlier than expected at the first sign of economic weak-
ness.

One downside risk to growth comes from fiscal policy - Congress faces a September
30" deadline to pass a budget and avoid a government shutdown. Although lost
growth from a shutdown itself is going to be made up later, downside risks remain
from cuts to medium-term government spending. Although 2024 is an election year,
we don’t expect a divided Congress to pass major stimulus measures.

Alternatively, if growth turned out much stronger than we expect and put more up-
ward pressures on inflation, the Fed also risks eventually overtightening into a
sharper downturn.

FORECAST PROFILE

Recent economic strength has meaningfully lifted markets’ expectation of a soft
landing. The current expansion could go on longer than expected - estimates of ex-
cess savings and buffers to balance sheets are subject to a wide uncertainty band - if
consumers and businesses feel more upbeat about the outlook, savings could be
tapped further than typically seen during previous cycles. There is also a path to-
wards a soft landing that involves supply side improvements, including a more sig-
nificant increase in labor supply, or a more rapid pickup in productivity.

In our base case, we have revised up our H2 2023 forecast, but lags from monetary
policy could be long-lasting, and we expect the hardest battle to be ahead with
growth slowing in Q4 and contracting in H1 2024. The pandemic has upended many
traditional economic models, and we are “navigating by the stars under cloudy
skies”, just like the central bankers.

Chart 9: Real GDP growth contribution, QoQ annualized.
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returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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dation, and merely contains
the different assumptions,
views and analytical methods
of the analysts who prepared
them. Furthermore, the infor-
mation, opinions and esti-
mates expressed herein reflect
a judgment at its original date
of publication and are subject
to change without notice and
without any obligation on
BPCAL/Pictet HK Branch to
update any of them.
BPCAL/Pictet HK Branch may
have issued or distributed
other reports or documents
that are inconsistent with, and
reach different conclusions
from, the information pre-
sented in this document.

While the information and
opinions presented herein are
from sources believed to be
reliable, BPCAL/Pictet HK
Branch is not able to, and do
not make any representation
or warranty as to its accuracy
or completeness. Accordingly,
BPCAL/Pictet HK Branch ac-
cepts no liability for loss aris-
ing from the use of or reliance
on this document presented
for information purposes only.
BPCAL/Pictet HK Branch re-
serves the right to act upon or
use any of the information in
this document at any time, in-
cluding before its publication
herein.

BPCAL/Pictet HK Branch and
its affiliates (or employees

thereof) may or may not have
long or short positions in, and
buy or sell, or otherwise have
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interest in, any of the Invest-
ments mentioned herein, and
may or may not have relation-
ships with the issuers of or en-
tities connected with Invest-
ments mentioned in this docu-
ment. BPCAL/Pictet HK
Branch and their affiliates (or
employees thereof) may act
inconsistently with the infor-
mation and/or opinions pre-
sented in this document.

The information used to pre-
pare this document and/or
any part of such information,
may have been provided or
circulated to employees
and/or one or more clients of
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted
upon by such recipients or by
BPCAL/Pictet HK Branch.

This document is provided
solely for the information of
the intended recipient only
and should not be repro-
duced, published, circulated
or disclosed in whole or in
part to any other person with-
out the prior written consent
of BPCAL/Pictet HK Branch.

Singapore

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not accred-
ited investors, expert investors
or institutional investors as
defined in section 4A of the
Securities and Futures Act
2001 (“SFA") or any person or
entity who is a citizen or resi-
dent of or located in any local-
ity, state, country or other ju-
risdiction where such distribu-
tion, publication, availability
or use would be contrary to
law or regulation or would
subject BPCAL and any of its
affiliates or related corpora-
tions to any prospectus or reg-
istration requirements.

BPCAL is a wholesale bank
regulated by the Monetary
Authority of Singapore
(“MAS”) under the Banking
Act 1970 of Singapore, an ex-
empt financial adviser under
the Financial Advisers Act
2001 of Singapore (“FAA") and
an exempt capital markets li-
cence holder under the SFA.
Please contact BPCAL in Sin-
gapore in respect of any mat-
ters arising from, or in connec-
tion with this document.
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Hong Kong

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not “profes-
sional investors” within the
meaning of the Securities and
Futures Ordinance (Chapter
571 of the Laws of Hong
Kong) and any rules made
thereunder (the “SFO”) or any
person or entity who is a citi-
zen or resident of or located in
any locality, state, country or
other jurisdiction where such
distribution, publication,
availability or use would be
contrary to law or regulation
or would subject Pictet HK
Branch and any of its affiliates
or related corporations to any
prospectus or registration re-
quirements. If you do not want
Pictet HK Branch to use your
personal information for mar-
keting purposes, you can re-
quest Pictet HK Branch to
stop doing so without incur-
ring any charge to you.

In distributing an investment
product as agent for a third
party service provider, Pictet
HK Branch distributes the
product for the third party ser-
vice provider and the product
is a product of the third party
service provider but not Pictet
HK Branch. In respect of an el-
igible dispute (as defined in
the Terms of Reference for the
Financial Dispute Resolution
Centre in relation to the Fi-
nancial Dispute Resolution
Scheme) arising between Pic-
tet HK Branch and you out of
the selling process or pro-
cessing of the related transac-
tion, Pictet HK Branch is re-
quired to enter into a Finan-
cial Dispute Resolution
Scheme process with you;
however any dispute over the
contractual terms of the prod-
uct should be resolved directly
between the third party ser-
vice provider and you.

Banque Pictet & Cie SAis a
limited liability company in-
corporated in Switzerland. It is
an authorized institution
within the meaning of the
Banking Ordinance and a reg-
istered institution (CE No.:
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on
securities) and Type 9 (asset

management) regulated activi-
ties. The registered address of
Pictet HK Branch is 9/F.,
Chater House, 8 Connaught
Road Central, Hong Kong.

Warning: The contents of this
document have not been re-
viewed by any regulatory au-
thority in Hong Kong. You are
advised to exercise caution in
relation to the offer. If you are
in any doubt about any of the
contents of this document,
you should obtain independ-
ent professional advice.
Please contact Pictet HK
Branch in Hong Kong in re-
spect of any matters arising
from, or in connection with
this document.
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