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The momentum of industrialized economies continues to decelerate, as both the

industrial and service sectors adopt a more cautious outlook. A slowdown in the

economy would be welcomed by concerned central banks since inflation rates

prove to be stubborn.

Inflation dynamics in industrialized countries re-
affirm the challenge of containing the genie once
it's out of the bottle. Although overall inflation
rates have declined due to lower energy prices,
core inflation excluding volatile price components
remains persistently high. In the United States
and the eurozone, core rates hover above 5 per-
cent, just a few basis points below their respective
peaks. In the United Kingdom, the core rate even
continues to rise.

The persistence of price increases emphasizes
that inflation dynamics have entered a new phase.
Inflation was initially driven by the rapid recovery
from the Covid-19 pandemic, facilitated by unprec-
edentedly expansive monetary and fiscal policies
that boosted demand and raised prices for goods.
The second phase saw additional price increas-
es due to the impact on energy costs because of
Russian aggression against Ukraine. Now, inflation

has settled at a high level. Employees have been
demanding higher wages to compensate for in-
creased prices, and market participants have ad-
justed their inflation expectations upward. Hence,
price increases now encompass not only goods
but also services to a significant extent.

The continuity of inflation is sustained by the
prevailing economic conditions. Despite a notable
slowdown in economic growth across industrial-
ized nations this year, a deep recession has not
yet materialized. The resilience is remarkable con-
sidering the challenges posed by rising interest
rates, tightening credit conditions, and dwindling
purchasing power of consumers. The robust eco-
nomic development is closely tied to strong labor
market conditions, with exceptionally low unem-
ployment rates empowering workers during wage
negotiations and enabling them to maintain their
high levels of consumption.

Fig. 1: Leading indicators below trend
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The leading indicators suggest a global
economic development slightly below
trend. However, there is a significant
disparity among different economic ar-
eas. While the indicators in advanced
A economies are significantly lower, the
prospects for emerging market econo-
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mies are notably more positive.
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Something has to give

However, if the current economic momentum con-
tinues, a rapid decline in inflation rates appears
unlikely, which raises concerns among central
banks. This cautious outlook may lead to further
interest rate hikes by the end of the year. Nonethe-
less, signs of a global economic slowdown are be-
coming more evident. Industrial companies have
been reporting weakening business conditions
for months, and now the services sector in Eu-
rope and the United States is gradually losing mo-
mentum as well. Additionally, there is a slowdown
in wage growth, particularly in the lower income
bracket, in the United States.

A continued weakness in the services sector
and slower wage growth could positively impact
inflation, relieving central banks and reducing the
need for further interest rate hikes. However, a fur-
ther decline in demand for services and consumer
purchasing power would undoubtedly push indus-
trialized nations into a recession. Hence, it is clear
that something has to give. Either the economy
weakens, or interest rates must continue to rise.

China’'s slow recovery
Even looking east for a silver lining proves to
be somewhat disappointing. The world's sec-

ond-largest economy is struggling to meet the
high expectations of its economic recovery. While
sentiment data for services and retail sales leave
no doubt about the general trend of China’s re-
covery, weak figures for industrial production and
foreign trade numbers suggest that the upturn
may not be very strong. The same can be deduced
from the development in the real estate market. In

«Something has to give. Either

the economy weakens, or interest

rates must continue to rise.»

response, the Chinese central bank has recently
begun to loosen its monetary policy to stimulate
domestic consumption. On a more positive note,
other emerging market economies, such as India
and Indonesia, have exceeded growth expecta-
tions in the first quarter of this year by a significant
margin. However, these encouraging develop-
ments are unlikely to offset the impending down-
turn in industrialized economies.

Table 1: Macroeconomic estimates (in %)

GDP Growth Inflation "l‘;‘aetr::t Gx&:ﬁh

Trend 2023F  2024FE  2023F  2024F Q32023 y/y07/2023
USA 1.6 1.3 1.2 45 4.0 5.25 -9.8
Eurozone 11 0.6 14 5.0 4.0 3.50 -6.2
UK 17 0.2 1.0 65 5.0 5.00 -4.4
Switzerland 1.3 0.8 1.2 25 2.2 175 -12.2
Japan 11 13 1.0 3.0 2.0 -01 4.4
China 45 45 45 15 2.0 435 47
Brazil 14 15 14 5.0 4.0 1375 -4.4
India 5.0 6.0 6.5 5.0 45 65 7.8
Russia 1.0 -1.0 0.0 6.0 5.0 75 36.9
World 3.0 25 2.8 5.0 4.0 - -

Source: Refinitiv, Wellershoff & Partners
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Fig. 2: Services companies become more cautious
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While industrial companies have

been pessimistic about the future for
months, service companies are grad-
ually becoming more cautious as well.
In the US, eurozone, and UK, sentiment
among service providers is below aver-
age. However, Switzerland stands out
with exceptionally high levels of sen-
timent.

Fig. 3: Wage growth in the US slows down
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The strong labor market has result-

ed in a substantial rise in wages in the
United States over the past two years.
However, there is now a clear decline
in wage growth, particularly in the low-
er income bracket. Historically, this
trend has often coincided with the on-
set of a recession.

Fig. 4: Core inflation rates remain stubborn
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Core inflation, which measures infla-
tion excluding volatile components,
has passed its peak in most industri-
alized nations. However, the decline is
occurring at a slow pace and with set-
backs. In the UK, the core rate is even
continuing to rise.



Foreign Exchange

The persistence of inflation rates, expectations re-
garding central banks’ future interest rate deci-
sions, and the gradual economic slowdown also
have an impact on currency markets.

Despite challenging conditions, the US dol-
lar has temporarily halted its downward trend
observed since last fall. Its current value, on a
trade-weighted basis, is similar to the value it had
at the end of March. However, considering the

«A brief respite for the US Dollar.»

bleak economic outlook and the ongoing over-
valuation of the US dollar, further depreciation
would not be surprising.

Both the euro and the Swiss franc have shown
stability alongside the US dollar in recent months.
As a result, the Swiss currency resists the upward
pressure resulting from significantly lower inflation
rates compared to its trading partners and remains
undervalued.

Strong Latinos

Since the beginning of the year, several Latin
American currencies have experienced substan-
tial appreciation. The Colombian peso, Mexican
peso, and Brazilian real have all gained over 10
percent against the US dollar. The strong perfor-
mance is likely attributed to the implementation of
credible monetary policies, as their central banks
have decisively combated inflation by raising in-
terest rates to over 10 percent.

Weak Japanese yen and Scandinavian cur-
rencies

On the other hand, the Japanese yen continues to
decline. In the second quarter of this year, it lost
over 10 percent against the euro and the US dol-
lar, further deepening its existing significant un-
dervaluation on a trade-weighted basis. The Jap-
anese currency remains the most undervalued
among G10 currencies.

The Scandinavian currencies have also dis-
played weakness. Both the Swedish and Norwegian
krona significantly depreciated on a trade-weight-
ed basis in the second quarter. While weak ener-
gy prices affected the Norwegian krone, concerns
about financial stability due to high household debt
weighed on the Swedish krona.

Fig. 5: FX performance and valuations
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Disclaimer

This report has been exclusively prepared and published by Wellershoff &
Partners Ltd. for Perpetual Wealth AG. This publication is for your informa-
tion only and is not intended as an offer, or a solicitation of an offer, to buy or
sell any investment or other specific product. The analysis contained here-
in is based on numerous assumptions. Different assumptions could result in
materially different results. Certain services and products are subject to le-
gal restrictions and cannot be offered worldwide on an unrestricted basis.
Although all information and opinions expressed in this document were ob-
tained from sources believed to be reliable and in good faith, no representa-
tion or warranty, express or implied, is made as to its accuracy or complete-
ness. All information and opinions indicated are subject to change without
notice. Some investments may not be readily realizable if the market in cer-
tain securities is illiquid, and therefore valuing such investments and iden-
tifying the risks associated therewith may be difficult or even impossible.
Trading and owning futures, options, and all other derivatives is very risky
and therefore requires an extremely high level of risk tolerance. Past perfor-
mance of an investment is no guarantee for its future performance. Some
investments may be subject to sudden and large falls in value and on re-
alization you may receive back less than you invested or may be required
to pay more. Changes in foreign exchange rates may have an adverse ef-
fect on the price, value orincome of an investment. We are of necessity un-
able to take into account the particular investment objectives, financial sit-
uation and needs of our individual clients and we recommend that you take
financial and/or tax advice as to the implications (including tax liabilities)
of investing in any of the products mentioned herein. This document may
not be reproduced or circulated without the prior authorization of Perpetual
Wealth AG or Wellershoff & Partners Ltd. Perpetual Wealth AG and Weller-
shoff & Partners Ltd. expressly prohibit the distribution and transfer of this
document to third parties for any reason. Neither Perpetual \WWealth nor Wel-
lershoff & Partners Ltd. will be liable for any claims or lawsuits from any third
parties arising from the use or distribution of this document. This report is
for distribution only under such circumstances as may be permitted by ap-
plicable law.
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