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. IS US INELATION DISAPPEARING?

US inflation stood at 6.5% in December after 7.1% in
November. In 2022, the average inflation rate was 8%
(For comparison, it was 8.4% in the eurozone).

US Inflation Rate - CPl Measure

10.00 -

8.00 -

The underlying inflation rate slowed to 5.7% compared
R s to almost 6% in November. The average rate is 6.15% for
all of 2022.
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0.00 |_Core Infiation rate Vol | The contributions' analysis is fascinating. Three of the
v four major contributions still decline in December (the
=L sum of the four contributions is inflation).
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Sources: Datastream; Ostrum AM; ostrum.phiippewaschter.com The good price contribution which had been strong and
essential in the impulse of inflation and in its propagation
because of the tensions on the productive apparatus
with shortages and rationing, is melting away.

|Con!ributions to the US inflation rate

5.00

e == Fpood

% The energy price contribution, which peaked at more

3.00 | e Services than 3.5% in June 2022, is now less than 1%,

200 approaching 0.5%.

100 Food price contribution has been declining since August

0.00 2022. This movement will continue due to the

o stabilization of US fertilizer prices.

January 2020 - December 2022 . . . . . .

2 S 50 Ll i Gz s The last interesting point is the rate of inflation. Over 6

Sources: Datastream; Ostrum AM; ostrum.philippewaechter.com months’ the |nflat|on rate IS Zero. The peak was h|t N
June, but since then it has been a stampede.

| Inflation Rate and Shelter Contribution |

oo If it were not for the housing component, which still

| contributes strongly to inflation, the 6-month change in

10,00 inflation would be downwards negative beyond -2%.

9 | 6 month change a This housing component will, by construction, still weigh

6.00 [ SRGEEE oninflation for a few months but basically, inflation is

4,00 disappearing.
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180 "'\C -------- This is the novelty of the end of the year which
suggests that US inflation will have been temporary.
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. WABGES ARE SLOWING DOWN (N THE EVRO AREA

[Eurzane = Wage anciiotaton] . The wage dynamics has been changing since last fall in
- the Eurozone if we follow the measure resulting from
= = = Inflation /| Indeed’s research.
9.00 e \\age J' -

’ In December the increase was 4.8% after a high in
September at 5.5%. On average over 3 months, the
increase in the wage rate was 4.9% against 5.2% in
November and 5.3% in October.

(The job search site captures the wages of job postings. This is therefore the
salary of new contracts, not the stock of old contracts).
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Sou‘:::: Eland:::[!;a!ajr::r?i; (;J:tlrjn(: anojt:umJ:;li;pa:::;zhfer::J:l|ﬂ22 The adjusltment Of wages to inflation is far from
| unitary. There is no European-wide indexation rule or
price/wage loop that would suggest a persistent

| Wages in the Euro Area| dg namic
0 For the different countries of the Eurozone, the pace is
i = A\ | substantially similar to that of the whole.
6.0 | === Spain 7%

o A slower momentum are observed in France and
Y/ Germany. In Italy, the peak has been seen in spring and it
is in Spain that catching up continues.

Indeed does the same type of survey for the US and the
UK.
0.0 2y . It is clear that the change in trend is earlier in the US
40 B Yo change (3 month average) and the United Kingdom than in the Eurozone.

JaniS 9 Jan-20 Juk20 Jan21 A2l Jan-22 b2z These differentiated trajectories show the cyclical
 Souroes fndeed, Deisteem, Oxum A esumenippeeeetreen 1 dlifferences between the three countries. The slowdown
has been dramatic in the US since early spring 2022.

o What does the ECB say on wages ?

ao | ——UsA In recent research, the ECB looks at the wage dynamics.
go | == =United Kingdom ya
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I Wages momentum]

What has been retained is the beginning of the last
paragraph which indicates that wages should increase
rapidly in the coming months.

A hasty conclusion since in the second part of this last
paragraph, the authors moderate their remarks,
leaving the reader in some inconclusive confusion.

_ Sources: Indeed; Datastream; Ostrum AM; ostrum.philippewaechter.com
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. DISCUSSION ON WAGES

The problem of prices and wages

The issue of wages is at the heart of the ECB management of its monetary policy. A
persistent rise in wages is a major factor that canlead to persistent higher inflation
than expected. From this point of view, it is necessary to distinguish between indexation
rules, as in the 1970's in several developed countries including France, and an increase in
wages resulting from productivity gains. In the first case, the rule can create the conditions
for permanent inflation above the desired target, not the second.

| Average Inflation in France and Germany| For a Iong time, the sensitivity of wages to inflation has
been greatly reduced. One reason for this is the stability
of inflation. The rise in prices was limited and moving in
reduced margins, only penalized by temporary shocks on
the price of ail.

Inflation reversed its trend quickly after a shock.
That’s what the graph suggests.

As a result, price dynamics were of little relevance for
understanding wage dynamics. And making the
hypothesis that she would leave it permanently was risky
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_ Sources: OCDE; Datastream; Ostrum AM; ostrum philippewaechter com . <See bOX On the Fed Of Salnt LOUIS>.
The recent breaks

Inflation is now higher. Thus, the relationship between wages and inflation changes in
nature since inflation does not spontaneously reverse its long-term trend. Pre-COVID
modelling is no longer as relevant as it was.

Moreover, as the ECB points out, governments interventions on the labor market have
clouded the issue. While such intervention was desirable for obvious reasons related to the
rigidity of the labor market, it frozen the productive structure and limited adjustments as
the economy changed during and after the health crisis.

This is probably an explanation for the continuing tensions on the euro area labor market with
a historically high level of employment and very high vacancy rates

The ECB concludes its discussion on wages by saying that the usual models have lost their
relevance due to the inflationary shock. But his observation of the labor market suggests
that the strength of this latter, the lag of wages on inflation and increases in minimum wages
should push wages on the upside. That is what we observed until the fall. Recent wage data
are, however, less optimistic, as suggested by the Indeed database.

The effect of catching up on activity is fading and will affect the labor market.
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. BOX ON INFLATION PERSISTENCE

The Federal Reserve Bank of Saint Louis has recently questioned the future of inflation
and its persistence.

For this it has divided recent American history into two sub-periods: one from 1960 to 1983
and the other since 1983 corresponding to what economists call the period of great
moderation during which fluctuations in prices and activity have been much less volatile than
in the previous period.

The question is the more or less rapid return to previous inflation trend, depending on the
period used.

The Fed of Saint Louis indicates that whatever the indicator chosen (the two price indicators
(CPIl and PCE) and their underlying component) the persistence of the inflationary shock is
much more marked over the period 1960 to 1983.

Over the period of great moderation, the shock is eliminated much more quickly.

The question is therefore about the framework in which the economy will evolve in the near
future.

Is the sudden resurgence of inflation since spring 2021 a temporary phenomenon with the
return to moderate developments rapidly?

or has the shock transformed the relationships within the economy resulting in a reduction in
the predictability of economic data?

For the monetary policy management, the equation to be solved is not the same according to
the framework chosen.

On the question of wages mentioned above, this dimension is important.
If the 2021 shock is only a temporary one, then the models used in the past can be used
again.

If, on the other hand, the economy is changing because the price of energy is perceived as
sustainably high, because the economy is being profoundly transformed in the context of
the energy transition or because the economy is then verticalizing the bargaining
relationships will change in depth and affect the wage profile.
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industral Production - 100 In 2019 | Indlzlstrial progluction in the Eurozone has a rob.ust
trajectory while the surveys are rather negative on the
pace of this sector.

105 4

100 o
Eurozone production has returned to its pre-pandemic
level of around 100 or above (on the graph). The same is
true in Italy and Spain These movements are consistent

95 4

o with those observed before the pandemic.
=== Eurozone ltaly
..... Spain =====fFrance
% Januaf;;’::'_’:mmbermz On the other hand, in France and Germany the situation
3 month average is more critical. The level of industrial production is about
“05 0 21 201 200 200 202 2022 5% lower than it was.in 2019. There is no catching up
| Sources Detastisam; DSium AM: ostrurm PRppewacchier.com - from the pre-pandemic level and the German pace is
much less dynamic than during the period 2015-2019.
| Eurozone Trade Ba!ancel
50 - The challenge is now Europe’s ability to face American
dlance eXx ener ° og o T .
| T SO P ¥ and/or Chinese challenges. US competition will intensify

30 7N

YAy through the Inflation Targeting Act (see Keys to the week
20 ' ) of December 19). It will also be of a different nature
" because the higher price of energy penalizes Europe.

° We must adopt measures similar to those of the US in

;z Europe. 1 will come back to this point next week.

-30

-0 [ In the short term, the relative stability of the indices
ST T suggests a reduce.d rislf of recess.ion in all European
Source Datastream, Ostrum AM; ostrum. philippewaechter.com Countr‘|es. Econom|c poncy dynam|cs and the r‘ecent

decline in energy prices explain this robustness.

| Eurozone Energy Bal'ancel
e 0 w07 2t W15 2018 This change of pace in energy prices can be seen in the
profile of European external trade. The energy balance
10 is close to -45bn compared to over 60bn in August.

-20

The good point too is the recovery of the balance
excluding energy. Non-energy exports continue to
grow while non-energy imports stagnate. The internal
-50 market is not collapsing.
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. CHINA = TNFLATION AND WAITING FOR THE GDP

Chinese inflation remained subdued at the end of 2022.

China - Inflation Rate and its main

Contributions It registered at 1.8% after 1.6% in November. Over the
e o Prices year as a whole, the average inflation rate is 2% against
8.00 4 Non Food Prices 0.9% a year earlier.
s |nflation Rate
6.00 - As always the food price contribution is more volatile and

drives up the price increase while for other goods, the
contribution has been stable for 3 months.

4.00 -

- The point to remember about the price dynamics in China

0.00 u ; - is the inflection in the decline of production prices.
e January 2006- Decermber2022 This price index had fallen as industrial raw material
Sourebatastreans oarum AV-aum phiseonmechierean. | Prices fell. This is no longer the case. Commodity indexes
are recovering and ex-factory prices are tending to
stabilize.

|Producﬁon Price Indices - YoY

This is a point to keep in mind because the production
Eurozons & prices for December in the US and in the Eurozone that
will be out later follow the same profile as that of China.

2010 - November 2022
40.0 (December for China)

This change may reflect the anticipation of a resumption
of activity in China after the lifting of the OCovid policy in
mid-December.

At the end of 2022, the economic momentum is

i ‘ mediocre with the decline in both imports, weak domestic
200 demand and exports. Global demand for Chinese
2010 2012 2014 2018 2018 2020 2022 .
Sources: Datastream; Ostrum AM; Ostrum.philippewaechter.com prOdUCtS IS reduced'
Tuesday, January 17 will be published the growth figure
China : External Trade - for the last quarter of 2022 and we will then have the

e growth rate for the entire year-.

P e . Eoats In 2021, Chinese growth was 8.6% due to catching up
"0 1 asiary 2017- Desemberzoz after the fall in activity in the first quarter of 2020.

40.00 1 For 2022, expectations are in the neighborhood of 3%,

which is well below the 5.5% target set by the
government.

By 2023, the government should set a target of 5%, the
economy benefiting from the recovery after the lifting of
the OCovid policy. The year should evolve in two stages:
5060 a first part penalized by the increase in contamination

2017 2018 2019 2020 2021 2022 2023 and then a recovery from spring.

Sources Datastream, Ostrum AM; ostrum.philippewaechter.com
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