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Why Peak Fed is Not Peak Pain
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e But our warning is that cheer is premature. s N A
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2. Inconvenient Inflation & Geopolitics
While global inflation has probably peaked, it remains
uncomfortably elevated, inconveniently sticky;

1. Downturn Risks

Global downturn risks flagged by a profoundly
inverted yield curve, which has a remarkable track
record for predicting recessions.
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Add to that signs of fading post-pandemic pent-up and perhaps most worryingly, exposed to further
demand/buffers and exceptionally brutal policy utburst of cost-shocks from weather and persistent
tightening and the dangers of a downturn ahead 9eo-political risks; be it first-order Russia-Ukraine or
become harder dismiss. derivative via OPEC+.
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3. Dangers of Policy Mis-steps from Dissociation The resultant false sense of comfort to hold rates
The dangers of over-tightening are accentuated by high(er) may perversely precipitate a recession if far
the dissociation between (dis-)inflation, jobs and sharper leverage tightening belatedly (amid unfamiliar
demand, whereby slowing demand has not post-pandemic dynamic) invokes credit shocks.
materially weakened the labour market and not
sufficiently induced dis-inflation. Policy =» Expect the Fed to cut rates sooner and
more sharply from H1 2024.

Chg in Inflation (Log cpi) vs. Chg in Demand (Log Mg PMIs):
Inflation Appears Stickier Despite Demand Downturn.

UST Yields = Consequently, near-term upside

e volatility in UST yields may flip to sharp
downside volatility (accentuated initially at the
176 i front-end) from late-2023/early-2024.
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4. Tyranny of Long & Variable Lags

Long and variable policy lags amplify policy mis-
step risks. Specifically, as the Fed deems credit zp eyceptional state of significantly higher US/DM
tightening sanguine and policy lags shortened by large, jnfiation vis-a-vis EM (Asia included) in the context of

rapid hikes alongside forward guidance. unprecedented global liquidity has imaginably driven
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The Fed has Tended to React Far More Acutely to Tightening an unusual reduction in risk premium.
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But this exceptionalism is on borrowed time; as 8. Don’t Dismiss (Strong) USD Risks
liquidity drains and EM Asia’s excess inflation vis-a- Despite received wisdom about “peak USD”, it would
vis US is restored amid a conspiracy of food/energy pe unwise to dismiss the occurrence and impact of a
risks, tourism resumption and stretched subsidies. strong USD too soon. Atypically, despite late-stage
Inflation Spread {vs. US: bp): ' ction" since Fed tightening/peak Cycle, USD:;
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6. The Missing Risk Premium Puzzle
This will restore “missing” risk premium (pressuring ©
EM Asia FX/assets) as; i) Fed policy lags catch-up
and; ii) unusual (US-Asia) inflation dynamics revert

Risk Premium = Even as ““risk-free”” rates
(Fed Funds rate, UST yields) may be set to fall,
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7. Amplified by China

China risks comprising deep-seated economic This will dampen and defer sustained gains against

distress (including far-reaching property impact) and the Greenback (into H2 2024).

geo-political threats could very well catalyse risk

premium restoration; potentially comprising a less Meanwhile, it could accentuate capital outflow risks

orderly sell-off in EM Asia assets/currencies. corelated, and often proportional, to “twin deficit” and
inflation vulnerabilities.

Not just via supply-chain and investment drag. But
also, capital outflow risks deriving from chronic
CNY depreciation spill-over and/or potential China
credit risk blowout.
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disclosure document under applicable laws, rules, regulations or guidelines. Nothing contained herein is in any way intended by Mizuho or its
affiliates to offer, solicit and/or market any financial instrument, product or service, or to act as any inducement to enter into any contract or
commitment whatsoever. Neither the author, Mizuho nor any affiliate accepts any liability whatsoever with respect to the use of this
publication or its contents or for any errors or omissions herein.

Mizuho and its affiliates, connected companies, employees or clients may take the other side of any order by you, enter into transactions
contrary to any recommendations contained herein or have positions or make markets or act as principal or agent in transactions in any
securities mentioned herein or derivative transactions relating thereto or perform or seek financial or advisory services for the issuers of
those securities or financial instruments.

All of the information contained in this publication is subject to further modification without prior notice and any and all opinions, forecasts,
projections or forward-looking statements contained herein shall not be relied upon as facts nor relied upon as any indication of future
results. Opinions stated in this publication are subject to change without notice. Future results may materially vary from such opinions,
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