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All Hail the Spender of Last Resort

Vaccines are being rolled out, economies are reopening, and the recovery is coming. However, it won't be
the same everywhere. Household consumption, by far the biggest part of U.S. and European spending, has
a very solid outlook in the U.S., but less so in Europe. Fiscal and monetary policies left American
households with more income and wealth, while European households have instead borne some losses—
particularly the poorer ones. In the short term, a consumption boom is likely in the U.S., while a more
normal recovery is in the cards for Europe. Inflation dynamics should diverge between the U.S. and the
EU, and with it, higher U.S. interest rates should lead the dollar to appreciate against the euro.

Rich and poor American families have become wealthier

In the U.S., despite the COVID shock, incomes soared. Fiscal support packages have driven income
up 12% above pre-crisis levels at a time when 9.5 million Americans are still out of a job. What’s more, U.S.
policies have been very progressive; income support from the CARES Act and Emergency COVID
Relief Act left those in the lowest-income bracket with 84% more income than prior to the
crisis, according to our calculations. Meanwhile, the highest earners did not see their incomes fully
replaced (see table 1). Our estimated magnitude of income replacement is consistent with earlier research by
the National Bureau of Economic Research, which used micro data to study the impact of unemployment
insurance (UI) benefits from the CARES Act'. The most recent bill passed, the American Rescue Plan Act of
2021, will likely do even more to support low- and middle-income households.

Table 1: CHANGE IN INCOME BY QUINTILE* Chart 1: HOUSEHOLD ASSETS BY INCOME
(CARES ACT & EMERGENCY COVID RELIEF ACT) QUINTILE, % CHANGE 3Q20 VS. 2019
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*Assumes that unemployment benefits are received for maximum number of weeks allowed in each bill at the maximum benefit allowed by the
‘average’ U.S. state. Calculations also assume that stimulus checks are received by the bottom four income quintiles.
Source: Barings calculations, BLS, TrackTheRecovery.org, Federal Reserve. As of March 9, 2021.

Even though incomes haven’t been fully replaced for the richest households, their purchasing power
increased due to a rise in wealth. Here, the distributional effects have been very regressive: the vast majority
of extra wealth, as measured by increases in financial and non-financial assets between 3Q20 and 4Q19, has
gone to the richest households, aided by a sharp rebound in financial markets. However, starting from very
little accumulated wealth, even the lower quintiles appear to have managed to increase wealth
and cash savings (see chart 1 above).

Lys Unemployment Insurance Replacement Rates During the Pandemic,” NBER, May 2020.
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The picture in Europe is more mixed

While aggregate U.S income soared, euro area income declined starkly [see Chart 2]. Though it
has since improved, growth in incomes remains south of that seen in the U.S. Fiscal support in Europe did
not make up for 100% of income losses. The impact varied widely by country, suggesting some
countries are poised for a stronger consumption rebound, while others will see a more
modest recovery. Household income dropped 8% in Spain while rising 4% in Poland. Savings also
followed very different paths: the Netherlands saw a jump in savings even as incomes rose, similar to the
U.S., suggesting a stronger rebound as extra savings are released. Meanwhile, in Poland, a portion of extra
income has already been spent, suggesting there should be less pent-up demand fueled by released savings.
The three biggest EU economies, Germany, France and Italy, all saw an increase in their savings rates with
stable to slightly increasing incomes, suggesting extra savings have been accumulated during the pandemic.

Chart 2: HOUSEHOLD DISPOSABLE INCOME Y/Y% et overYane i Of HioG=ahold Savang rate’
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Source: Haver and Eurostat, as of March 10, 2021.

There was substantial disparity in income losses borne by households with jobs which were
in furloughed sectors versus the others. The Italian Treasury estimated? that during the first
lockdown, furloughed workers lost 12% of their income, compared with 4% lost by those who remained
actively employed. Looking at wealth dynamics, there is evidence3s that EU lower-income households
were unable to create a buffer of savings during the lockdown, while richer ones were able to
increase their wealth considerably. So, while richer households on both sides of the Atlantic increased
their wealth during the pandemic, poorer households did so only in the U.S. This should have
consequences on the strength of the consumption rebound and of the recovery seen on in
both the U.S. and parts of Europe.

2 “L’impatto del Covid-19 e degli interventi del Governo sulla situazione socio-economica delle famiglie italiane nei primi tre mesi della pandemia.” Nota

economica e statistica n.3,
3 For France: Consumption Dynamics in the COVID Crisis: Real Time Insights from French Transaction & Bank Data, Conseile d’Analyse Economique, 2020,
for the UK: “Spending and saving during the COVID-19 crisis: evidence from bank account data”, Institute for Fiscal Studies 2020.
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Chart 4: CHANGE IN INCOME, ITALY Chart 5: CHANGE IN WEALTH, FRANCE
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*Positive number represents a loss. Source: see footnote 2. Source: see footnote 3.
Divergence lies ahead

In the U.S., in addition to the excess savings accumulated by households of all incomes, another massive
fiscal stimulus bill largely targeted to low- and middle-income households was signed by President Joe
Biden. If consumers spend the same percentage of newly received support as they did with the stimulus
checks from the CARES Act, this upcoming round of stimulus checks—worth $1,400—would boost
personal spending to 9% above pre-crisis levels. To put that into context, the average yearly growth
of U.S. personal spending was 4% over the last decade. And obviously, $1,400 will imply a much bigger
income boost for lower-income households, which have higher propensity to consume, than for richer ones.
Coming on top of rising incomes at all income levels, the new stimulus should foster a consumption boom,
building a bridge to 2022. If labor markets have fully recovered by then (as Treasury Secretary Janet Yellen
is expecting), the savings rate will decline back to pre-covid levels, funding the next leg of the recovery as
fiscal supports fades. Otherwise, a slowdown in consumption and the recovery should materialize.

Chart 6: PERSONAL SPENDING
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Source: Barings calculations, NBER*, Bloomberg.

4 “Income, Liquidity, and the Consumption Response to the 2020 Economic Stimulus Payments,” NBER, May 2020.
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Such a consumption boom is unlikely to materialize in Europe. For starters, fiscal support is not
accelerating as the main support plans are being extended in the current fashion, but not expanded. Second,
vaccination programs are progressing slowly (except in the U.K.) and so is the reopening of the most-
impacted service sectors. Third, the EU recovery fund will support the most-impacted countries, such as
Ttaly and Spain, but it will focus on investment, and its effects will be felt starting from 2022. Finally,
savings have increased only for the richest cohorts, which happen to be those with the lowest propensity to
spend. Most estimates find that, out of every extra € or £ of wealth acquired, the highest-income EU
households spend between one-half and one-sixth of the lowest-income householdss. Assuming that wealth
dynamics in Europe are similar to those documented in France, where almost all new wealth has accrued
to the wealthier half of the population, the pent-up consumption following a release in the extra
savings accumulated during the pandemic should be around half of that if the wealth
increases had been distributed in a means that raised it equally for households of all
incomes. Conversely, as household wealth of all income levels has increased in the U.S, the proportion of
extra savings spent should be that of the average population, and not that of the higher-income cohorts.
Hence, a larger proportion of extra savings should be released in the U.S. than in the EU, translating into a
stronger consumption rebound in the U.S. All hail the spender of last resort.

Market implications

The U.S. recovery is already pulling ahead of Europe, and this additional fiscal stimulus package is set to
further boost U.S. aggregate demand, which could put some pressure on inflation in the
short term. On the other hand, inflation is likely to remain sluggish in Europe as fundamentals
are not pointing toward a fast closure of the output gap and inflationary pressures building up. Base effects
and other technical factors are adding to this divergence, pushing U.S. inflation up and EU inflation down in
the coming months.

It follows that inflation dynamics should diverge, potentially strongly, between the U.S. and
the EU, and with them, interest-rate differentials and the euro-dollar exchange rate, which
should appreciate. Other factors, such as the massive current account deficit in the U.S. and surplus in
the EU, as well as safe haven flows, are driving markets to expect a depreciating dollar, but if our
consumption divergence story is confirmed, there cannot much downside for the dollar
broadly.

3 See for example for Europe: “Wealth effect on consumption during the sovereign debt crisis: households heterogeneity in the euro area”, ECB working paper
n.2357, January 2020; and for the US: “The Distribution of Wealth and the Marginal Propensity to Consume”, Quantitative Economics, Vol.8(2) 2017.
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IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change
without notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely
performance. Investment involves risk. The value of any investments and any income generated may go down as well as up and is not
guaranteed. Past performance is no indication of current or future performance. PAST PERFORMANCE IS NOT NECESSARILY
INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples set forth in this document are
provided for illustrative purposes only and are not indicative of any future investment results, future portfolio composition or
investments. The composition, size of, and risks associated with an investment may differ substantially from any examples set forth in
this document. No representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes in
the currency exchange rates may affect the value of investments. Prospective investors should read the offering documents, if applicable,
for the details and specific risk factors of any Fund/Strategy discussed in this document.

For Professional Investors/Institutional Investors only. This document should not be distributed to or relied on by Retail/Individual
Investors.

Barings LLC, Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings
Japan Limited, Baring Asset Management Limited, Baring International Investment Limited, Baring Fund Managers Limited, Baring
International Fund Managers (Ireland) Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset
Management Switzerland Sarl, and Baring Asset Management Korea Limited each are affiliated financial service companies owned by
Barings LLC (each, individually, an "Affiliate"), together known as "Barings." Some Affiliates may act as an introducer or distributor of
the products and services of some others and may be paid a fee for doing so.

NO OFFER:

The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial instrument
or service in any jurisdiction. The material herein was prepared without any consideration of the investment objectives, financial
situation or particular needs of anyone who may receive it. This document is not, and must not be treated as, investment advice, an
investment recommendation, investment research, or a recommendation about the suitability or appropriateness of any security,
commodity, investment, or particular investment strategy, and must not be construed as a projection or prediction.

In making an investment decision, prospective investors must rely on their own examination of the merits and risks involved and before
making any investment decision, it is recommended that prospective investors seek independent investment, legal, tax, accounting or
other professional advice as appropriate.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made in good faith in relation to
the facts known at the time of preparation and are subject to change without notice. Individual portfolio management teams may hold
different views than the views expressed herein and may make different investment decisions for different clients. Parts of this document
may be based on information received from sources we believe to be reliable. Although every effort is taken to ensure that the
information contained in this document is accurate, Barings makes no representation or warranty, express or implied, regarding the
accuracy, completeness or adequacy of the information.

These materials are being provided on the express basis that they and any related communications (whether written or oral) will not
cause Barings to become an investment advice fiduciary under ERISA or the Internal Revenue Code with respect to any retirement plan,
IRA investor, individual retirement account or individual retirement annuity as the recipients are fully aware that Barings (i) is not
undertaking

*As of December 31, 2020
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