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Lower for later

The US inflation has continued to surprise on the upside since the beginning of the year. This stickiness
has put the spotlight back on the uncertainties surrounding the outlook for inflation and rate cuts by the
Federal Reserve (Fed), with the market appearing to give increasing consideration to a possible "reverse
pivot" by the US central bank. This dynamic is weighing on the markets, but it also highlights the diverging
dynamics with the Euro Area, which seems to be embracing the prospects of smooth disinflation, which
should allow the European Central Bank (ECB) to initiate a cycle of rate cuts before the Fed, a historic
event. Against this backdrop, we are taking a tactically neutral view on equities in a market that should
offer attractive entry points at some point, while our strategic stance remains positive. At the same time,
the recent rates rise makes duration more relevant in diversified portfolios, while we maintain a tactically
positive view on the US dollar.

The US inflation is a short-term challenge but the direction remains the same

The year 2023 ended on an optimistic note, with unfailing growth and almost immaculate disinflation. Q12024 will
have seen the opposite dynamic, with growth slowing from 4% (quarter-on-quarter, annualised) in H2 2023 to
1.6% and Core PCE accelerating from 1.6% (quarter-on-quarter, annualised) in Q4 2023 to 4.4% in Q12024. Growth
is normalising, although the weakness of the Q12024 figure in the US is largely due to volatile factors (net trade
and inventories). In fact, from a domestic point of view, the US economy remained very robust in the first quarter,
with private domestic final purchases (excluding net trade, inventories and government spending) rising by 3.1%
(annualised)after 3.3% in the previous quarter. Notably, the consumer continues to show resilience, buoyed by a
steady improvement in purchasing power, wealth effects thanks to rising equity markets and property prices in
recent months, high-interest savings, and a labour market whose strength reflects, in particular, the impressive
rise in immigration to the US in recent years (+3.3 million immigrants by 2023). This last point is particularly key,
as it is helping to make up for some of the labour shortages that companies have had to deal with in the wake of
the pandemic, a feature that has exerted significant pressure on wages in the United States.

The big question mark lies more with inflation, which showed major signs of rigidity in Q1 2024, causing the
markets to sit on five of the seven rate cuts that were anticipated for 2024 at the start of the year. Core PCE has
now stagnated for three months at 2.8% (year-on-year, annualised), a bigimprovement on the 5.2% that prevailed
at the end of 2022 but still a long way from the Fed's 2% target. This stickiness is reflected in the services
component, where a combination of seasonality (particularly with the price rises generally seen in services at the
start of the year), delayed effects on specific components (shelter, medical and auto insurance) and the rise in
financial services prices (reflecting the market rally over the last few months) has called into question the
disinflation process.

The road could be bumpier than expected at first, but we continue to believe that the direction is towards further
disinflationin the US in 2024. Indeed, the current stickiness is not necessarily the result of the strength of the US
economy, the underlying dynamics continuing to point towards further disinflation.
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Firstly, the shelter component is following rent prices with a lag of almost one year, and rents have fallen sharply
since peaking in 2022. This dynamic is not fully reflected in the PCE, where housing inflation was still at 5.8% in
March, which should justify a first leg of disinflation in 2024. Secondly, the fundamentals continue to point to a
continuation of disinflation in services: the labour market is rebalancing, wages growth continue to normalise
and inflation expectations remain relatively moderate.

Ultimately, our scenario continues to paint a picture of a soft landing for the US economy over the coming
quarters, for which we expect growth and core inflation(Core PCE) of 2.5% (annual average)and 2.8 % respectively
in 2024 and 1.8% and 2.3% in 2025.

Renewed optimism in the Euro Area and transatlantic divergences

In the Euro Area, activity indicators have picked up strongly in recent months, as shown by the Composite PMI,
which came back in expansion territory in March, driven by the improvement seen in the services sector, while
manufacturing is currently holding back activity, particularly in Germany. This dynamic isin line with our scenario
of arecoveryin growth in the Euro Area from H12024 onwards, with GDP rising by 0.3% in 012024, above the 0.1%
expected by the consensus. For several months now, this optimistic outlook for the Old Continent has been based
in particular on expectations of a recovery in consumption in the Euro Area, supported by an increase in
household purchasing power as wages catch up with inflation, which has been decelerating for several quarters
now. We expect disinflation to continue over the course of 2024 and into 2025, although headline inflation is likely
to appear somewhat bumpy due to technical effects on energy, while underlying inflation should benefit in
particular from a slowdown in the services component, which, like in the US, remains high at 3.7%.

These prospects for smooth disinflation highlight the divergence on the inflation front between the Euro Area
and the United States, symbolising an economy on the Old Continent characterised by relatively modest demand,
credit conditions that remain restrictive in a strongly bank-based economy, fiscal policies that are less
expansionary than on the other side of the Atlantic, and deflation imported from China. This divergence is
reflected in the revisions we have made to our inflation scenario since the start of the year. At the end of 2023,
we were expecting inflation in the Euro Area and the United States (Headline CPI) to average 2.9% and 2.7%
respectively on an annual basis in 2024; the tables have turned since then and we are now expecting 2.3% in the
Euro Area and 3% in the United States.

In 2024, the Old Continent's economy should continue to recover, supported by the recovery of real wages, but
also by the easing of monetary conditions and an improvement in the global manufacturing cycle. Therefore, we
expect growth to average 0.6% in 2024 and 1.2% in 2025. Moreover, inflation in the Euro Area should be close to
2% during 2024, stabilising around the ECB's target in 2025, particularly on the underlying component.

However, this optimistic scenario is also accompanied by risks to growth and inflation. To begin with, even if real
income improves, household sentiment is still sluggish, with savings intentions still high, which could delay the
recovery in consumption. In addition, deficits relative to GDP of 5.5% in France and 7.2% in Italy in 2023 have
brought back to the fore fears about the debt sustainability in the Euro Area, and could lead to more restrictive
fiscal stances. On the inflation front, the possible repercussions on energy prices of geopolitical tensions in the
Middle East and a weaker euro, as a result of the ECB cutting rates ahead of the Fed, could lead to upward
pressure on prices, particularly headline inflation.

FOMC review and policy rate path

After pivoting in late 2023, the first CPI prints of the year did not confirm the positive momentum on disinflation
and forced Jerome Powell to dial back rate cuts expectations even if the March dot plot still points to three cuts
in 2024. Against this macro backdrop, the chair of the Fed was in a tough spot for the May Federal Open Market
Committee (FOMC) but managed to communicate in a balanced way by acknowledging the need to keep rates at
the actual level for some time and also avoiding rushing into the hiking rates scenario. Jerome Powell laid out
three policy paths depending on the three following macro scenarios:



1. Sideways inflation and prolonged labour market strength that will lead to federal fund rates staying at the
actual level,

2. A goldilocks scenario in which the Fed cuts rates to preserve the soft landing (this one is our base case
scenario),

3. A more growth bearish scenario with weakening of labour market that pushes the Fed to cut more
aggressively.

This guidance is interesting as it cuts off the tails of the federal fund rates pricing and keeps a cap on the front
end. It also shows a change of perspective at the Fed. Now that inflation is in the 3% area, preserving a strong
labour market gains in importance. The Fed is now putting emphasis on its dual mandates.

In the May edition of our Monthly House View, we acknowledged that the Fed might take longer to cut but that
policy rate is restrictive and keeping this stance will likely tighten financial conditions.

Higher forever or lower for later?

Market kept oscillating between recession/soft landing pricing and higher for longer pricing in short-term
interest rates since 2022. This rate hiking cycle has surprised most market participants and forecasters thanks
to astrong US consumer, less rate sensitivity and overall strong nominal growth. The economy has been growing
at a higher pace than its potential for quite some time raising the question of neutral rate and if it is higher in the
post-pandemic world. Economists try to put an estimate on R*' through models that give a wide scope of outputs.
Real R*is between 0.8% and 2.5% depending on the model and the average is around 1.5% for the US economy.

On the inflation front, the last mile to reach the 2% target is proving to be more difficult and takes more time.
Inflation progress stalled in 2024 and Core PCE is still far above 2%. However, we still expect continued
disinflation in the coming months and Core PCE to be between 2 and 2.5% by end 2025. A major risk to this
forecast is rent disinflation.

Given these two assumptions, we think the terminal rate for the Fed is around 4%, in the current cycle. It implies
150 basis points(bps) of cuts, when the market only prices 120 bps of cuts by end of 2025. We have been expecting
ratesto be higher forlongerand been expectingless cuts than the market since the end of 2022. Our expectations
on US growth have been higher than the consensus and were the main factor to explain our stance on federal
funds rates. Also, this is the first time that the market pricing is more hawkish than the Fed dot plots.

Are we at ease with being more dovish this time? The answer is yes!

Monetary policy theory suggests that rate hikes take time to affect the economy. We have observed in this cycle
arapid pass-through of monetary policy through tightening of financial conditions and bank lending channel but
the excessive pricing of cuts reversed that effect.

It is important to differentiate between actual data and market pricing. Last year, data were strong but most
economists kept expecting a recession and large cuts. The fiscal impulse was positive and financial conditions
did loosen post Silicon Valley Bank (SVB), it fuelled nominal growth. Today, the fiscal side is less supportive,
financial conditions are tightening, growth expectations are high, and short-term interest rates are pricing a
higher for longer policy path. This combination of factors reassure us in our stance. Tighter financial conditions
for a sufficient period will create the environment for rate cuts.

While we can debate if July or September will be the first meeting where the FOMC cuts, we think the focus is
much more on when we can reach the terminal rate. Based on our growth and inflation forecasts this could be by
end of 2025, which means that depending on the next labour and inflation data we could see one to three rate
cuts thisyear, so three to five cuts next year based on our terminal rate scenario. Hence, the federal funds landing
is much more important than the next month’s expectations.

' R*Neutral rate: it is the long-run equilibrium interest rate which is the short-term interest rate that would prevail when the economy is at

full employment and stable inflation.
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Federal Reserve Balance sheet and Treasuries supply/demand dynamics

The Fed did also disclose its plans regarding its balance sheet. The Fed currently lets 60 billion dollars in
Treasuries mature each month without replacing them, reducing the amount of liquidity in the banking system.
Quantitative Tightening (QT) can help exert some downward pressure on prices by expanding risk premium in the
market.

The 1t of May, the FOMC announced slowing the pace of the balance sheet reduction by lowering the runoff cap
from 60 billion to 25 billion dollars in treasuries. A dovish surprise from the FOMC. By not replacing the treasuries
that mature, the Federal Reserve removes a buyer from the treasuries market. So by tapering 35 billion dollars a
month the QT, the Fed exerts a positive impact on supply/demand by 420 billion dollars in a one year horizon.

At the same time, the US treasury announced its funding plans for the third quarter. It was largely as expected
with unchanged nominal coupon auction sizes. The US deficit keeps weighing on the US treasury issuance plan,
even if nominal coupon auction sizes stays the same, the amounts are huge.

We have been writing about the term premia since last year given its abnormal negative level translating in an
absence of compensation for holding long-term bonds. We still think that the term premia is too low to
compensate investors for holding long-term bonds, especially in front of so much supply. We believe that the
condition to make this part of the curve attractive (in the absence of recession)is a positive yield curve slope with
a higher term premia.

Did the last FOMC and Treasury Quarterly Refunding Announcement change our view? Not really, even though we
acknowledge that a QT taper combined with stable coupon auction sizes help smooth the repricing of the longer
end, contrary to last summer price action. Combined, they remove some tail risk on US treasuries pricing but the
pressure on bonds will still be there as supply comes to the market. Another factor that could weigh on long-term
rates is policy rate path. Assuming no recession, if inflation stays higher than 2% and the FOMC refrains from
hiking rates again, they will likely contribute to a higher inflation risk premium.

Overall, the last developments on the US treasury market comfort us in our positive view on the front end of the
yield curve. 2-year yields are likely to stay pinned around 5% for the time being. While the long end drivers are
much more balanced with efforts from policy makers to smooth volatility, but term premia is still low. Our fair
value estimate on the US 10-year yield is around 4.75% with upside risks given our growth scenario.
As aresult, we think the path of least resistance for the yield curve is to steepen.

ECB is ready to fly with its own wings

The Euro Area is experiencing a different inflation story. As explained in our macroeconomic scenario, the ECB
will have the conditions to start cutting rates as soon as this summer. The June meeting is clearly identified as
probable for a first rate cut. Remaining cautious, the ECB maintains that it wants to see progress in terms of wage
increases (i.e. a rate of progression more in line with inflation at 2%) and indicates that updating its
macroeconomic projections will be useful to support this first reduction in key rates. Another element of
attention for the ECB is the oil price. Recent geopolitical tensions have propelled the price of a barrel above 80
dollars, which is higher than the assumptions made by the ECB in its recent projections. For the moment, this
element remains at the risk stage and the various projections on inflation in the Euro Area seem to point towards
an environment favourable to rate cuts. In terms of neutral rate estimates, the Euro Area economy is different as
well from the US. Post-pandemic factors did not materially alter the outlook on growth. Neutral rate’s estimates
aresomewhere between 0 and 0.5% while inflationis projected to be at target as soon as next year. ECB’s terminal
rate is unlikely to go back to pre-pandemic levels and should stabilise around 2% in the next year. Hence, we
expect gradual cuts this year starting from June and totalling 6 to 8 cuts by end of 2025. Diverging inflation
dynamics on both side of the Atlantic explain the different central banks reaction function.



Allocation

Against this backdrop, the combination of the above expectations US inflation prints, upward reassessment by
the markets of the trajectory of Fed rate expectations and geopolitical tensions in the Middle East weighed on
equity market sentiment. On the basis of these developments, we decided to adopt a more cautious approach to
risky assets, lowering our exposure to equity risk on two occasions, in March and April, leading us to adopt a
neutral view on the equity markets. The sinuous and uncertain nature of inflation dynamics in the short term could
continue to weigh on the markets, but given our constructive scenario for US growth, with a continuation of
disinflation and the start of the Fed's rate-cutting cycle, we maintain a strategically positive view on equities and
tactically see market corrections as opportunities to seize entry points. In terms of allocation, the recent rise in
long-term yields means that we are now more comfortable with duration, although we are still favouring the short
and intermediate parts of the curve, with a preference for the Euro Area because of the divergences in nominal
growth and monetary policy between the two zones. These divergences also justify maintaining our tactically
positive view on the dollar, which also represents a hedge against two main risks in our scenario: a stickier-than-
expected inflation in the United States and escalating tensions in the Middle East.

Alexandre DRABOWICZ
Chief Investment Officer
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Investment Strategist
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