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EDITORIAL

2024: 0WER CENTRAL BANK RATES AND THEN WHAT?

economic-research.bnpparibas.com

Further progress in terms of disinflation and the room this creates for central bank easing seem to be the only economic ‘certainties’ for
2024. What is left is a list of important questions that should be answered as the year progresses. What will be the pace and extent of rate
cuts? Is there a risk of underestimating the impact of past rate hikes that still must manifest itself? What about the timing and strength
of the pickup in growth in reaction to lower inflation and the start of policy easing? Is there a downside to the scenario of a soft landing in
the US? The answers to these questions matter for the real economy but are especially important for financial markets and the policy rate

expectations.

From a macroeconomic perspective, one of the defining characteristics
of 2023 was the ongoing tightening of monetary policy, with the Federal
Reserve and the ECB raising rates more than expected. These decisions,
in combination with accumulating evidence in the latter part of the year
of a clear downward trend in core inflation, changed the outlook for
interest rates for 2024. 2022 was the year of the start of a tightening
cycle, 2023 saw the terminal rate being reached and 2024 should be
the year of cuts in official interest rates. In the US, the FOMC members'’
December projections pencil in three 25 basis points cuts in 2024. The
message from the ECB is more opaque although recent comments of
several governing council members suggest that the debate has clearly
shifted from whether further hikes are warranted to how long rates
should be kept at present levels. The consensus expects the ECB to start
reducing rates in July, bringing the deposit rate back to 3.25% by the
end of the year, compared with the current level of 4.00% (chart 17%).
A similar survey in the US expects the first rate cut by the Fed in
June and a cumulative reduction of the federal funds rate this year of
125 basis points?. It is safe to conclude that there is hardly any or even
no debate on the question whether policy rates will go down this year.
Further progress in terms of disinflation should warrant a reduction in
official interest rates, if only to avoid that otherwise, real interest rates
would increase thereby causing an unwanted further tightening in the
monetary environment.

Further progress in terms of disinflation and the room this creates for
central bank easing seem to be the only economic ‘certainties’ for this
year. What is left is a list of important questions that should be answered
as the year progresses. The first concerns the pace and extent of rate
cuts. Central bankers have repeatedly insisted that their policy is data
dependent, so key variables to monitor are the labour market -as an
indicator of economic resilience or softness-, wage growth, inflation and
inflation expectations.

ECB DEPOSIT RATE CONSENSUS FORECAST
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CHART 1

A second question centers around the lingering concerns that part of
the impact of past rate hikes still must manifest itself. This matters
for companies that need to refinance debt or for households with
adjustable-rate mortgages facing a rate reset. Concerning the former,
key factors are the extent of debt refinancing® the increase in interest
charges and how firms will cope with this increase by cutting costs,
scaling back investments or simply by accepting a decline in profits.
In addition, bankruptcies, which are already on the rise, may increase
further. The role of adjustable-rate mortgages very much depends on
the country being analysed. In the US, mortgages are typically at a fixed
rate, whereas in the Eurozone, there are significant differences across
countries*.

1'Consensus’ refers to the median forecast in the latest ECB Survey of Monetary Analysts, published on 18 December 2023. The survey period was from 27 to 30 November 2023

and 39 respondénts participated.

2 'Consensus’ refers to the mediangforecast in the latest Survey of Market Participants conducted by the Federal Reserve Bank of New York. Responses from 27 market participants

were received by 4 December 2023.

3 According to S&P Global, in the US, USD 247.7 billion of speculative-grade nonfinancial debt will mature in 2024 -more than double the amount of 2023- and for 2025 this
should increase to USD 389.3 billion. For investment-grade issuers, the increase’is a lot smaller. Source: Ballooning maturity wall a growing risk for’speculative-grade companies,

S&P Global, 14 June 2023.

4 According to calculations by the ECB (data f‘orJuly_2023 the percentage o]’ﬂoat\rglg rat_etmortgage loans is high in Ireland (70.2%), Spaintﬁzf&.l% and very high in Portugal
an inte an

(85.7%), Greece (89.8%) and Finland (9é.4%). n Belgium, 67% of martgage loans ha

number is 78.4%. Source: Real estate markets in an environment of high financing costs, ECB, Financial Stability Review,

))

rest rate fixation period at origination of mogr

years. In France the equivalent
i ovember2023.

In 2024, ongoing disinflation should enable the Federal Reserve and the
ECB to start cutting their policy rates. Both factors should be followed
by a gradual pickup in economic growth.
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Although the macroeconomic impact of the remaining effect of higher
interest rates is very difficult to assess, there is a clear downside risk to
growth and hence inflation. This also matters for financial markets and
policy rate expectations.

Question number three is about the timing and strength of the pickup
in growth. Concerning the Eurozone, the ECB Survey of Professional
Forecasters for the fourth quarter of 2023 saw respondents anticipating
an improvement in the first half of 2024°. The December 2023
Eurosystem staff projections expect growth “to recover gradually from
the first quarter of 2024, supported by increases in real income and
foreign demand®.” We expect a gradual pickup of quarterly growth from
a non-annualised 0.1% in the first quarter to 0.3% in the second and
0.4% in the third and fourth quarter. In the US, the latest Federal Reserve
Bank of Philadelphia’s Survey of Professional Forecasters sees real GDP
growing slowing in the first quarter of 2024 and reaccelerating as of the
second quarter’.

5 The survey was released on 27 October 2023

economic-research.bnpparibas.com

We expect zero growth in the first quarter and a contraction of -0.3%
in the second followed by a slow recovery in the second half of 2024
with 0.2% non-annualised quarterly growth in the third and 0.3% in the
fourth quarter. The question about the timing and strength of the growth
pickup is especially important for financial markets and the pricing
of the expected path for policy rates. This pricing will also depend on
the answer to the fourth and final question: is there a downside to the
scenario of a soft landing in the US? Such a landing implies that following
sufficient monetary tightening, inflation converges back to target
without a recession and a significant increase in the unemployment rate.
This entails a risk that once activity is again in an upswing, bottlenecks
and the ensuing risk to the inflation outlook would resurface quickly,
triggering a reassessment of the outlook for monetary policy -an early
end to the easing cycle- and an increase in bond yields.

William De Vijlder

6 The forecast for non-annualised quarter-over-quarter growth is 0.2% in the ﬁgsOtQ%uarter of 2024, 0.3% in the second quarter and 0.4% in the third and fourth quarter. Source:

Eurosystem staff macroeconomic projections for the euro area, ECB, December

7 Annualised quarter-over-quarter growth was estimated at 1.3% for the fourth quarter of 2023 and projected to slow down to 0.8% in the first quarter of 2024 and reaccelerate
thereafter to respectively 1. %,31.5 % and 1.7% in the second, third and fourth quarter. Source: Federal Réserve Bank of Philadelphia, Fourth Quarter 2023 Survey of Professional

Forecasters, 13 November 2023.

2023 AND THE OUTLOOK FOR 2024
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MARKETS OVERVIEW

OVERVIEW MONEY & BOND MARKETS
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EXCHANGE RATES COMMODITIES

€= highest 24 lowest 24 2024 Spot price, $ highest 24 Lowest 24 2024 2024(€)
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EQUITY INDICES PERFORMANCE BY SECTOR (Eurostoxx50 & S&P500)
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ECONOMIC PULSE

ENCOURAGING NEWS FOR GLOBAL GROWTH, ALTHOUGH SECTOR DISPARITIES PERSIST

In December, the S&P Global Composite PMI index for worldwide business activity rose again slightly (+0.5 points), reaching 51, its highest level since
August 2023. This is the second consecutive month of improvement, after five months of decline. The signal remains encouraging for global activity at
the end of Q4 2023. However, this improvement masks a fairly clear divergence between the services sector and the manufacturing sector. In December,
the global services index reached its highest level since August 2023 (51.6), while the manufacturing index recorded its lowest level since the same
month (49).

In services, the index recovered in December in most countries covered by the survey (except Germany, Ireland and Brazil). At the global level, the fol-
lowing four components (out of the six compiled) are up: ‘new business’, ‘employment’, ‘input prices’ and 'business expectations’.

The table is very different for the manufacturing PMI: 15 of the 28 countries for which December data is available indicated a decline in the business cli-
mate in this sector (12 showed an improvement). At a global level, the decline in the 'new orders’, ‘output’ and ‘employment’ components are a point of
attention. The continued rise since mid-2023 in the component relating to delivery times must also be monitored too, particularly in view of the current
tensions on maritime traffic in the Red Sea. In terms of countries, there is a fairly marked decline in the manufacturing PMI in the US, Canada, France, the
United Kingdom, Ireland, Brazil, the Czech Republic, Poland and India. Conversely, the index is continuing to recover in the Eurozone, Germany, Greece
and Switzerland and, to a lesser extent, China

Tarik Rharrab
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S&P GLOBAL PMI (DECEMBER VERSUS NOVEMBER 2023)
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ECONOMIC SCENARIO
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UNITED STATES

US activity decelerated only slightly in the first half of 2023 (+0.5% g/q on average
per quarter after +0.6% g/q during the second half of 2022), thanks to the resilience
of household consumption and the strength of nonresidential investment. The
impact of the tighter monetary policy on lending standards is strong but it still
limited on activity and employment growth. Q3 GDP growth was even stronger
(+1.2% g/q according to the latest estimate). A sharp slowdown remains expected,
however, in Q4, because of the diminution of excess savings and the ensuing Loss of
momentum of the household consumption engine. The US economy would manage
to escape a recession, even a technical one, but it would not avoid a temporary
contraction of its GDP in Q2 2024. The peak in inflation was reached in mid-2022,
and core disinflation is becoming more significant. Inflation should approach
the 2% target in 2024. Progress on that front should be considered as sufficient
by the Fed to start cutting rates progressively, from May 2024. Such an easing
would prevent a rise in rates in real terms but monetary policy would remain in
restrictive territory. This should limit the recovery in 2024.

CHINA

Economic growth rebounded in early 2023 following the end of the zero Covid
policy, but the recovery has weakened very rapidly. Export momentum has
stalled due to depressed global demand and tensions with the US. Domestic
demand has remained held back by a significant loss in consumer and investor
confidence. The crisis in the property sector has persisted, with the continued fall
in sales, new defaults of developers and growing difficulties of certain financial
institutions. Since last summer, the government and the central bank have
implemented new policy stimulus measures. Economic activity has strengthened
while consumer price inflation has remained very low. In the short term, real
GDP growth is projected to stabilize. Policy makers remain constrained by the
debt excess of the economy and the weak financial situation of local governments.

EUROZONE

According to the first estimate, real GDP in the Eurozone contracted slightly in Q3
(-0.1% g/q) after two quarters of stagnation. The negative effects of monetary tight-
ening are expected to continue to weigh on economic activity this winter. Apart from
the possibility of a small technical recession in the second half of 2023, activity is
expected to stabilize in the first quarter of 2024, before a more pronounced recov-
ery from spring onwards. This would be underpinned by a first rate cut by the ECB,
which we expect to happen in April. This monetary easing would accompany the
inflation decline, which is expected to come close to the 2% target by the end of the
year: interest rates in real terms and the degree of monetary restriction would re-
main about unchanged. However, disinflation along with the dynamism of wages is
expected to support household purchasing power and consumption. Growth should
also be supported by NGEU disbursements and its deployment on the ground. .

FRANCE

French growth was negative in Q3 2023 (-0.1% q/q) after a short-lived accele-
ration in Q2 2023 (+0,6% t/t, driven by exceptional factors, such as aeronautics).
While household consumption has surprised on the upside in Q3, it has remained
depressed. In parallel, corporate investment, has reached a new high (+0.5% g/q).
Disinflation is now visible (the harmonized index grew by 4.1% y/y in December,
compared to 5.7% y/y in December), but the impact of higher interest rates should
continue to be felt. As a result, we except 0% growth g/q during the Q4. Going
forward, we expect no clear growth acceleration next year (0.6% in 2024 after
0.8% in 2023).

RATES AND EXCHANGE RATES

The last meetings of 2023 confirmed that the 25bp rate hike of the Fed funds in
July and of the ECB policy rates in September (deposit rate at 4.00%, refinancing
rate at 4.50%) was very likely to be the last of an exceptional tightening cycle. The
possibility of a further monetary tightening has still not completely and officially
disappeared, but it has been a lot reduced by the fall in inflation, which is get-
ting closer more visibly to the 2% target. Positive developments on the inflation
front, together with the expected weakening of growth, pave the way for the first
rates cuts in April for the ECB and May for the Fed. On both sides of the Atlantic,

the induced decline in long-term rates should be limited by the importance of
bond issuance against a background of quantitative tightening. In this regard, we
expect a halt in the spring of 2024 to the ECB's reinvestments under the PEPP.

On 31 October, the Bank of Japan (BoJ) adjusted its yield curve control poli-
cy (YCC) by allowing a wider fluctuation in 10-year sovereign interest rates
around the target of 1%. Further adjustments to monetary policy are Li-
kely, given that the country currently faces the fastest rate of inflation since
the early 1990s. We expect the BoJ to end its negative interest rate poli-
cy in March or April, while significantly easing its yield curve control policy.

We remain bearish regarding the US dollar, particularly from Q2 2024 and es-
pecially versus the euro, given that we expect fewer rate cuts by the ECB
than the Fed. We also expect the yen to strengthen versus the USD, based
on the combination of the start of Bol tightening, of the repatriation by Ja-
panese investors of their foreign holdings, and of the fall in US bond yields.

GDP GROWTH AND INFLATION

GDP Growth Inflation

% 2022 2023e 2024e 2025e 2022 2023e 2024e 2025e
United-States 19 24 09 13 8,0 41 2,6 23
Japan 09 21 08 09 2,5 3.2 23 19
United-Kingdom 4,4 0,3 -0,1 11 91 74 2,2 2,2
Euro Area 34 0,5 0,6 16 84 54 2.2 2,0
Germany 19 -0,1 0,3 13 86 6,0 2,2 21
France 2,5 0,8 0,6 14 59 57 24 18
Italy 39 0,7 09 15 87 59 13 18
Spain 58 2,3 15 2,1 8.3 34 2,3 18
China 3,0 52 4,5 43 2,0 04 15 17
India* 7,2 75 7,0 6,5 6,7 58 57 4,5
Brazil 29 31 18 18 9.3 4.6 36 39

Source : BNP Paribas (e: Estimates & forecasts)
Last update: 22 December 2023
* Fiscal year from 1st April of year n to March 31st of year n+1

INTEREST AND EXCHANGE RATES

Interest rates, %

End of period Q12024 Q22024 Q32024 Q42024 | Q42025
Fed Funds

IS (upper limit) 5.50 5.00 450 4.00 2.75
T-Note 10y 415 4.00 3.95 395 4.00

Eurozone deposit rate 4.00 3.75 3.50 3.25 2.50
Bund 10y 245 235 220 220 250
OAT 10y 3.02 291 2.75 2.75 3.05
BTP 10y 4.25 4.00 3.95 3.90 420
BONO 10y 345 3.25 3.10 3.05 3.30

UK Base rate 5.25 5.00 475 425 3.00
Gilts 10y 390 375 3.65 355 3.65

Japan Bol Rate 0.10 0.10 0.25 0.25 0.75
JGB 10y 0.95 1.20 135 135 135

Exchange Rates

End of period Q12024 Q22024 Q32024 Q42024 Q42025

usb EUR/USD 1.10 112 114 115 118
usD /JpY 145 141 138 135 130
GBP / USD 1.26 1.29 131 132 136

EUR EUR / GBP 0.87 0.87 0.87 0.87 0.87
EUR /IPY 160 158 157 155 153

Brent

Quarter Average E Q12024 Q22024 Q32024 Q4 2024 E Q4 2025

Brent USD/bbL S 86 91 88 | 85

Sources: BNP Paribas (Market Economics, Interest Rate
Strategy, FX Strategy, Commodities Desk Strategy)
Last update: 15 December 2023
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Global economy: 2023: a year of transition with many surprises
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