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THELAST MILE OF DISINFLATION’, A NARRATIVE RUNNING ON ITS LAST LEGS

cutting rates and the ‘last mile’ narrative is quickly losing its relevance

In 2023, the narrative of the last mile of disinflation being the hardest
became popular amongst central bankers and their watchers®. It
reflected concern that after having dropped significantly, further
declines in inflation would be more difficult. When discussing this with
acolleague whois also an experienced long-distance runner, he replied
that the last mile was not the most arduous because getting close to
the finish provides extra energy. Rather, the ten miles before the last
one are the toughest. After all, the metaphor was perhaps not well
chosen. Interestingly, it has also come under attack from economists
and central bankers. The account of the December 2023 meeting of
the ECB governing council mentions that members debated the notion
of the ‘last mile?. It was noted that in terms of economic activity, the
cost of the disinflation had been relatively mild and that a soft landing
remained possible, whilst acknowledging that with services inflation
still at 4%, the ‘last mile’ might be challenging. However, it was also
argued that “it was not clear why the nature of the disinflationary
process would change as the target drew closer.” Moreover, it seemed
that the disinflation of 2023 had been faster than in previous episodes,
raising doubts about the relevance of the ‘last mile’ narrative.

A recent paper of the Federal Reserve Bank of Atlanta analyses this
topic for the US and concludes that the ‘last mile’ “is likely not
significantly more arduous than the rest®.” The author quotes recent
research® showing that the Phillips curve is nonlinear with a steep,
negative slope for relatively high inflation rates before coming rather
flat when inflation falls below 2%. This would imply that inflation can
move back to target without a large negative impact on the labour
market and that the ‘last mile’ of disinflation before reaching the target
is not more arduous®. Another potential argument in favour of the ‘last
mile’ narrative would be elevated inflation expectations, through their
impact on wage demands and price setting by companies. However,
one-year-ahead inflation expectations of US companies® have
declined from 3.8% in March 2022 to 2.4% in December 2023, so it
seems unlikely that they would make the ‘last mile’ more difficult.
The Federal Reserve paper also mentions sticky services prices as
a potential reason for slow disinflation arguing that price stickiness
does not mean that disinflation becomes more difficult, it simply takes
more time and requires more patience from policymakers.

1 The last mile of disinflation, BNP Paribas, Ecoweek, 13 November 2023

The narrative of the last mile of disinflation being the hardest, which in 2023 became popular in the world of central banking, reflects concern
that after having dropped significantly, further declines in inflation would be more difficult.However, it seems that relevance of this narrative is
increasingly being questioned. The account of the December 2023 meeting of the ECB governing council mentions that it has been debated. It seemed
that the disinflation of 2023 had been faster than in previous episodes, raising doubts about the relevance of the narrative. A paper of the Federal
Reserve Bank of Atlanta analyses this topic for the US. Based on recent research on the Phillips curve, it concludes that the ‘last mile’ is likely not
significantly more arduous than the rest. Before the terminal rate was reached, referring to the ‘last mile’ was a form of implicit policy guidance: it
might be necessary to have more elevated rates or to keep rates high for longer. At the current juncture, the policy debate is all about when to start
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This interpretation is debatable: to the extent that services inflation
persistence requires official rates to remain high for longer, the
detrimental impact on activity, demand and the labour market could
be significant. Unsurprisingly, these issues are also debated in the
Eurozone. The ECB meeting account mentions that “it was argued that
the main condition that would make inflation more persistent in the
proximity of the inflation target was if inflation expectations became
unanchored, which ultimately depended on the credibility of monetary
policy.” Interestingly, safeguarding credibility was also used as an
argument to stop referring to the ‘last mile’ because it “might
undermine confidence in the ECB's inflation target being achieved in a
timely manner" This brings us to the key question of why using the
narrative. Before the terminal rate was reached, one can argue that it
helped in giving guidance by insisting that the ‘last mile’ might require
more elevated rates or keeping rates high for longer. At the current
juncture, the policy debate is all about when to start cutting rates. In
this debate, the ‘last mile’ narrative is quickly losing its relevance.

William De Vijlder

2 Source: ECB, Account of the monetary policy meeting of the Governing Council of the European Central Bank held in Frankfurt am Main on Wednesday and Thursday, 13-14

December 2023, 18 January 2024

3 David Rapach, /s the last mile more arduous?, Federal Reserve Bank of Atlanta’s policy hub, no. 1-2024, January 2024
4 Erin Crust, Kevin Lansing, and Nicolas Petrosky-Nadeau, Reducing inflation along a nonlinear Phillips curve, Federal Reserve Bank of San Francisco Economic Letter, 2023-17

5 The conclusion would clearly be different if the kink in the estimated Phillips curve would occur when inflation is still well above 2% because this would require more rate
hikes -with a detrimental impact on the economy and specifically the labour market- to bring inflation back to target
6 The author refers to the results of the Federal Reserve Bank of Atlanta’s business inflation expectations survey.
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OVERVIEW MONEY & BOND MARKETS

Week 19-1 24 to 26-1-24 Interest Rates highest 24 lowest 24 Yield (%) highest 24 Lowest 24
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7 Sep 5_0_0 4840 b 4891 L1 % g ioram 389 397 at 18/01 389 at 26/01  Bund 1{)y 227 232 at23/01 202 at 03/01
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u Gold (ounce, §) 2027 » 2017 -05 % AL26124 Ar2ed2
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EXCHANGE RATES COMMODITIES

€= highest 24 lowest 24 2024 Spot price, $ highest 24 Lowest 24 2024 2024(€)

usb 109 110 at01/01 1.08 at 25/01 -1.7% 0il, Brent 820 820 at 26/01 758 at 08/01 +5.5% +7.3%
—

CEEBOICOR 087 a102/01 085 at 25/01 BESSl Gold (ounce) 2017 2067 at 02/01 2010 at 17/01 -2.4% -0.7%

CHF 094 095 al22/01 093 at 08/01 +0.9%
JPY  160.86 16118 al 19/01 15533 at 02/01 +3.3% Metals, LMEX 3736 3762 at 01/01 3596 at 17/01  -0.7% +1.0%

AUD 165 166 al17/01 162 at 02/01 +1.8% Copper (ton) 8448 8478 at 25/01 8174 at 17/01  -0.2% +1.5%
CNY 780 7.86 a110/01 7.76 at 25/01 -0.4% wheat (ton) 223 23 at 01/01 216 at 16/01 -39% -2.3%
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EQUITY INDICES PERFORMANCE BY SECTOR (Eurostoxx50 & S&P500)
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ECONOMIC PULSE

INTERNATIONAL TRADE: MARITIME TRANSPORT FACES A NEW SHOCK

The Red Sea conflict has already had a substantial impact on global shipping. While maritime freight prices are, at this stage, still well below
the levels seen in 2021, when the global economy was recovering post-lockdown, they have spiked in January 2024. The Freightos index (chart 5)
shows that transportation costs have tripled on average compared to the end of last year. Due to their geographical locations, China and Europe
have been the regions most directly affected by these disruptions, and are already facing threefold (China-Europe route) to fivefold (Europe-China
route) increases in transportation costs. However, the effects are gradually being felt on all global shipping routes. For example, according to
Freightos data, transportation costs between China and the west coast of the United States have more than doubled in January.

In addition, the PMI indices for January point to longer shipping times for goods in most regions, with a major deterioration in some cases (chart
6). This has been particularly true for the United Kingdom, where the PMI delivery times index has plummeted 8 points in January (a drop indi-
cates that delivery times are rising), the biggest decline ever recorded in a month, excluding the lockdown period. The New York Federal Reserve's
supply chain pressures index (chart 3) fell slightly in December, but it is very likely to rebound in January.

However, it should be noted that not all indicators are deteriorating significantly yet. The Baltic Dry index (chart 4), which measures dry bulk
transportation costs, has remained stable in January. The price of container ships (Harpex index) is also still at an all-time low, as a result of a
persistently high excess capacity for this type of infrastructure.

The beginning of 2024 has seen further global trade tensions emerge, even though global trade had already declined in 2023. According to the
CPB (chart 1), cumulatively over the first eleven months of the year, export volumes fell by 0.9% compared to the same period in 2022. Most re-
gions recorded a decline (-2.7% in the euro zone, -1.8% in Japan, -1.4% in Latin America and Africa/Middle East, and -4.0% in Asia excluding China),
with the exceptions of the United States and China, where exports were up 3.4 and 2.3% respectively.

Guillaume Derrien

INDICATORS OF INTERNATIONAL TRADE

1. World exports by area, volume 2. Global manufacturing PMI,
(index 2010=100) New export orders 3. Global supply-chain pressures index
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UNITED STATES

The possibility of a US recession triggered by monetary tightening is looking less
and less likely given the resilience of an economy that continued to grow by 0.8%
g/q in Q4 2023 and by 2.5% on average over the year, thanks to the resilience
of household consumption and the strength of nonresidential investment. Our
central scenario is now that of a marked slowdown albeit without an economic
recession in H1 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
now look forward to a soft landing and start cutting rates progressively, from May
2024.

CHINA

The post-Covid rebound in economic growth weakened rapidly in 2023 and proved
to be weaker than initially expected. 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, defaults of developers and
growing difficulties of certain financial institutions. Export momentum stalled last
year due to the weakening in global demand and tensions with the US. Yet, Chinese
exports have recently regained strength and this trend is expected to continue in the
short term. Moreover, the government and the central bank have implemented new
policy stimulus measures since last summer. Economic activity has strengthened
slightly while consumer price inflation has remained very low. The authorities will
keep an accommodative policy mix in the short term, still being 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
tightening 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 pro-
nounced recovery 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
during the second quarter. Disinflation, along with the dynamism of wages, is ex-
pected 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% q/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 getting 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. However, on both sides of the Atlantic, policy rates in
real terms and the degree of monetary restriction would remain about unchanged.
And 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 Lli-
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 25 20 14 8,0 4,1 2,7 23
Japan 09 21 08 09 2,5 33 21 19
United-Kingdom 4,4 03 -0,1 11 9,1 773 2,2 23
Euro Area 34 0,5 0,6 16 84 54 2,0 19
Germany 19 -0,1 0,3 13 8,7 6,0 2.0 21
France 25 0,8 0,6 14 59 5.7 22 16
Italy 39 0,7 0,9 15 8,7 59 14 2.0
Spain 58 23 15 21 83 34 18 19
China 3,0 52 4,5 4,3 2,0 0,4 15 1,7
India* 772 7,5 7,0 6,5 6,7 58 57 4,5
Brazil 29 31 18 18 9,3 4,6 3,6 39

Source : BNP Paribas (e: Estimates & forecasts)
Last update: 29 January 2024
* 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 Q4 2024 | Q4 2025
LRI 550 500 450 400 275
us (upper Limit)
T-Note 10y 415 400 395 395 400
Eurozone deposit rate 4.00 3.50 3.00 2.75 2.50
Bund 10y 245 235 220 220 2.50
0AT 10y 3.02 291 275 275 305
BTP 10y 425 400 395 390 420
BONO 10y 345 3.25 310 3.05 330
UK Base rate 525 5.00 475 425 3.00
Gilts 10y 390 375 365 355 365
Japan Bol Rate 0.10 0.10 0.25 0.25 0.75
JGB 10y 095 1.20 135 135 135
Exchange Rates
End of period Q12024 Q22024 Q32024 Q4 2024 | Q4 2025
UsD EUR/USD 110 112 114 115 118
usb /1Py 145 141 138 135 130
GBP /USD 1.26 1.29 131 132 136
EUR EUR/ GBP 087 087 087 087 087
EUR/IPY 160 158 157 155 153
Brent
Quarter Average | Q12024 Q22024 Q32024 Q4 2024 | Q4 2025
Brent USD/bbL | 81 86 8 | &

Sources: BNP Paribas (Market Economics, Interest Rate
Strategy, FX Strategy, Commodities Desk Strategy)
Last update: 18 January 2024
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