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Keeping the Landing Soft

e The balance of “transatlantic risks” is the same as at the beginning of the year: the Fed may well end up “doing
too much” and the ECB “too little”.

The Fed'’s choice of starting its easing process with a 50bps cut is bold, but the new forecasts associated with the
policy decision make it plain that, according to the FOMC, a total of 200bps worth of cuts is what could be needed to
“keep the soft landing soft”, which is clearly what the central bank is focused on, now that it deems the inflation
battle won. As an — important — aside, the FOMC believes that, probably partly because it chose to “start with a
bang”, it won’t have to take policy rates into properly accommodative territory in this cycle. Indeed, we do not think
it is a pure accident that the level at which the Fed Funds rate lands at the end of 2026 coincides with their new
estimate of its “long-run level”. We think it is an important clue the bond market should not miss.

Now, a central bank’s forecasts should be received more as a “statement of intent” than as a proper “plan of
action”. In retrospect, the June dot plot was too hawkish, over-reacting to the rebound in services inflation in early
2024. Symmetrically, the September one may be overly reactive to the disappointing payroll prints of the summer.
To gauge the probability of the latter materialises, and to characterise the contrast with the ECB, we look into some
of the missing information in the Fed’s decision function. A lot will depend on the outcome of the elections in
November, and we think the Fed may have to reserve judgement on the quantum of cuts it should still provide if
Donald Trump is elected. Conversely, we think that the outlook is clearer on the Euro area side. The only factor
which could support the hawkish case are the lingering adverse developments on labour supply, reflected in the still
high level of hiring difficulties reported in the business surveys. We offer a quantification of their impact on wage
developments, and find that they played a visible role, but not a crucial one, in the pay developments of the last two
years, opening the door to a continuation of the wage deceleration despite a still constrained labour supply. Given
the external conditions, and the perspective of fiscal retrenchment next year — more certain, in terms of direction of
travel, than in the US —the ECB may well be forced into an acceleration of its easing effort. We would be back to the
“mirror risk” which we highlighted at the beginning of this year: the possibility the Fed would end up “doing too
much”, and the ECB “too little”, at least initially.
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Fed shifting focus

The Federal Reserve (Fed) choosing to "rip the band aid" and cut by 50bps sends a strong signal: this is the first time in
the US modern monetary policy history that it resorted to a “jumbo move” without an obvious recession and/or financial
crisis brewing (the last two instances were 2001 and 2007). The effect is in our view even stronger because the decision
was nearly unanimous. True, it was not completely a walk in the park for Powell, as Michelle Bowman’s dissent in
favour of a 25bps increment was the first one of a Fed governor since 2005, but this hardly constituted a mass
rebellion, suggesting the new stance reflects solid determination across the Federal Open Market Committee (FOMC).

The rationale was straightforward: Powell stated at the very beginning of the press conference that the Fed is equally
focused on its two objectives: price stability and full employment. As the FOMC now clearly believes that the battle to
bring inflation back to target is about to be won, they can shift their focus on their second objective. Their sense of
concern on the latter was plainly illustrated by the new forecasts: while the projection for GDP growth has not
changed, staying at a slightly above potential 2% in 2025 and 2026, the associated unemployment rate was taken up by
0.2pp in 2025 (4.4%) and 2026 (4.3%) relative to the June batch. That would still qualify as a very soft labour market
landing by historical standards, but it also means that (i) they take the recent spike seriously, and (ii) that they do not
think there is a need for a massive additional deterioration in unemployment to bring inflation back to 2%. There was
also a small downward revision of core inflation in 2025 to 2.2% from 2.3%. We can reverse the sense of the equation:
it is precisely because the Fed is now expecting a substantial monetary easing that they can maintain a decent GDP
trajectory ahead. As Powell put it, they "did not want the Fed to fall behind" what's needed to deliver on the full
employment objective.

Indeed, while in the Q&A Powell chose to keep it sober on the next few moves, mentioning that the Fed "is not in a
rush" and will make its decision "meeting by meeting”, the new dot plot is consistent with 50bps worth of additional
cuts in 2024, and a 100 more in 2025 to 3.4%. This is still higher than what the market is pricing now (2.85%) but only
one “normal” rate cut away from what the market was still pricing at the beginning of September (3.15%). So, we have
a very pre-emptive and potentially bold Fed, which is not trying to stand in the market’s way. We are not sure such
boldness was warranted by the data, but again this a strong message.

Exhibit 1 — Which one do you choose?
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Governor Waller in a candid interview after the FOMC decision also sent clear signals: he would support 25bps cuts “if
the economy continues to look fine”, with the possibility to resort to more aggressive moves “if the data is soft and
continues to be soft”. While, to be fair, he also mentioned the possibility to pause if need be, it is quite telling that even
in a benign environment, regular easing would be needed.
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Now, as usual the actual calibration of the trajectory may end up quite differently from the dot plot, which has never
been a very good predictive tool. The recent gyrations in the “dot plot” have been significant and they were
“sequentially discontinuous”, in the sense that while the overall direction of travel — easing ahead — was clear, there
was no regular shift towards a more hawkish or more dovish trajectory. As exhibit 1 illustrates, June marked a “hawkish
recalibration” relative to March, with September turning hard to the dovish side. Arguably, both moves could be seen
as a “knee-jerk” reaction to the recent data flow. June was the height of the inflation rebound theme, with services
prices re-accelerating, amid signs of lingering pressure on the labour market. Symmetrically, the September dot plot
may result from an over-reaction to the soft payroll readings over the last two months.

Another key point however for us is that the FOMC implicitly believes the policy rate won’t have to go into properly
accommodative territory to deliver a soft landing to the US economy. Indeed, the long-term level of the Fed Funds —
which is routinely taken as a proxy of the FOMC's estimate of the “neutral rate” — now stands at 2.9%, up 0.1pp from
June (and now visibly above the 2.5% level where it had been standing for a long time before the Covid crisis). In 2026,
the “median FOMC member” sees the Fed Funds rate landing at this very level. The underlying message is that merely
removing restriction will suffice to keep the economy in line with potential and bring inflation back to target at the same
time, possibly because such removal is starting early, and is proceeding, at least at the beginning, at a fast clip. This is
something which bond market participants may want to “meditate”. If the dot plot materialises, then, unless one wants
to make extreme gambles on an eternal compression of the term premium, there is little reason why 10-year yields
should fall much further, while a still large supply of treasuries could push long-term yields back up in the years ahead.

Mirror hockey sticks across the Atlantic?

Of course, a “dot plot” is statement of intent rather than a proper plan. Yet, such statement contrasts quite starkly
with the ECB’s extreme caution. To explore this, we want to return to the views we expressed at the beginning of 2024.
At the time, we warned against the existence of opposite risks across the Atlantic. In the US, evidence that the
monetary policy stance was cooling down the economy fast enough to bring inflation back to control was missing then,
which made us question the market’s expectations of aggressive easing starting in the first half of the year, while in the
Euro area our concern was that the European Central Bank (ECB) might have gone a bit too far on its restrictive stance
— we diplomatically wrote that the September 2023 hike was “not absolutely necessary” —and it was at risk of ignoring
for too long bad signals from the real economy. Nine months later, and now that the two central banks have started to
ease their stance, we want to take stock again of the balance of risk across the Atlantic.

On the US side, we were right not to expect early easing by the Fed — it even came later than we thought — but we
were wrong on the kind of macro configuration it would take to really get inflation back under control. Indeed, the
good news is that the “hump” in consumer prices seen in the winter of 2023-2024 — amid still strong cyclical conditions
— dissipated by late spring-early summer without a massive GDP slowdown and painful labour market correction. Soft
landings are to some extent “miraculous” — it takes a very delicate set of ingredients to get there — but it seems that it
is what we have now. The labour market is normalising while still allowing decent job creation (around 1% on an
annualised basis) and the Atlanta Fed’s nowcast, after last week’s confirmation in the retail sales for August that
consumer spending is holding up, is back to a more than decent 3%. Judging by its effects on the economy rather than
by reference to an always elusive “neutral rate”, it is not even obvious that the current Fed stance is that restrictive:
credit production did not collapse, and the housing market correction has been very soft.

In such circumstances, the choice for the Fed is not as straightforward as what the nearly unanimous decision last
week suggests. True, if a mere soft landing has been able to trigger significant disinflation, there is a danger in
maintaining a too restrictive stance for too long: the soft landing could easily turn into something harder, closer to
“proper recession”, sending inflation below the Fed’s target again. Yet, symmetrically, the decent state of the economy
offers space to the Fed to continue easing at a prudent pace for now, carefully calibrating each step depending on the
dataflow, and declaring victory on inflation too soon remains a distinct risk.
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To make a choice between these two avenues, there is a key piece of information missing for the Fed: the contribution
from fiscal policy into 2025 and 2026, which itself depends on the outcome of the elections in November. Kamala
Harris has not been very precise in laying out her fiscal plans. Our understanding is that she would allow only a fraction
of the 2017 tax cuts to expire, preserving most of the US middle class, the tax hikes thus affecting only those with the
lowest propensity to spend. On the spending side, the stimulus effect of the Biden era’s Inflation Reduction Act (IRA)
and Chips Act would remain largely untouched. This could result in an overall neutral to slightly expansionary fiscal
stance. There is also some vagueness on Trump’s side, but significant tax cuts designed to offset the adverse effect of
tariff hikes on purchasing power would be very likely. Fiscal policy would then become significantly expansionary, at a
time when mechanically the trade war would lift US inflation.

Given this crucial uncertainty, it would make sense for the Fed to suspend judgment on the quantum of monetary
accommodation which will be needed next year until the dust settles on the political landscape. To complicate matters
further, this goes beyond determining the victory of the presidential race. The balance of power in Congress will be a
crucial input. This is why we have a “problem” with the current aggressive market pricing for the Fed'’s trajectory;
investors are — or should be —in the same situation as the FOMC, irrespective of the current message from the “dot
plot”. As long as political uncertainty persists, we don’t think it is wise for market participants to take such a binary
approach.

We think the level of uncertainty is lower in Europe. First of all, it is difficult to argue that inflation cooled down in the
Euro area within a “soft landing” configuration. It rather seems that Europe is stuck in a sort of never-ending incapacity
to take off. The Euro area has been repeatedly brushing with recession since it exited from the pandemic. Even when
taking the gap in potential growth into account, Europe is much closer to a nasty downturn than the US. We noticed
last week that in its last forecasts the ECB shaved its GDP projections by only 0.1% and kept the list and
characterisation of risks unchanged relative to June, which we found surprising given the recent dataflow. There is also
much more evidence in the Euro area than in the US that the monetary stance is indeed restrictive: credit origination
has taken a hit, and business bankruptcies are now rising fast, more than offsetting the Covid lull.

True, an ingredient from past European downturns is missing: the labour market has been resilient so far, with the
unemployment remaining at historical lows with none of the uptick seen in the US over the last few months. Supply-
side conditions differ. While strong immigration is lifting the population ready and willing to work in the US, the Euro
area is dealing with a dearth of immediately available workers. This could trigger lingering pressure on wages and
hence impair the continuation of the disinflation process. This is however contradicted by the recent hard data — pay
per head decelerated in Q2 — and, looking forward, by the available surveys.

We think it was an important signal that hiring difficulties, among the list of factors mentioned by businesses to explain
their inability to raise production, has been taken over by weak demand for 2 quarters now (see Exhibit 2).A “hawkish
observer” could however argue that the two factors could combine to trigger a “stagflation configuration”, with
mediocre — even negative — economic growth co-existing with still strong inflation. Indeed, when correcting the
balance of opinion on the various “production bottlenecks” factors for their long-term average and historical volatility,
demand constraints have merely normalised, with a z-score very close to zero, while the labour constraint is still at two
standard deviations above its long-term average (see Exhibit 3).
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Exhibit 2 — Demand now a bigger constraint Exhibit 3 — But hiring difficulties remain high
Constraints on firms' limiting output Constraints on firms' limiting output
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We want to take a more quantified approach to this issue by injecting in a canonical econometric model of wages per
head — with lagged inflation and productivity as explanatory variables — the balance of opinion on hiring difficulties.
Because of the gyrations at the time of the pandemic we also introduced two dummies (one for 2020Q2, the other for
2021Q2). As we expected, the “hiring difficulties” variable comes out as a statistically significant, suggesting that,
indeed, the dearth of manpower magnified the impact of the initially supply-driven inflation shock to propel wages in
Europe over the last two years. We can use our model to calculate the contribution of hiring difficulties to the yoy
change in wages (see Exhibit 4): it was visible, but not crucial. The difference in contribution relative to the 2018-2019
period when inflation was still tame but hiring difficulties were already a prominent topic in the European debate, is
relatively small — about 0.6 percentage point. The main contributor to the massive acceleration of wages in Europe was
a catch-up process with an inflation shock which was essentially externally driven. Once the external shock subsides,
wages would maintain for a while a robust growth rate, given Europe’s specific labour market institutions (dominance
of collective bargaining, automatic indexation of some national minimum wage schemes) but ultimately, we do not
think the supply side difficulties on the European labour market could, on their own, impair much the ongoing landing
of wages.

Exhibit 4 — Hiring difficulties played a role, but not a central
one
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All'in all, and also taking on board the restrictive tilt of fiscal policy in Europe next year — the quantum can be discussed,
but not the direction of travel, a key difference with the US as long as the election is not settled — we think the risk of
inflation ultimately undershooting the ECB target and falling back under 2% remains significant and should be met with
a clearer commitment to an easing trajectory by the Governing Council. On the margin, the Fed’s decision last week
should make such “dovish conversion” by the ECB easier, since it reduces the risk the euro would depreciate
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significantly if the pace of rate cuts accelerated in in the Euro area. Yet, judging by the state of the debate at the
Governing Council. It may take time for such conversion to materialise. In the end, we could see the monetary policy
trajectory of the Fed and the ECB appear as two “mirror hockey sticks”: the ECB would initially refuse to cut quickly,
before being ultimately forced into an acceleration by deteriorating macro conditions and inflation falling faster than in
their central scenario, while the Fed would follow the symmetric “hockey stick “shape, cutting initially quickly before
being stopped out by a rebound in inflation triggered by expansionary fiscal policy and trade tariffs.
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Country/Region What we focused on last week What we will focus on in next weeks

B

FOMC cut rates by 0.50%, in part catch-up from late
start. Signals another 50bps cuts this year and 100bps
next. Election outcome may challenge this

Retail sales (Aug) headline manages soft 0.1% rise
with weak values and autos, core up 0.3%

Empire and Philly Fed (Sep) both up above expect’s
Industry output (Aug) +0.8%, recovers loss

Housing starts (Aug) +9.6%, existing sales -2.5%

GDP (Q2, rev) was revised up to 3.0% (saar) last
estimate, broader BEA revisions due

PCE inflation (Aug) headline expected to slip to 2.3%
on weak energy, core to rise to 2.7%

Saving rate (Aug) 2.9% last, watch income revisions
Conf bd consumer conf (Sep) watch expectations for
guide to consumer activity

e Jobless claims hit 4-mth low last week
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Unrevised final HICP with headline and inflation at
2.2% and 2.8%yoy respectively in August

Both current conditions and expectations of the
German ZEW survey fell in Sep.

French government formation and first budget
orientations for 2025 and beyond

Italy: final multi-annual budget orientation

Local elections in Germany (Brandenburg)

Euro Business surveys: PMls, Ifo, EC survey for Sep.
Germany unemployment rate (Sep)

=

€
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CPl inflation (Aug) was unch at 2.2%. Services up to
5.6%, from 5.2%, as temp. drags in July reversed

BoE kept Bank Rate on hold at 5.25% (8-1 split).
£100bn QT over the next 12 months

Retail sales up 1%mom. GFK cons. conf. dropped back
to -20in Sept, from -13 in Aug.

Flash PMIs (Sep) look for whether manufacturing
strengthens further. Services likely will remain
elevated

Exports (Aug) fell to 5.6%yoy from 10.2%
Machinery orders (Aug) down 0.1% on the month
CPl inflation (Aug) ex-food and energy rose to 2%,
from 1.9%

Flash PMIs (Sep) look for recovery in manu.

BoJ minutes. Look for hawkish messaging
Tokyo CPl inflation (Aug). Look for whether core
remains below 2%

August output softened further, industrial production

grew 4.5%, down from 5.1%; FAl edged up to 2% from

1.9%; retail sales softened to 3.4% from 3.6%; house
price extended the fall to -5.3% from -5.0%;
unemployment rate rose for two months in a row to 5.3%
LPR 1 Year and 5 Year unchanged at 3.35% and 3.85%
respectively

27 Sep: Industrial profit (Aug)

-

MERGING -
WaRkers

l / e CPIyoy (Aug): South Africa (4.4%)

CB: Brazil hiked by 25bp to 10.75%, Taiwan (2%) and
Turkey (50%) stood on hold, Indonesia unexpectedly
cut by 25bp to 6%, South Africa delivered its first
25bp rate cut to 8%

CB: Hungary (6.75%) Czech (4.5%) Mexico (10.75%)
expected to cut by 25bp

Brazil Q3 inflation report

CPI (Sept): Brazil, Mexico (bi-weekly)

CPI (Aug): Malaysia, Singapore

Retail sales (Sept): Mexico, Poland

IP (Aug): Singapore, Taiwan, Thailand, Russia

Upcoming
events

Mon: Mfg, services and composite ‘flash’” PMI (Sep); Tue: S&P/CorelLogic and FHFA House price index
(Jul), Conference board consumer confidence (Sep); Wed: New home sales (Aug); Thu: GDP (Q2), PCE
us: (Q2), Initial jobless claims (w/e 14 Sep), Durable goods orders (Aug, p), Pending home sales (Aug); Fri: PCE
(Aug), Personal income and spending (Aug), Goods trade balance (Aug), Michigan consumer sentiment
and inflation expectations (Sep)
Mon: Fr, Ge, Ez mfg and services ‘flash’” PMI (Sep), Ez Composite “flash’ PMI (Sep); Tue: Ge IFO business climate index
Euro Area: (Sep); Wed: Retail sales (Jul); Thu: Ez M3 supply (Aug), ECB Economic Bulletin publication, It ISTAT (Sep); Fri: Fr, Sp
* HICP (Sep, p) Fr Consumer spending (Aug), Sp GDP (Q2), Ge Unemp (Sep), Ez ECB inflation expectations (Aug), Ez
Industrial confidence (Sep)
UK: Mon: Composite, mfg and services ‘flash’ PMI (Sep)
Japan: Tue: Mfg ‘flash’ PMI (Sep)
China: Thu: SNB announcement; Fri: Industrial profit (Aug)
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