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Fed: The ra__te-cuttmg cycle

has'started with a bang

Key messages

+ The Federal Reserve (Fed) started its rate-cutting cycle
with a surprise 50bp cut but indicated that it does not
intend to continue at this pace.

» Market expectations of a steep and rapid rate cut cycle
have been tempered by the Fed's comments, but still
remain too high in our view. We have brought forward
our rate cut sequence to reflect the Fed's intention to
carry out a quicker recalibration towards neutral
policy. We now expect 25bp cuts at the November and
December meetings, followed by quarterly 25bp cuts in
2025, thus leading to a policy rate of 3.5% by December
2025, close to our estimate of the neutral rate at 3.25%.
We continue to expect the US 10-year yield to rise in
the short term before falling to 4% in 12 months' time.

+ The rate-cutting cycle should support global financial
markets, especially equities, commodities and
corporate bonds in the final months of 2024.

 Historically, bonds tend to outperform equities during
rate-cutting cycles, especially in recessionary periods.
However, in soft landing scenarios such as the current
one, we expect equities to outperform bonds.

50bp

The long-awaited rate-cutting cycle has finally begun, and
it started with a bang. The market was very undecided
ahead of the September FOMC meeting, pricing in a 50%
chance of a 25bp cut and a 50% chance of a 50bp cut. The
vast majority of economists, including ourselves, were
expecting a 25bp cut, as a larger cut could suggest an
admission by the Fed that it was behind the curve or
anticipating a recession.
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However, despite acknowledging that the economy is
in good shape, the Fed opted to go big with a 50bp cut,
bringing the federal funds rate to a range of 4.75% to
5%. While the Fed believes that growth is strong and
the labour market remains solid, it sees that inflation
risk has diminished while labour market risk has
increased. We believe that the 50bp cut is not so much
a reflection of concerns around a potential recession,
but rather a recognition that the disinflation process is
well underway.

What's priced in matters

The market had priced in a very steep and rapid rate-
cutting cycle ahead of the FOMC meeting, with over
50% odds of multiple subsequent 50bp cuts, and 250bp
cuts priced in over the next 12 months. The Fed
pushed back on these expectations, leading to some
disappointment relative to expectations. Indeed long-
term bond yields rose, with equities ending the day
slightly negative.

Our expectations

We doubt that the Fed will continue to cut at a 50bp
pace, which would be the likely approach under high
recession risk - not our base case. We feel that the Fed
wanted to reach the neutral rate faster than expected.
We therefore bring forward our expected sequence of
rate cuts, adding a 25bp cut at the November meeting
and removing a 25bp cut planned for 2026. In essence,
we expect 25bp cuts at the November and December
meetings this year, followed by a quarterly pace of
25bp cuts, which would bring the policy rate to 3.5%
by December 2025, close to our estimate of the neutral
rate at 3.25%.

Edouard Desbonnets

Senior Investment Advisor, Fixed Income
BNP Paribas Wealth Management
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Implications for US bond yields

We expect US long-term yields to rise in the short
term for three reasons: 1) we do not expect the Fed
to cut rates as aggressively as the market expects,
2) the US election could lead to higher rate
volatility, and 3) Treasury supply is likely to remain
high, with risks of increased bond supply in H2
2025 if the deficit deteriorates further. With the
disinflationary trend continuing and the rate-
cutting cycle underway, we expect the US 10-year
yield to converge towards 4% over the coming year.

Which asset classes benefit from rate cuts?

Aside from the Bank of Japan, major central banks
have entered a rate-cutting cycle. This has dragged
both short- and long-term bond yields substantially
lower since April. Given the recent upturn in the
size of G4 central bank balance sheets and loosening
bank lending standards, we should expect global
liquidity and credit conditions to improve over the
coming months. This should support global financial
markets, in particular equities, commodities and
corporate bonds as we move into the final months
of 2024. Within corporate bonds, we favour
investment grade over high yield, i.e. high quality.

Which asset class should outperform?

On average over the past nine cycles since 1980, US
bonds (government and corporate) have tended to
outperform US equities during rate-cutting cycles.
This is true whether we look at performance one
year after the first rate cut or over the entire cycle.
However, that asset class which ultimately
outperforms depends on the reason for the Fed's
rate cuts. In most cases (six out of nine), the Fed cut
rates aggressively because of a recession, and in
these cases bonds outperformed equities since risk-
off sentiment dominated. However, in the three soft
landing cases, where the Fed cut rates due to an
economic slowdown with inflation under control,
equities outperformed bonds. Currently, we see a
higher probability of a soft landing than a recession
(25% probability of a recession over the next three
to six months in our view), which supports our
opinion that equities should outperform bonds.

TOTAL RETURNS THROUGHOUT A RATE CUT
CYCLE

TOTAL RETURNS 12 MONTHS AFTER FIRST
FED RATE CUT
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DISCLAIMER

This marketing document is communicated by the Wealth
Management Métier of BNP Paribas, a French Société
Anonyme, Head Office 16 boulevard des Italiens, 75009 Paris,
France, registered under number 662 042 449 RCS Paris,
registered in France as a bank with the French Autorité de
Controle Prudentiel et de résolution (ACPR) and regulated by
the French Autorité des Marchés Financiers (AMF). As
marketing material, it has not been prepared in accordance
with legal and regulatory requirements aimed at ensuring the
independence of investment research and is not subject to any
prohibition on dealing ahead of its dissemination. It has not
been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use
of BNP Paribas SA, BNP Paribas Wealth Management SA or
their affiliates ("BNP Paribas”) and the persons to whom this
document has been delivered. It may not be distributed,
published, reproduced or disclosed by any recipient to any
other person, nor may it be quoted or referred to in any
document, without the prior consent of BNP Paribas.

This document is provided solely for information and shall not
constitute an offer or solicitation in any state or jurisdiction in
which such an offer or solicitation is not authorized, or to any
person to whom it is unlawful to make such offer, solicitation
or sale. It is not, and under no circumstances is it to be
construed as, a prospectus.

Although the information provided herein may have been
obtained from published or unpublished sources considered to
be reliable and while all reasonable care has been taken in
the preparation of this document, BNP Paribas does not make
any representation or warranty, express or implied, as to its
accuracy or completeness and does not accept responsibility
for any inaccuracy, error or omission. BNP Paribas gives no
warranty, guarantee or representation as to the expected or
projected success, profitability, return, performance, result,
effect, consequence or benefit (either legal, regulatory, tax,
financial, accounting or otherwise) of any product or
transaction. Investors should not place undue reliance on any
theoretical historical information regarding such theoretical
historical performance. This document may contain or refer to
past performance; past performance is no guarantee for future
performance.
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The information contained in this document has been drafted
without prior knowledge of your personal circumstances,
including your financial position, risk profile and investment
objectives.

Prior to entering into a transaction each investor should fully
understand the financial risks, including any market risk
associated with the issuer, the merits and the suitability of
investing in any product and consult with his or her own legal,
tax, financial and accounting advisors before making his or her
investment. Investors should be in a position to fully
understand the features of the transaction and, in the absence
of any provision to the contrary, be financially able to bear a
loss of their investment and willing to accept such risk.
Investors should always keep in mind that the value of
investments and any income from them may go down as well
as up and that past performance should not be seen as an
indication of future performance. Any investment in a product
described herein is subject to the prior reading and
understanding of the legal documentation concerning the
product, and in particular the one which describes in details
the rights and obligations of investors as well as the risks
inherent to an investment in the product. Save as otherwise
expressly agreed in writing, BNP Paribas is not acting as
financial adviser or fiduciary of the investor in any transaction.
The information, opinions and projections expressed herein
reflect the opinion of their author at the time of writing; they
are not to be relied upon as authoritative or taken in
substitution for the exercise of judgment by anyone, and are
subject to change without notice. Neither BNP Paribas nor any
BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information,
opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas
may receive distribution fees on which you can obtain more
information upon specific request. BNP Paribas, their
employees or administrators may hold positions in these
products or have dealings with their issuers.

By accepting this document, you agree to be bound by the
foregoing limitations.
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