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One Week at a Time

e The first round of the French elections leaves an absence of majority for any of the three blocks plausible.

e  Excess Deficit Procedure would not necessarily prevent the ECB from triggering TPI, but minimum cooperation
between the recipient national government and the EU would be needed.

e We are more confident the Fed will cut in September and less confident about further cuts in 2025.

The far-right came out a clear first, and Macron’s alliance a distant third, from the first round of the French
elections, but RN fared 2 to 3 points below what some of the latest polls were suggesting. Yet, seat projections still
put the RN close to the majority threshold. These extrapolations were however “dead on arrival” since the left
alliance and the centrists will withdraw from the second round their candidates who came in third position to try to
stop the RN from crossing the threshold, even if the exact scope of these “mutual withdrawals” remains unclear.
What is however quite clear is that while the Macronists have lost all hope to even come close to a majority, a
victory by the left alliance would now be arithmetically very difficult given the substantial number of constituencies
in which they came third. An absence of solid majority by any of the main blocks remains a very plausible outcome.

A piece in the FT last week reactivated interest in the conditions under which the ECB’s Transmission Protection
Instrument could be triggered to help France. Our interpretation is that the fact France — and Italy — are now back
under Excessive Deficit Procedure would not necessarily be an impediment as long as the government displays some
readiness to comply with the recommendations of the EU council. Yet, given the misgivings in some key countries, the
ECB would need to ensure action would be “proportionate” to the risk, which suggests that a spread widening would
need to seriously affect the economy for TPI to be triggered. The tool is there to mitigate a crisis, not to nip it in the
bud. Whatever any French government decides to do, it should not count on immediate ECB support.

Finally, looking at the US news flow last week, we are paradoxically even more confident the Fed will cut rates in
September, amid better news on inflation and more signs the economy is gently softening, but also more concerned
about the possibility it could not cut much more in 2025 — with knock-on effects on long-term rates — as the
likelihood of a Trump victory, and implementation of his inflationary platform, is rising.
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French elections: round 1

The results of the first round of the French elections were broadly in line with the polls” main messages, with Rassemblement

National (RN) (including the component of the centre-right with which it forged an agreement) coming out first at 33% of
the votes (slightly lower than some of the latest polls which put the party often in the 35-36% range), followed by the

left-wing alliance (“Nouveau Front Populaire”) with 28%, the Macronist alliance at 21% and the “maintained” centre right at
10%. Across the seat projections for the second round made available immediately after the results, two pointed to RN coming
out short of an absolute majority — albeit by a small margin if one takes the upper end of the range (230-280 for IPSQOS,
and 240-270 for IFOP, the threshold is at 289), while Elabe has RN passing the majority threshold within its range (255-295).

These projections are however extremely fragile since the very high turnout — even higher than what the polls were
suggesting — means that the outcome of the second round will revolve around 307 three-way races, and 6 four-way
ones, out of a total of 577 constituencies (note that 81 were adjudicated in the first round already, we don’t have
results yet in 11). However, the leaders of the left alliance announced they would withdraw their candidates where
they came out third if RN came out first, and the Prime Minister called for similar withdrawals from Macronist
candidates. It was unclear as of late Sunday night what is the exact scope of these withdrawals since some leading
members of the Macronist alliance rejected the idea of withdrawing candidates when the opponent of RN is a member
of the far-left component of Front Populaire. We will have to wait until Tuesday night — the deadline to register
candidacies in the second round —to get a full picture.

Despite all these limits, some scenarios can already be ruled out. Even if this was already a very low probability before
the first round, hitting the absolute majority threshold is now arithmetically out of reach for the Macronists. They got
only 4 deputies elected in the first round (against 40 for RN). They qualified 312 candidates for the second round, which
means that they would have to win 91% of their races to reach 289 seats, while some of these candidates will withdraw.
But it would also be a tall order for the left alliance. They got 32 deputies elected in the first round already. In principle,
their 407 candidates qualifying for the second round would need a “pass rate” of 63% for the alliance to hit 289 seats,
but we counted 115 constituencies in which their candidates came in third position, i.e., with a near zero chance to win
them. This means they would need a “success rate” of 88% in the races in which they came first or second, a very high
threshold, especially since vote transfers from moderates to the hard-left candidates are likely to be difficult.

In a nutshell, we are left with the two main scenarios on which we have been focusing so far: one in which RN wins an
absolute majority by a narrow margin, and one — probably more likely on the basis of the results and the “mutual withdrawals”
against RN — where none of the three blocks commands a majority. Note that in the latter configuration, forging a wide
alliance from the moderates of the left to the centre-right, with the Macronists as the backbone, would likely be very fragile
as the probability of seeing the RN and the hard-left command more than 289 seats together looks high. This means that any
government based on such “federation of moderates” would constantly be at risk of being stopped by a motion of no
confidence supported by the two extreme groups, for instance to reject a budget. We covered these issues in some details
two weeks ago. There are institutional tools to deal with this sort of setup, but steering the economy would still be cumbersome.

Exploring the Transmission Protection Instrument

As we wait for the final outcome of the French elections — which may take weeks if not months after 7 July, to get a
better sense of the kind of policies any new French government would seek to implement — a debate has emerged on
the European Central Bank (ECB)’s capacity to provide help in case of market disruption. Focus is of course on the
Transmission Protection Instrument (TPI), under which “the Eurosystem will be able to make secondary market
purchases of securities issued in jurisdictions experiencing a deterioration in financing conditions not warranted by
country-specific fundamentals”. When the TPl came out in July 2022, we were struck by how imprecise its “rules of
engagement” were. The entire official documentation on the TPl spans a meagre 735 words. This vagueness was partly
by design: to stop massive market pushes against a signature, creating uncertainty on how quickly and under which
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conditions central bank action could come can be asset. But we also suspect that to produce more granularity, in-depth
conversations across the Governing Council would have been needed, and it is not obvious to us that a strong
consensus existed — or exists today — on exactly how and when TPl can be activated.

The notion of “country-specific fundamentals” is itself subject to interpretation. In our understanding, economic policy
should be part of those fundamentals. In clear, a government could hardly expect to benefit from ECB intervention if
the market is rationally responding to concrete policy decisions which are likely to deteriorate its public debt
trajectory. This point is supported by the reference in the documentation to assessing whether jurisdictions which may
receive TPl support “pursue sound and sustainable fiscal and macroeconomic policies”.

The document then lists a series of criteria towards such positive assessment. Not being under an Excessive Debt
Procedure (EDP) is mentioned — which at first glance would exclude France and Italy — but so is “not being assessed as
having failed to take effective action in response to an European Union (EU) Council recommendation under Article
126(7) of the Treaty”. Since Article 126(7) itself refers to Excessive Deficit Procedure — the recommendation lists the
measures a government should take precisely to exit EDP — this suggests that “being under EDP” is not necessarily
enough to deprive a government from the benefit of TPI, as long as it is taking steps — in accordance with the guidance
by the EU Council — to correct its fiscal trajectory.

In any case, the ECB would have extensive leeway to trigger TPl or not. The assessment is presented as “an input” into
the decision-making, the word “condition” has been on purpose avoided. The spirit of TPI, in our understanding, is that
a country in fiscal difficulties could benefit from ECB support but would at least need to show some readiness to accept
instructions from Brussels. If a stubborn government in France were to ignore them, the benefit of TPI could still be
extended to the peripheral countries to mitigate any contagion. Note in any case that the instrument’s documentation
makes it plain that triggering TPl would need to be “proportionate” — a nod to the German Constitutional Court. In
other words, it would need to be plain that the spread widening is having significant adverse macroeconomic effects.
German Finance Minister Lindner has already expressed his reservations — to say the least — on using the tool. In our
view, TPl would be there to mitigate a crisis, not to nip it in the bud altogether.

Fed cuts getting more likely, but so is a Trump victory

While the French —and peripherals’ — spread has risen since the announcement of snap elections, financial conditions
did not tighten much as global long-term interest rates were kept in check by growing signs of materialisation of a soft
landing in the US which would allow the Federal Reserve (Fed) to cut rates in September. Last week’s dataflow has
strengthened this view, but at the same time the first presidential debate in the US forces us to raise the probability
that Donald Trump returns to the White House with a mandate to implement his inflationary platform from next year
onward. So, we are somewhat paradoxically at the same time more confident the Fed will cut this year and more
confident long-term interest rates will not fall much.

Let’s start with the dataflow. The print for the Personal Consumption Expenditure deflator (PCE) for May confirmed the
message from the Consumer Price Index (CPI): core inflation is falling again. Core PCE fell in line with market
expectations to 2.6% year-on-year from 2.8% in April, with both major components (goods and services) contributing
to the deceleration (see Exhibit 1). The changes are easier to see in the short-term momentum. In Q1, the Fed had
indeed reasons to get nervous as, after nicely coming very close to 2% in the second half of 2023, the 3-month
annualised change of core prices rose above 3% and then to 4% between January and March (see Exhibit 2). This was
what triggered the shift in the Fed’s tone in the early spring: while one month of re-acceleration can easily be
dismissed as “noise”, two could not be ignored and three called indeed for a message change. This should be
symmetric though. The reassuring April print could have been attributed to mere data randomness, but these
favourable dynamics continued into May, and was broad-based, even if the relapse in goods’ prices was larger than the
deceleration in core services (see Exhibit 2).
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Exhibit 1 — Down again, slowly, but down Exhibit 2 — Easier to see in the short-term momentum
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The San Francisco Federal Reserve Bank produces a breakdown of core PCE between a cyclical and an acyclical
component. This is based on submitting each line of the PCE index to a simple statistical test: does it follow a Phillips
curve, in clear, is possible to substantiate that it responds to a change in the unemployment rate. A bit less than 40% of
the PCE components (measured by weights) pass that test. The rest follows idiosyncratic, industry-specific patterns. An
example of the latter is the price of car insurance, which has played a big role in inflation gyrations in the US lately.
Exhibit 3 illustrates clearly that the resilience of core PCE in late 2023/early 2024 was the product of a re-acceleration
of the acyclical component, while the contribution from the cyclical one was by then only slightly falling, much less
abruptly than at the beginning of 2023 (see Exhibit 3).

Prudence is needed when interpreting this breakdown. Indeed, that some price components usually respond to cyclical
conditions does not mean that all, or even most of their recent gyrations can always be ascribed to changes in the
state of economy. Yet, the absence of re-acceleration of the cyclical component in the first few months of 2024 would
pour some cold water on the idea that the monetary policy stance has not been restrictive enough recently.

Exhibit 3 — Another breakdown
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Source: Son Francisco Fed, AXA IM Research, june 2024

Federal Open Market Committee (FOMC) member Mary Daly —who has been increasingly vocal on the dovish side for

a few weeks — was the first to react and took the May print as proof that “monetary policy was working”. She was clear
though that the Fed would need more confirmation in the data releases ahead before changing the stance, concluding
with “it’s really too early to tell”.

Yet, beyond the information brought by the inflation prints, the Fed cannot ignore the signals coming from the real
economy. The latest revision to Q1 GDP — which at 1.4% annualised came short of potential — was significant for
consumer spending, which is now estimated at 1.5%, down from a first shot at 2.0%. 1.5% is “fine” but by no means
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roaring. Personal consumption rebounded in May, gaining 1.0% annualised after a 0.5% decline in April, but the carry-
over for Q2 currently stands at a modest 1.2%. Consumption seems to be operating below trend now. What is also
striking is that some aspects of the US surprising resilience in the face of the monetary tightening are disappearing.
This would be consistent with a resumption of the decline in the cyclical component of core inflation at a faster pace.

Exhibit 4 — Defying gravity no more
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We have often commented in Macrocast how residential investment was surprisingly strong despite the rise in
mortgage rates above 7%. It contributed a still solid 0.6 percentage points to Q1 GDP. This is changing. After months in
healthy territory above 1.5mn, building permits have been correcting in April and May. Housing starts, which had re-
accelerated at the end of last year, are also down (see Exhibit 4). Non-residential investment has also supported US
growth nicely, thanks in particular to the federal programs Creating Helpful Incentives to Produce Semiconductors
(CHIPS) and Inflation Reduction Act (IRA). While the series is quite volatile and we would not want to draw definitive
conclusions from one print, factory orders excluding defence and air transportation — normally a good gauge of
investment dynamics — fell in May. This could be a signal that momentum is getting lost there as well.

There is nothing alarming in such dataflow, but even under the assumption that “only” a soft landing is starting to
materialise, we think the Fed could take the risk of starting to remove some of the current restriction in its stance:
even if the neutral rate is higher, bringing the Fed Funds rate to 4.75%-5.00% from the current level would still leave
the central bank with a lot of assurance against another revival of inflation.

We note however that, counter-intuitively, the US 10-year yield rose on Friday despite the good news on the inflation
front. We are tempted to link this to Joe Biden’s counter-performance in the first presidential debate against Donald
Trump the night before. Indeed, the probability that the Republican candidate wins in November is today higher — the
polls surveyed by 538 suggest that ordinary voters and not just pundits saw Trump as the clear winner of the debate
and the readiness to vote for Biden fell even among those who lean Democrat —and so is the probability that on top of
winning back the White House, the Republicans also win both the Senate and the House of Representatives, allowing
for a high “conversion rate” of their economic platform into actual policy. The latter is probably key in the current
thinking among Democrats. Replacing Joe Biden would not necessarily help them retain the presidency — setting up a
campaign on a new name in a few months could be difficult, especially if it comes after weeks of public wrangling
across the various factions of the party to choose the replacement — but they could still move to this solution if polls
start indicating that sticking with Biden would not only cost them the Presidency but also Congress and possibly lots of
state-level positions.

At the top of Donald Trump’s agenda, three items — curbing immigration, prolonging expiring tax cuts and raising trade
tariffs — would all be inflationary. Their implementation could make it difficult for the Fed to continue easing into 2025.
This is likely to put a floor on how low long-term interest rates can go, even if the Fed cuts in 2H 2024.
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Country/Region

What we focused on last week

What we will focus on in next weeks

PCE inflation (May) headline 0.0%mom, core 0.1%, in
line with expectation after softer CPI/PPI

GDP (Q1, f) revised to 1.4% (saar), but within that
consumer spending lower to 1.5% (from 2.0%)

Cons spending (May) 0.2%mom after 0.1% Apr

Conf Bd expectations (Jun) 73.0 from 74.9

New home sales (-11.3%mom) level approaches
November low

Payrolls (Jun) markets expect +188k, after +272k in
May. We see downside risk. Watch earnings, which
were solid 0.4% in May

JOLTS (May) vacancies expected to drop below 8m
ISM indices (Jun) mfg likely to remain weak, services
to soften and price paid watched

FOMC minutes (Jun) to gauge range of views
Vehicle sales (Jun) have remained solid

Latest Fr polls: RN: 36%; NFP: 27.5%, Renaiss :20%.
Polling institutes now consider that the RN can
achieve an absolute majority

Ge Ifo current and expectations (Jun) surprised on the e

downside. EC surveys were more stable, challenging

the signal sent by flash PMls. Industrial svcs, and cons e

conf were flat
Flash HICP in Fr, Sp and It matched consensus

French election results, political reactions and voting
instructions. Projections seats should become clearer
once the “dust” will settle

German and EMU flash inflation (June). We expect
headline to reach 2.5%yoy and core at 2.8%

EMU retail sales (May)

GDP (Q1, f) revised up to 0.7%goq (0.6%), consumpt
firmer, but import fall sharper

Current account deficit (Q1) -£21.0bn, unchanged on
Q4’s -£21.2bn

Business investment (Q1) revised lower to 0.5% from
0.9%

General Election. Labour expected to become new
government with a comfortable-large majority
BoE credit conditions survey (Q2) gauge changing
supply/demand conditions of lending

BoE lending (May) rebound in mortgage activity
Final PMls (Jun)

Unemployment (May) unchanged at 2.6%
Tokyo CPl inflation (Jun) edged higher to 2.3%
headline, 1.8% ex fresh food & energy (+0.1ppt)
Industrial production (May, p) +2.8%mom
Retail sales (May) +1.7%mom

Tankan survey (Q1), large mfg index expected stable
at +11 — a middling pace

PMiIs (Jun, f) watch for revision to services which fell
to 49.8, below 50 for the first time since Aug 22
Leading indicator (May, p) further falls ?

Industrial profits (May): +0.7%yoy, a sharp
deceleration from April’s 4.3% increase
FDI (May): -28.2% year-to-date

1 July: Caixin PMI mfg (June)
3 July: Caixin services PMI (June)
7 July: FX reserves (June)

MERGING -
SHARKETS *

CB: Mexico (11.0%), Turkey (50%) & Philippines (6.5%)e

stood on hold. Czechia cut -25bps to 4.75%
Inflation rose in Malaysia to 2.0% (May) & to 2.6% in
Poland (June)

CB: Poland is expected to stay on hold at 5.75%.
Romania to cut -25bps to 6.75%

June CPI: Indonesia, Korea, Peru, Philippines, Taiwan,
Turkey & Thailand

PMIs across EM

May industrial production in Brazil & Hungary

Upcoming
events

us:

Mon: ISM mfg index (Jun); Tue: Fed’s Powell & ECB’s Lagarde speak at ECB forum, JOLTS Job Openings
(May); Wed: ADP survey (Jun), Trade Balance (May), Services PMI (Jun), ISM non-mfg index (Jun), June
FOMC minutes; Thu: Weekly jobless claims (28 Jun); Fri: Non-farm payrolls (Jun), Unemp (Jun), Avg

earnings & weekly hours (Jun)

Euro Area:

Mon: Ez, Ge, Fr, It, Sp Mfg PMI (Jun), Ge CPI (Jun, p), Ge HICP (Jun, p); Tue: Ez HICP (Jun, p), Ez, It Unemp (May);

Wed Ez Composite PMI (Jun), Ez, Ge, Fr, It, Sp Services PMI (Jun), Ez PPl (May); Thu: Ez ECB account published, Ge

New mfg orders (May); Fri: Ez Retail sales (May), Ge, Fr, Sp Industrial production (May); Sun: Fr Second round of

National Assembly election

UK:

Mon: BoE lending data (May), Mfg PMI (Jun); Tue: BRC Shop Price Index (Jun); Wed: Services PMI (Jun);
Thu: General Election, Construction PMI (Jun), Nationwide HPI (Jun), BoE credit conditions survey (Q2)

Japan:

Mon: Mfg PMI (Jun), Consumer confidence (Jun)

China:

Mon: Caixin Mfg PMI (Jun); Wed: Caixin services PMI (Jun); Sun: Foreign exchange reserves (Jun)
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