The bank
ll BNP PARIBAS for a changing

world
ECONOMIC RESEARCH DEPARTMENT ﬁ

Summary Monetary gradualism in an effort to support confidence

United States m Dovish signal from the Fed m Mixed news from the Eurozone

You don’t change a winning team m China PMI rebounds

The first quarter is on track to once more be

a disappointment. Whether it will or will not Given recent developments in the world

be followed by the usual rebound is anyone’s | economy, including in the US, the eSS DN AU e

guess. The Fed, not being in the guessing reference to ‘uncertainty’ in the title of

business, is easing its policy. Janet Yellen's recent remarks at the — probability of Fed funds being at 0.50-0.75 on the

> Page 2 Economic Club of New York was most occasion of the June 2016 FOMC meeting
appropriate. For central banks, factoring

Japan in the role of uncertainty is particularly 50 2 200

The year starts off slowly complex when interest rates are very low. 45 2 150

2015 ended on a negative note and the first This calls for gradualism, as she so 40 2100

data released for Q1 do not indicate a short eloquently explained, which implies 35 2 050

term rebound in growth either. Conversely a proceeding slowly when hiking rates. The

fallin Q1 GDP seems very likely. market liked the story. It may seem odd > 2 000

> Page 3 at first glance, but with the help of the e 19%0
central bank, increased uncertainty 20 1900

France ended up being a signal to take more 15 1 850

Significant reduction in the 2015 fiscal deficit | risk... The feeling that the Fed will act 10 1 800

In 2015, France’s fiscal deficit reached 3.5% cautiously, in combination with better 5 1 7%

of GDP (preliminary estimate), marking a behaved markets, will hopefully give a o | | | 1700

significant improvement from 2014 (-0.5 confidence boost to households and Jan 2016 Feb 2016 Mar 2016 Apr2016

points). Higher GDP growth and slower companies. This would be welcomed

growth in public spending account for this around the globe, including in the Source: Bloomberg

better than expected result. Eurozone where recent sentiment

» Page 4 indicators paint a mixed picture. The
purchasing manager indices are up but

Market overview the European Commission economic Week 28-3 16 > 31-3-16

» Page 5 sentiment indicators have weakened in 2 CAC 40 4330 » 4385 +1.3 %
the first quarter compared to the previous 2 S&P 500 2036 » 2060 +1.2 %
quarter. The hard data (activity, retail it 08 %

Summary of forecasts sales) on the other hand have been : \ézlfit:)“:yr (;/I\Inley) _(1)42'2 : _;42'3 22 ;

> Page 6 rather robust and in addition the growth in , — ' -
bank lending shows that the monetary N Libor § 3M (%) 063 » 063 0.3 bp

Alsoin : transmission of the ECB is working. S OAT 10y (%) 046 » 041 45 bp
Finally, in China the just released PMI S Bund 10y (%) 0.18 » 016 2.3 bp
data show a rebound. This has been met N USTr. 10y (%)  1.89 » 179 -10.8 bp
with relief considering how dominant the 7 Eurovsdollar 112 » 114 421 %
concerns about the Chinese slowdown 7 Gold (ounce, $) 1221 » 1234  +1.1 %
have been as of late. 2 Oil (Brent, $) 399 » 400 +0.2 %

Source: Thomson Reuters

economic-research.bnpparibas.com EcoWeek 1st April 2016 — 16-13



BNP PARIBAS

United States

The flow of news from domestic spending darkened
lately. Once more the first quarter will be disappointing. The
improvement in regional business surveys is consistent with
arebound in Q2, though.

During her first public appearance since the last FOMC
meeting, Janet Yellen comforted us in our interpretation of
the decision then taken.

If projections are marginally changed, the risks
surrounding them have heightened. Given the asymmetries
affecting monetary policy at the zero lower bound (ZLB), a
pause was the reasonable decision.

Data-dependency is reaffirmed and for good reasons.
According to Janet Yellen, its credibility has helped create a
buffer from risks.

Lately, data have been released on the soft side. Consumer
spending for January was revised downwards (from +0.4% m/m to
0.0%) and February was not that dynamic (+0.2%). Before those new
figures, real consumption was en route for a solid +2.4% (quarterly
annualised rate) in Q1 ; now it looks like it will be closer to +1.4%.
The culprits are a lower disposable income and a higher savings
ratio. News from business investment was another cold shower, as
the rebound in January new orders was short-lived. Shipments of
non-defence capital goods (excluding aircraft), a coincident indicator
of business spending on equipment and software, were down 6.8%
in February (on a 3-month annualised basis). In end-2015, they had
dropped by 5.1%, and it now seems that the Q1 performance will be
even worse. In short, the first quarter will once more be a
disappointing one: the nowcasting model from the Atlanta Fed
(GDPNow), which began the quarter with upbeat readings (at one
point, it was as high as 2.7%), now is down to 0.6% (Chart).

Whether the slowdown is to last is another question, and answers
are few. At the time of writing March data for the manufacturing ISM
still were not out, but regional surveys are unanimous in announcing
a rebound. On the other hand, and even if consumers seem quite
confident, the Conference Board index having rebounded in March,
the overall message is not that optimistic. Beyond monthly ups and
downs, consumer confidence is largely unchanged since the middle
of last year, but the mix is less comforting, as expectations trend
downwards, a balance that is confirmed by the other consumer
confidence index, from the University of Michigan, and could explain
the rising savings ratio.

As for now, we tend to favour the scenario of a rebound in the
second quarter, as the labour market looks as solid as ever (bar a
slowdown in the still to-be-released March labour market report).
FOMC members would probably not disagree.

This week, Janet L. Yellen, the Fed Chair, gave her first public
appearance since the March 15-160 FOMC meeting. All in all, we
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read that speech as confirming our previous analysis of the reasons
behind the pause in the process of normalising the US monetary
policy’. In short, even if the outlook for the US economy is marginally
different from what it was in December, risks are mounting globally
and were those risks to materialise, the Fed would find it hard to fight
them as the Fed Fund Target rate remains close to zero. On the
other hand, if the US economy were to perform more buoyantly, and
inflation were to accelerate more abruptly, monetary policy would
easily help contain the associated risks.

Janet Yellen explicitly talked about this asymmetry of risks at the
zero lower bound. But she also warned against “overstating the
asymmetries affecting monetary policy at the moment”. For sure, a
central bank would never admit it lacks the necessary tools, and
Miss Yellen emphasised what remains available: the ones that were
successfully used during and after the 2007-2009 recession.
Forward-guidance and quantitative easing proved efficient once, so
there is no reason to either doubt them or consider adding negative
rates to the list.

After the March FOMC meeting, there have been mounting critics of
the Fed policy. The Fed was accused of time inconsistency, or to put
it differently, to have changed its reaction function without warning.
Last week, James Bullard, the St Louis Fed President, had already
addressed the critic 2, claiming the Fed had not been time-
inconsistent in March. This week, Janet Yellen addressed the critics
that the Fed’s communication is blurred. In essence she said: You
say our communication sucks. | say it works fine: data-dependency is
recognised enough by financial markets that they do adjust in real-
time to data releases, “resulting in movements in bond yields that act
to buffer the economy from shocks. This mechanism serves as an
important “automatic stabilizer” for the economy”. Fair enough...

1 See “Safety first’, Alexandra Estiot, Eco Week BNP Paribas, March 18, 2016.
2 “Time Consistency and Fed Policy’, James Bullard, New York Association for
Business Economics, March 24, 2016.
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Japan
The year starts off slowly

The year 2015 ended on a weak tone as Q4 GDP
contracted (-0.3% q/q).

This year is hardly looking any better. The first
indications for the first quarter do not point to an immediate
rebound in growth, much to the contrary.

Industrial output plunged in February and acquired
growth is negative in Q1. It now seems probable that GDP will
contract again in Q1.

The year 2015 ended on a weak tone as GDP contracted in Q4,
erasing the previous quarter's rebound (-0.3% q/q vs. +0.3% in Q3).
Full-year growth accelerated slightly (+0.5% year-on-year) after
virtually stagnating in 2014 (-0.1%). As to 2016, the first available
indicators for February do not point to a significant improvement in
activity in the first part of the year.

The slowdown in the emerging economies, and China in particular,
continues to handicap Japan’s manufacturing sector and exports,
especially for capital goods. In 2015, nearly 25% of Japanese
exports were shipped to China (including Hong Kong), which is
Japan’s biggest trading partner. After virtually stagnating in January
(+0.3% m/m), total exports contracted by more than 2% in February.
Machinery orders, a leading indicator of manufacturing output and
exports, declined in January (-8.8% m/m, after +1.4% in December),
pulled down by the drop-off in foreign orders (-29.4%, vs -2.2% the
previous month).

Industrial output fell sharply in February (-6.2%) as the sector
continues to scale back inventories to face up to the slowdown in
foreign demand in general and Asian demand in particular. The
decline was sharpest in the durable goods sector (-9.2% m/m). For
industrial output, acquired Q1 growth declined 2% q/q in February.
To find a comparable decline, we have to look back to Q2 2012
(-2.2% q/q), when GDP contracted 0.4%.

Despite full employment, household consumption has barely
contributed to growth in the first part of the year, after contracting
0.9% q/q in Q4. In February, the unemployment rate picked up
slightly to 3.3%, from 3.2% in January, the lowest level in twenty
years. The ratio of job offers to demand was also unchanged at 1.28
in February, the highest level since the early 1990s, signalling a
shortage of labour force despite the increase in the active population
in keeping with higher participations rate for women and seniors.
Reacting slowly to changes in labour market conditions, wages have
not accelerated, shaking household confidence. In February,
confidence dropped to the lowest level in more than a year, and the
jobs component reported the biggest decline since October 2013. In
February, retail sales contracted by more than 2% m/m. The Bank of
Japan attributed this poor showing, which mainly hit clothing sales, to
unseasonably warm temperatures.
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Under these conditions, the monetary authorities continue to be
alarmed by February’s consumer price statistics. Headline inflation
was +0.3%, while core inflation, excluding fresh produce and energy
prices, rose slightly to +0.8% (from 0.7% in January).

The Bank of Japan’s efforts to lift inflation to its 2% target have been
very slow in bearing fruit. With spring wage talks (Shunto) resulting in
smaller wage increases than those negotiated in 2015 (+2.2%),
deflation is proving hard to beat. Under these conditions, the Bank of
Japan has little choice but to continue easing monetary policy and to
opt for new actions.

In January, the monetary policy committee decided to lower the rate
of interest on excess reserves (IOER) below zero. After this 0.10 bp
cut, the IOER rate could be cut by another 0.20 points by June
unless there is a significant improvement in the list of factors the
Bank of Japan used in January to justify its decision (volatility of
global financial markets, ongoing decline in oil prices, and
uncertainty in China particularly and in the emerging and commodity-
exporting countries).
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Significant reduction in the 2015 fiscal deficit

In 2015, France’s fiscal deficit reached 3.5% of GDP
(preliminary estimate), marking a significant improvement
from 2014 (-0.5 points).

Higher GDP growth and slower growth in public spending
account for this better than expected result.

The government’s fiscal targets for 2016 and 2017 (3.3%
and 2.7%, respectively) look achievable but they cannot be
taken for granted either.

According to the INSEE’s preliminary figures, France’s fiscal deficit
came to 3.5% of GDP in 2015. This is surprisingly good news
compared to the government's forecast of 3.8%, and a significant
reduction compared to 2014 (-0.5 points). This improvement is all the
more significant since it follows a year of no improvement in the
deficit!. In 2014, fiscal consolidation had indeed come to a halt due to
the lack of growth and inflation, with a wider cyclical deficit (-0.3
points) counterbalancing the reduction in the structural deficit (+0.3
points). In 2015, inflation was still non-existent (annual average of
0% after 0.5% in 2014), but growth was much stronger (1.2% vs.
0.2%). Based on the European Commission’s estimate of French
potential growth in 2015 (0.9%), the cyclical deficit declined slightly
last year (-0.1 points) and the structural deficit much more so (-0.4
points).

The total deficit was reduced by EUR 7.4 bn, of which a little more
than two thirds (EUR 5.3 bn) can be attributed to the reduction in the
financing gap of local public administrations, which in turn is mainly
due to sharp cutbacks in investment spending (-EUR 4.6 bn). The
financing needs of the social security administration also diminished
(by EUR 2.2 bn) as did that of the state (EUR 4 bn), but this latter
improvement was offset by a similar widening in the balance of
government's agencies.

If we now look at spending and revenue trends, one result is striking:
the deficit narrowed despite a decline in public revenues as a share
of GDP. Although the decline is very small (-0.2 points to 53.2%), it is
no less significant after five years of increases. The improvement in
the fiscal deficit can thus be attributed to the reduction in the weight
of public spending as a share of GDP (-0.5 points to 56.8%). Public
spending not only increased much more slowly than GDP (+1.4% vs.
+2.3% in nominal terms), it also slowed compared to 2014 (+1.8%).
Two spending items not only slowed but truly declined in absolute
terms: the debt service (-EUR 4.5 bn), thanks to lower interest rates,
and investment spending (-EUR 5.1 bn).

Thanks to the improvement in 2015, it will not be as hard to meet the
government's 2016 deficit target of 3.3% of GDP. By the same token,
there are also better chances that France will meet its 2017 target of
bringing the deficit below the 3% threshold (to 2.7% according to the

1 The 2014 deficit was revised slightly higher to 4% of GDP, from 3.9% previously,
while the 2013 deficit was revised downwards, also to 4%, from 4.1%.
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government's forecast). Yet these targets cannot be taken for
granted, because of, on the one hand, still weak growth and inflation
prospects, and, on the other hand, a lot of new spending has been
announced, without specifying so far how these measures will be
financed. Things should become clearer once the stability
programme is updated in April. In any case, France must continue its
fiscal efforts. Deficit reduction is clearly underway, but the deficit is
still high, and the public debt ratio has yet to decline. In 2015, it
stands at 95.7% of GDP.
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GDP Growth Inflation Curr. account / GDP Fiscal balances / GDP

En % 2015 2016e 2017e 2015 2016e 2017e 2015 2016e 2017e 2015 2016e  2017e
Advanced 1.9 1.6 1.4 0.3 0.6 1.7
United States 2.4 1.9 1.5 0.1 1.4 21 -2.6 2.8 2.9 -2.5 -3.2 -3.3
Japan 0.5 0.3 0.2 0.5 0.1 1.8 3.3 3.6 3.3 -4.6 -3.7 -3.2
United Kingdom 2.2 1.7 2.0 0.1 0.5 1.9 -4.5 -4.8 -3.8 -4.1 -3.0 2.2
Euro Area 1.5 1.3 1.4 0.0 0.1 1.1 3.0 2.6 2.5 -2.2 -2.0 1.7
Germany 1.4 1.4 1.5 0.1 0.0 1.5 8.1 7.7 7.6 0.7 0.3 0.3
France 1.1 1.2 1.3 0.1 0.3 1.1 0.0 -0.1 -0.8 -3.5 -3.4 -3.2
Italy 0.6 1.0 0.9 0.1 -0.0 0.9 2.1 1.8 1.9 2.7 2.8 2.3
Spain 32 2.6 21 -0.6 -0.9 1.0 0.9 0.6 0.5 -4.8 -3.8 2.7
Netherlands 2.0 1.8 1.6 0.2 0.3 1.1 9.6 8.7 8.5 -1.8 2.0 -1.8
Belgium 1.4 1.3 1.6 0.6 0.5 1.6 0.8 1.4 1.7 2.7 2.7 -2.5
Portugal 1.5 1.5 1.5 0.5 0.3 1.2 1.0 1.2 1.4 4.1 -3.0 2.5
Emerging 4.1 41 4.6 6.0 6.4 5.4
China 6.9 6.4 6.1 1.4 1.5 1.7 2.8 3.1 2.2 2.4 -3.1 -3.3
India 7.3 7.9 8.1 4.9 5.8 5.2 -1.3 -0.6 -0.6 -4.1 -3.9 -3.5
Brazil -3.8 -4.0 0.0 9.0 9.1 7.3 -3.4 -1.0 -1.1 -10.3 -10.6 -10.3
Russia -3.7 -1.8 0.6 15.6 9.1 7.2 5.4 2.8 7.4 -3.9 -4.8 -4.7
World 31 3.0 3.2 3.6 3.9 3.8
Source : BNP Paribas Group Economic Research / GlobalMarkets (e: Estimates & forecasts)
Interest rates 2015 2016
End period Q1 Q2 Q3 Q4 Q1 Q2e Q3e Qde 2015 2016e 2017e
us Fed Funds 0.25 0.25 0.25 0.5 0.5 0.25-0.50 0.25-0.50 0.25-0.50 0.01 0.25-0.50 0.25-0.50

3-month Libor $ 0.27 0.28 0.33 0.61 0.63 0.70 0.70 0.70 0.61 0.70 1.05

10-y ear T-notes 1.93 2.35 2.03 2.27 1.79 1.75 1.65 1.50 2.27 1.50 1.75
EMU  Refinancing rate 0.05 0.05 0.05 0.05 0.00 0.05 0.05 0.05 0.05 0.05 0.05

3-month Euribor 0.02 -0.01 -0.04 -0.13 -0.24 -0.50 -0.60 -0.60 -0.13 -0.60 -0.60

10-y ear Bund 0.18 0.77 0.59 0.63 0.16 0.30 0.00 -0.20 0.63 -0.20 -0.20

10-year OAT 0.42 1.20 0.90 0.98 0.41 0.60 0.30 0.10 0.98 0.10 0.10

10-year BTP 1.29 2.31 1.73 1.60 1.23 1.45 1.25 0.95 1.60 0.95 0.80
UK Base rate 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 1.00

3-month Libor £ 0.57 0.58 0.58 0.59 0.59 0.75 0.75 0.75 0.59 0.75 1.25

10-y ear Gilt 1.58 2.03 1.77 1.96 1.42 1.40 1.47 1.50 1.96 1.50 1.80

Japan Overnight call rate 0.02 0.01 0.01 0.04 -0.00 -0.30 -0.30 -0.30 0.04 -0.30 -0.50
3-month JPY Libor 0.17 0.17 0.17 0.17 0.10 0.00 -0.05 -0.10 0.17 -0.10 -0.25

10-y ear JGB 0.40 0.44 0.35 0.25 -0.04 -0.10 -0.10 -0.10 0.25 -0.10 -0.25
Exchange rates 2015 2016
End period Q1 Q2 Q3 Q4 Q1 Q2e Q3e Qde 2015 2016e 2017e
USD  EUR/USD 1.07 1.11 1.12 1.09 1.14 1.16 1.15 1.14 1.09 1.14 1.05
usD/ JPY 120 122 120 120 112 108 110 115 120 115 124
EUR  EUR/GBP 0.72 0.71 0.74 0.74 0.79 0.77 0.74 0.72 0.74 0.72 0.68
EUR / CHF 1.04 1.04 1.09 1.09 1.09 1.14 1.14 1.16 1.09 1.16 0.01
EUR/JPY 129 136 134 131 128 125 127 131 131 131 130

Source : BNP Paribas Group Economic Research / GlobalMarkets (e: Estimates & forecasts)
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United States: The Force awakens

Eurozone: ECB: Calibrating support

Global: COP21, key points of a historic climate agreement
United States: Janet's wager

France: Inflation is not responding

United States: Rhythm Matters

France: Unemployment keeps rising

Argentina: Towards a responsible management
United States: Consumers strike back

France: Confidence held up in November

Germany:

United States: Slow and steady wins the race
France: The growth rebound is confirmed but it lacks momentum
Turkey: Corporates: the weak link

Eurozone: Fiscal tensions

Poland: Conservative right promises

United States: Resilient

Eurozone: About negative interest rates

United States: Oil and the policy mix

Eurozone: European integration: the Commission takes things in hand
Eurozone: The high risks of low inflation

France: 2016 budget proposal: austerity and stimulus
Russia: Did the economy hit the bottom?
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