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China

The authorities continue to ease their monetary policy
stance cautiously and broaden their scope of action on the
fiscal policy front in order to stimulate domestic demand.

Growth in investment in infrastructure projects will
reaccelerate this year, especially thanks to the recovery in
local governments’ revenues and financing sources. Some
tax cuts should help revive household consumption and
corporate demand.

Fiscal deficits have widened in recent years and public
debt has increased, as the result of the growth slowdown and
countercyclical policy measures.

China’s sovereign risk remains very good. Yet it is
coming under mounting pressure given the country’s
lessening economic dynamism and the rise in contingent
risks.

Economic growth has continued to slow down in early 2016 and real
GDP growth stood at 6.7% year-on-year in Q1, down from 6.8% in
Q4 2015. The official target range for this year's real GDP growth
has been set up at 6.5% to 7%. By announcing this target at the
National People’s Congress (NPC) in early March, Beijing clearly
expressed its intention to stabilise (and therefore boost) economic
growth this year. Structural reforms aiming to improve the quality of
supply, to rebalance China’s growth engines and to promote more
harmonious economic development are still medium-term priorities.
In the short term, however, the authorities intend to foster demand
through a “cautious” monetary policy easing and a more “proactive”
fiscal policy!.

A resolutely accommodating fiscal policy

When defining countercyclical policies, the Chinese authorities have
most often placed emphasis on changes in the monetary and credit
policy stance, as well as on public infrastructure spending. Fiscal
policy is now being given a bigger role in response not only to the
severe, sustained slowdown in activity, but also to the growing risks
associated with monetary easing. Corporates and local governments
are already excessively indebted, and banks have had to cope with
an increasingly rapid rise in non-performing loans since 2012.
Consequently, the monetary authorities have to pursue a very
cautious stimulus policy. They are likely to continue to prefer targeted
measures aimed at directing credit towards certain sectors. Yet even
a mild growth acceleration in total social financing will lead to further
increase in the total domestic debt-to-GDP ratio (already above
200% at year-end 2015). This will prevent any clean-up efforts in the
corporate sector (especially by state-owned enterprises) and any
reduction in credit risks in the financial system, especially if the
monetary policy stimulus is accompanied by another deterioration in
credit efficiency (see graph 1).

1 See « China: Priority on stabilising growth », EcoWeek, 18 March 2016.
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Faced with this situation, the government broadened its scope of
action on the fiscal policy front. Growth in investment in infrastructure
projects, which has long played a macroeconomic stabilising role in
China, is likely to accelerate in 2016. In 2015, the financial difficulties
of local governments contributed to the slowdown in infrastructure
investment (+17% in nominal terms, down from 20% in 2014). This
year, local governments should benefit from a rebound in revenues
from land sales (following their collapse in 2015), from lower debt
servicing charges (thanks to programmes to swap bank loans for
less costly bond issues), and from a better access to financing
sources (after the period of tightening that followed the adoption of
the new budget law in late 2014). The government also intends to
promote financing of infrastructure projects via public policy banks as
well as via public-private partnerships.

In addition, some tax cuts have already been introduced and other
measures are planned in the short term, in order to stimulate
household consumption and reduce corporate costs. The
government is also continuing a reform to gradually introduce VAT in
all sectors. By replacing the current sales-based tax system with one
based on value-added, the reform should encourage the search for
profits, and at the same time reduce the tax burden on corporates.

Widening fiscal deficits...

During the NPC, the authorities unveiled a series of economic policy
objectives for 2016. On the fiscal front, they are calling for an
increase in the “target” fiscal deficit to CNY 560 bn, or 3% of GDP.
By announcing the largest fiscal deficit ever targeted in China, the
government is clearly signalling its determination to make greater
use of its fiscal manoeuvring room. Actually, the new tax measures
combined with the strengthening in infrastructure spending will
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further strengthen the easing of the fiscal policy stance, which has
already been in expansionary mode since 2012 (fiscal policy was
tightened in 2010-2011 after a huge stimulus package was
implemented in response to the late 2008 global shock). As a result,
the fiscal deficit target, which is announced at the beginning of each
year and signals the policy stance, has been gradually increased,
from 1.5% of GDP for 2012 to 3% for 2016.

An “actual” fiscal deficit is also reported (its definition is not exactly
identical to the “target” deficit, which limits comparisons between the
two). The actual fiscal deficit rose from 1.6% of GDP in 2012 to 3.5%
in 2015. Growth in fiscal revenues has continuously slowed down
since 2012 and reached 8.4% in 2015. This figure includes certain
special state funds, previously considered off budget and now
integrated in government accounts, and without which it would have
been lower. Fiscal revenues (over 80% of which come from taxes)
remained close to 22% of GDP in 2015 (which is very moderate
compared to advanced economies). Growth in total government
expenditure also slowed down in 2012-2014, but to a lesser extent
than revenues. Growth in infrastructure investment (which is largely
off budget) picked up at the same time. In 2015, growth in
government expenditure included in the official budget rebounded
(+15.8%, vs. 8.3% in 2014), as the government partially
compensated for the financial troubles of local governments
(traditionally responsible for infrastructure projects) in order to
support continued public investment growth (which yet decelerated
last year).

Official budget statements published by the authorities in fact report
only part of local governments’ activities. The IMF publishes its
estimate of China’s “augmented” fiscal deficit, which probably
provides a better picture of the country’s actual fiscal performance.
The IMF revises the official targeted fiscal balance by adding state
and social security funds, and then “off-budget’ revenues and
expenditures of local governments (land sales, infrastructure
investment). In the end, the total augmented deficit, i.e. the net
financing needs of the entire general government, was estimated at
7.3% of GDP in 2014, compared to 6.5% in 2012. It is likely to near
8% in 2015 (see graph 2). This highlights China’s rather poor fiscal
performance of local governments on the whole.

... increasing public debt and rising contingent risks

Public finances have been hit by the economic slowdown and the
countercyclical fiscal policy implemented over the past four years.
Deficits have risen and the total general government debt has
swelled. However, a distinction must be made between the central
government and local governments. Central government debt is still
very moderate at about 20% of GDP, and debt dynamics are not
worrying. Local government debt, in contrast, is much more alarming.

It has increased rapidly in recent years, first in 2009 due to the post-
crisis stimulus package, and then since 2012 due to the strong rise in
infrastructure investment (largely debt financed). Local government
debt rose from less than 20% of GDP in 2007-2008 to an estimated
38% in 2015. At the same time, the debt servicing capacity of local
governments has eroded, as the projects that have been financed
proved to be either not profitable enough or not profitable early
enough. Local governments’ revenues have also eroded due to the
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A rather mediocre fiscal performance
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economic slowdown and to the downturn in the real estate market
from late 2013 to 2015.

China’s sovereign risk is seen as very low, notably thanks to the
moderate levels of central government deficits and debt, easy access
to financing (mostly domestic) and the government's large asset
holdings (including foreign exchange reserves). Yet sovereign risk is
coming under increasing pressure due to the economic slowdown
and to the rise in contingent risks. These contingent risks can be
attributed to the excessive debt of local governments and state-
owned enterprises, which the central government may have to
support if necessary, and to high credit risks in the financial sector.
Moreover, the authorities are giving short-term priority to stabilising
growth, at the risk of delaying needed structural reforms aiming to
restructure state-owned enterprises, improve the finances of local
governments and clean up the financial system. In this context, two
main credit rating agencies have recently revised their outlook on
China’s long-term foreign-currency sovereign ratings (of Aa3 for
Moody’s’ and AA- for Standards & Poor’s) to negative from stable.
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United States

After months of acceleration, core inflation slowed down
a bit. On the one hand, it could be the result of base effects.
On the other hand, the acceleration period could have been
the result of temporary factors.

In the recent past, inflation already recorded a short-lived
acceleration. That experience explains the prudence of the
Fed before crying victory.

Some factors plead for inflation to remain at current
levels (oil prices, past appreciation of the USD, expectations).
Others call for further improvement (the narrowing output
gap, the normalising labour market).

Lately, inflation seems to have accelerated in the US. This is the
message from several measures. For Janet L. Yellen, the Fed’s
Chair, doubts remain about the sustainability of that development: “It
is too early to tell if this recent faster pace will prove durable™. The
challenge is indeed to know whether the acceleration is “the” one
that has been awaited for so long — the Fed has been missing its 2%
inflation target for the last 46 months? — or if the development only
mirrors what happened in 2011-2013, when the upward trend proved
short-lived. The question is all the more open as inflation appears to
have slowed a bit in March.

Between January 2011 and March 2012, inflation went up from 1% to
2.3% (year-on-year). This acceleration was partially artificial due to
weak monthly price inflation in 2010, which illustrates the bell profile
of core inflation between 2011 and 2013. Month on month, core
prices increased slightly faster in 2011 (and early 2012), but more or
less at the same pace as in 2009. Yet monthly trends were so weak
in 2010 that they created a strong base effect in 2011, resulting in an
apparently strong acceleration in annual inflation. Once these base
effects were eliminated, annual inflation decelerated again.

To isolate the trend from fluctuations, economists usually rely on
“core” measures. The most used is the one that excludes food and
energy, as those prices are both volatile and dependent on factors
monetary policy cannot influence. Other measures exist, such as
“trimmed-mean” indexes. Such measures do not exclude the same
indices from one month to the other, but each month the ones that
experience the strongest developments, either up or down. For
instance, the trimmed-mean PCE inflation rate from the Dallas Fed
excludes 24% of the weight from the lower tail and 31% of the weight
in the upper tail. For some years, we have been using our own

"“The Outlook, Uncertainty, and Monetary Policy”, Janet L. Yellen, Speech at the
Economic Club of New York, March 29t, 2016.

2|n the US, there are two main sets of inflation data. The Consumer Price Index (CPI)
from the US Bureau of Labor Statistics and the price index for Personal Consumption
Expenditure (PCE). The latter is the one targeted by the Fed, at 2% in the medium-
term.
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measure, the “augmented-core”, which is built using the Bank of
Canada’s definition of core inflation with US data3.

A few weeks ago, our London colleagues came up with another idea:
the “core-core” index*. The idea is to build an index that is mostly
driven by domestic demand and wages. Excluding food and energy —
which prices are highly depend on international financial markets,
geopolitics and/or the climate — does not completely strip inflation
measures from non-domestic developments as some goods have a
high import content, some are strongly, even if indirectly, linked to
energy prices (transport). Finally, the price of some goods and

3 The index excludes from the CPI price indices of: fruit, vegetables, gasoline, fuel ail,
natural gas, homeowner equivalent rent of primary residence, inter-city transportation
and tobacco products.

4 “Eurozone inflation : at the core of the core”, Clemente De Lucia, Gizem Kara and
Luigi Speranza, BNP Paribas Global Markets, March 18, 2016.
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services can be influenced by the government (which is probably
more the case in Europe than in the US).

To decide on which prices to exclude from the core CPI, we run
regressions for each sub-component. The ones showing the
strongest relations with the output gap are then aggregated, using
the correlation coefficients to determine the weights. Our core-core
CPI covers a bit less of 50% of the overall CPl components,
confirming that domestic prices, even if sensitive to the output gap,
also are dependent on other factors. They are: 1/ the value of the
dollar, which affects the price of imported goods as well as of goods
which production, even if domestic, is import-intensive, 2/ the price of
energy, 3 /food prices, to a lesser extent.

As for the bell-shape development in prices that occurred between
early 2011 and mid-2013, our core-core index suggests the output
gap played a key role. Indeed, the narrowing of the output gap
markedly accelerated to then slow down abruptly, and the core-core
CPI index followed the same path. On top of that phenomenon, oil
prices surged in early 2011, pulling inflation expectations. But in the
meantime, wages remained soft, and that could be the reason why
the acceleration in prices failed to be sustained. During that period,
the purchasing power of one hour earnings (of non-supervisory
production workers of the private sector) was essentially flat to
decelerate markedly in early 2013 when the payroll tax rates gained
2 percentage points.

Thanks to recent monetary policy decisions from both the ECB and
the Fed, the appreciation of the dollar did not just stop, it also
reversed part of the previous increase, and stabilised. In real trade-
weighted terms, the dollar had gained almost 20% between
July 2014 and January 2016. As of March 2016, it was down by 3%
from its peak. The correction is not huge, but enough to mark the
brake of a trend, which is key for exporters and importers to adapt
accordingly their pass-through decisions. The price of oil remains a
risk, though. Together with the dollar, it seemed having reached a
floor in end February. On the 11, the West Texas Intermediate was
at an all-time low of USD 26.14 per barrel (bbl). Since then, it
rebounded, reaching USD 42.12 /bbl on April the 12t Still, the
outlook is uncertain, as shown by the renewed downward pressures
following the inability of the OPEC countries to agree on a production
quotas.

As for wages, there has been some acceleration, even if the trend
could be running out of steam. Hourly earnings for non-supervisory
production workers of the private sector were up by a limited 1.6%
yly in early 2015. A year later, that rate was 2.5%. Still, that
momentum was absent of February and March data, and the year-
on-year gain slowed to 2.3%. There are, however, reasons for
optimism, as the unemployment rate is now within the estimate range
for the NAIRU (Non-Accelerating Inflation Rate of Unemployment).
Even if the 4%-trend of the late 1990s or early 2000s should not be
expected anytime soon, the normalisation of the labour market is
indeed getting obvious, as illustrated by our SLACK Index5.

5 The SLACK index is constructed from the sum of standardised indicators. It is read
as the standard deviation from the average. Its components are comprised of the
underemployment indicators cited by Ms. Yellen (“What the Federal Reserve is Doing
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to Promote a Stronger Job Market’, 2014 National Interagency Community
Reinvestment Conference, Chicago, 31 March 2014): the number of employees
working fewer hours than they would like, the hiring and quitting rates, the labour force
participation ratio for the 25-54 age group, the share of long-term unemployed, and
wage trends. See “The truth is out there — or why the falling unemployment rate is late
accelerating wages’, Alexandra Estiot, BNP Paribas Conjoncture, October-November
2014.
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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 1.6 1.5 0.1 1.3 21 -2.7 2.8 2.9 -2.5 -3.2 -3.2
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 2.3 1.7 2.0 0.1 0.6 1.8 -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 0.1 1.4 8.1 7.7 7.6 0.7 0.3 0.3
France 1.2 1.2 1.3 0.1 0.2 1.1 -0.1 -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 2.0 2.0 2.7 2.8 2.3
Spain 32 2.6 21 -0.6 -0.8 1.0 0.9 0.6 0.5 5.2 -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 -3.0 -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 -3.3 -1.0 -1.1 -10.3 -8.4 -8.2
Russia -3.7 -1.8 0.6 15.6 7.9 6.8 5.4 2.8 7.4 -3.7 5.3 -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 Qée 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 0.00 0.00 0.00 0.05 0.00 0.00
3-month Euribor 0.02 -0.01 -0.04 -0.13 -0.24 -0.30 -0.30 -0.30 -0.13 -0.30 -0.30
10-y ear Bund 0.18 0.77 0.59 0.63 0.16 0.20 0.00 -0.20 0.63 -0.20 -0.20
10-y ear OAT 0.42 1.20 0.90 0.98 0.41 0.50 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 -0.30 -0.30 -0.30 0.17 -0.30 -0.50
10-year JGB 0.40 0.44 0.35 0.25 -0.04 -0.35 -0.35 -0.35 0.25 -0.35 -0.50
Exchange rates 2015 2016
End period Q1 Q2 Q3 Q4 Q1 Q2e Q3e Qde 2015 2016e 2017e
usD EUR / USD 1.07 1.1 1.12 1.09 1.14 1.16 1.15 1.14 1.09 1.14 1.05
usSD/ 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: Potential problem

France: Fiscal targets maintained

Brazil: Rebuilding confidence for a fresh start
United States: Already over?

Japan: Gloomy Tankan

United States: You don’t change a winning team
Japan: The year starts off slowly

France: Significant reduction in the 2015 fiscal deficit
France: A slow but unobstructed recovery
Netherlands: Getting its house in order

China: Priority on stabilising growth

United States: Safety first

Spain: Deadlocked

United States: Risk management

Eurozone: The ECB changes gear

Germany: Inflation back in negative territory
France: Unemployment declines: the first in a series?
United States: Household blues?

Germany: Businesses on red alert

France: Confidence shaken

United States: Positive signs

Eurozone: A lower growth profile

Ireland: General election against a background of economic recovery
United-States: If labour was the only criterion...
Portugal: Still needs to prove its worth

Eurozone: Oil and inflation: between rounds

United Kingdom: With love from him to them

Saudi Arabia: Time to accelerate reforms
Germany: A sluggish start

France: Investment, the new growth engine?

Brazil: No remission expected in the short term
China: Put to the test

United States: What about inflation?

Greece: When can we expect to see growth?
United States: If wishes were horses...

Eurozone: Negative deposit facility rate and lending
France: Growth blew hot and cold in late 2015
United States: Cool Hand Stan

Emerging countries: Country risk mapping

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
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