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Time for structural policy

m Eurozone economic growth is robust. This dynamism is shared amongst its members =However,
important structural differences remain = The favourable cyclical environment calls for an economic policy
to boost potential GDP growth and strengthen the resilience

Eurozone growth is robust. 7 out of 8 countries have a manufacturing PMI way
above the 50 line (Greece is just above that level). For the services PMI 4 out of 5
are in that position (ltaly is lagging a bit). Convergence has increased: since the
start of EMU the dispersion for GDP growth, core inflation, fiscal balance, current
account balance has declined. The Great Recession did see an increased
divergence in terms of unemployment and output gap but since then this has
improved a lot.

There is a risk of being “blinded by the light”, of looking too much at the cyclical
picture and paying insufficient afttention to persistent structural differences
between eurozone countries. These differences are an important issue. They
imply that in the long run some countries will be able to grow faster than others, e.
g. because they benefit from stronger productivity growth. Citizens in slow growth
countries may feel left behind. They also imply that some countries will be less
resilient to shocks than others, because they have a high public sector debt
burden (which would mean little or no policy leeway to support growth in case of a
recession), because private sector debt is high (which weighs on final demand
responsiveness to monetary easing) or because, as is the case in Italy and
Portugal, non-performing loans are still high.

EUROZONE: PURCHASING MANAGER INDEX

Services

Manufacturing

EZ AT FR BD GR IR IT NL ES
Aug-16 51.7 52.1 48.3 53.6 50.4 51.7 49.8 53.5 51.0
Sep-16 52.6 53.5 49.7 49.2 51.3 51.0 53.4 52.3
Oct-16 53.5 53.9 51.8 48.6 52.1 50.9
Nov-16 53.7 48.3 53.7 52.2
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Jan-17
Feb-17
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May-17
Jun-17
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52 54

Sources: Markit, BNP Paribas

As a consequence, boosting potential GDP growth and economic resilience are important objectives for structural economic policy. The current
environment is supportive for such a policy. There is no longer a need for short-term fire-fighting and to the extent that some of these efforts could create
some headwind in the short run, countries are now better positioned to cope with them. Finally, policies conducted in individual countries create positive

externalities and make the eurozone as a whole more robust.

William De Vijlder
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On our radar screen

Eurozone:; cyclical convergence, structural differences

u The Eurozone has seen cyclical convergence in recent years with a reduced dispersion across of variables like
fiscal balance, unemployment, inflation = Structural differences remain sizeable and influence long-term growth as
well as the resilience to shocks

The eight following charts illustrate the points made in this week’s editorial. With the exception of the chart on non-performing loans, the charts show
the evolution of the cross-sectional standard deviation for different economic variables. It is useful to look at the dynamics but also at the level: the
standard deviation of unemployment has declined in recent years but, looking at the scale, remains at a high level. The dispersion in terms of
productivity (output per hour) has fluctuated quite a bit but the range has been narrow. On average however, the standard deviation is high.

The picture which emerges is quite mixed. On the positive side one should note

1. The declining standard deviation of the fiscal balance, which moreover converges to a low level
2. The decline in the standard deviation of the output gap
3. The declining standard deviation of core inflation

On a less positive or even negative note we have

The high dispersion in the unemployment rate.

Moreover the dispersion remains well above the low point before the Great Recession
The jump in the standard deviation of public sector debt, with no subsequent decline
The jump in the standard deviation of private sector debt, with no subsequent decline
Labour productivity fluctuates a lot and the standard deviation remains high

In several countries the banking sector still has a high level of non-performing loans

Sk whd=

Sizeable structural differences imply that countries will grow at different speeds which may complicate the conduct of monetary policy, which of
course applies to the Eurozone as a whole. In addition, they also reflect differences in terms of resilience to economic shocks, fiscal policy leeway
and responsiveness to monetary policy.

William De Vijlder

Harmonised unemployment rate, % Labor productivity (per hour worked) (2016 PPP USD)
e standard deviation EZ 11 e standard deviation EZ 11
7 16,0
6 15,5
5
15,0
4
14,5
3
2 14,0
1 13,5
1999 2001 2003 2005 2007 2009 2011 2013 2015 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017f
Sources: Eurostat, BNP Paribas Sources: The Conference Board, BNP Paribas
<l The bank
{ BNP PARIBAS for a changing
e

world



Ecoweek 17-28 // 13 July 2017 economic-research.bnpparibas.com

Output gap, % Harmonised core CPI, yly%
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General government consolidated gross debt, % of GDP Total credit to the private non-financial sector, % of GDP
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Fiscal balance, % of GDP Non-performing loans as a % of total gross loans
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Markets overview

M The essentials
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N USTr 10y (%) 239 » 233 66 bp 000 106 4200
7 Eurovsdollar 114 » 114 403 %  -020 104 4000
7 Gold (ounce, §) 1210 » 1222  +1.0 % 040 ———— 102 ———————7, 3800
2 Ol (Brent, §) 469 » 478 .8 % . 2315 2016 2017 2015 2016 2017 2015 2016 2017
— bunas
I Money & Bond Markets
Interest Rates highest' 17 lowest' 17 Yield (%) highest' 17 lowest' 17 10y bond yield & spreads
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Eurozone: Strong growth

Our new pulse indicator shows the buoyant economic situation: most indicators are above their long-term average (Y-axis) and their most recent
readings have been above expectations (X-axis). Compared to the long-term average, core inflation remains an issue.

Actual, Standard deviations from mean (z-score)
o

# Business Climate Indicator (Jun'17) B CPI, yly (May' 17))
X Economic Confidence (Jun' 17) X Services PMI (Jun' 17)

+ Unemployment Rate (May' 17)

*GDP,g/q (Q1'17)
3

A Retail Sales, m/m (May' 17)

® CPI Core, yly (Jun'17)

Manufacturing PMI (Jun' 17)

= Industrial Production, m/m (April' 17)

1

2

Surprise, Standard deviations from mean (z-score)

Note: z-score is a score which indicates how many standard deviations an observation is from the mean: z=(x-u)/c where x: observation, y: mean, o:
standard deviation.
On the X-axis, x corresponds at the last known surprise for each indictor represented on the graph, p and o corresponds respectively to the mean and the

standard deviation of the last 24 value for monthly data and the last 8 quarters for quarterly data.

On the Y-axis, x corresponds at the last known value of indicator, p and o corresponds respectively to the mean and the standard deviation for this indicator
since 2000.

Indicators preview

An important week for the Eurozone with several data releases and, of course, the ECB meeting

To watch from 17 to 21 July 2017

Sources: Eurostat, Markit, BNP Paribas

Date Country Event Period Survey Prior
17/07/2017 us Empire Manufacturing Survey July 15,0 19,8
18/07/2017 Eurozone ECB Bank Lending Survey

Eurozone HICP, m/m June -0,1%
Eurozone HICP Core, yly June 1,1%
UK RPI, m/m June 0,4%
19/07/2017 usS Housing Starts June 1170k 1092k
us Building Permits June 1210k 1168k
20/07/2017 us Philadelphia Fed manufacturing survey July 23,7% 27,6%
Eurozone ECB Governing Council Meeting July 0,0%
Eurozone Consumer Confidence July -1,3
UK Retail Sales Ex Auto Fuel, m/m June -1,6%
Japan BOJ Monetary Policy Statement
21/07/2017 Eurozone ECB Survey of Professional Forecasters
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UNITED STATES Annual growth, % 2016 2017e 2018e
= GDP growth keeps on a decent 2% pace and may have picked-up in Q2.  GPP 16 22 26
However the fiscal outlook remains uncertain. A fiscal stimulus still is ~ Private consumption = I
possible, but it would not be implemented before end-2017. Potential effects ~ Gross Fixed Capital Formation 05 50 55
are thus uncertain. Exports 0.4 3.0 2.6
= The labour market is buoyant than ever. Stil, the support to households ~ C°nsumer Price Index (CP) 132025
disposable income is not as strong as it looks as wage inflation remains _CP!ex food and energy L2 2) 2/
limited Unemploy ment rate 4.9 4.6 4.2
_ , , , L Current account balance -2.6 -2.8 -3.1
= With inflation relatively muted at this stage of the cycle, the Fed is in no Fed. Govt. Budget Balance (% of GDP) y 9 a5
rush to increase rates.. We forecast the Fed Funds target rates to come at — N ' ' '
1.25/1.50% by year-end, 2/2.5% by mid 2018. Gross Fed Govt Debt (% GOP) M )
CHINA Annual growth, % 2016 2017e 2018e
= After a period of stabilisation since Q2 2016, growth is expected to slow GDP 67 66 64
down moderately in the short term. Industrial output 6.0 6.5 6.0
= Exports should continue to rebound and infrastructure projects will Gross Fixed Capital Formation (nominal) 8.1 8.5 8.0
continue to drive investment. However the downside risks are high due to Exports (nominal) 17 6.0 5.0
the reduction in industrial production capacity, risks of a downturn in the real Consumer Price Index (CPI) 2.0 1.8 2.3
estate market and greater financial instability, and slow growth of household Producer Price Index (PPI) 6.0 6.5 6.0
revenues. Current account (% GDP) 1.8 1.4 1.1
= The authorities are expected to maintain an expansionist fiscal policy, Gen. Govt. Balance (% of GDP) 38 3.2 3.0
while the central bank continues to tighten monetary conditions very Foreign reserves ($bn) 3011 3024 3072
cautiously.
EUROZONE Annual growth, % 2016 2017e 2018e
= The recovery is getting stronger and broader: the dispersion of economic GDP 719 16
performances among member states is receding. Private consumption 1.9 1.5 1.4
. . . . . . Gross Fixed Capital Formation 35 1.9 2.6
= Despite the cyclical recovery, core inflation still shows no sign of a =— P o0 r v
convincing upward trend. For the recovery to enter its inflationary phase the c E e ——r— 0'2 1'6 1'4
economy has to improve further, until the point at which wages will tend to onsumer Price Index (CP) ' ' :
increase CPl ex food and energy 0.9 1.1 14
. . | t rat 10. . .
= The level of slack remains uncertain though. Broader measures of labor gnemptoymen trZT g g 22 2?
underutilization reach 18%, double the level of the current unemployment FHTen aceoin natanee : ' :
rate. The ECB is expected to remain cautious. Gen. Govt Balance (% of GDP) A5 A4 A3
Public Debt (% GDP) 913  90.3  89.0
FRANCE Annual growth, % 2016 2017e 2018e
= A clear growth acceleration is underway. Higher rates of growth should GDP 1116 16
resume. Households’ consumption is supported by the jobs recovery but Private consumption 1.8 1.4 1.6
restrained by the upturn in inflation. Investment and exports dynamics are Gross Fixed Capital Formation 2.7 2.4 3.1
favourable. Risks lie slightly on the upside. Exports 1.2 2.9 3.7
= We expect the output gap to slowly narrow and the unemployment rate g;?sum;r:r'cz index (HCP) gz ;3 ;'g
to progressively decline, containing the rise in inflation. T eXI 0 a”t et"ergy T e o
. . . . . nemploy ment rate . . X
= Fiscal policy should continue to combine growth supportive measures Currenpt a);coum balance 06 my r
and consolidation ones. The fiscal deficit should not be a lot more reduced Gen. Govt. Bal % of GDP 3'4 3’0 2'8
but it should remain below the 3% threshold. en. Bovt alance (% of GDP) - - -
Public Debt (% GDP) %.3 9.3  96.2

Sources: BNP Paribas Group Economic Research, European Commission ;e: Estimates and forecasts
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GDP Growth Inflation

% 2016 2017 e 2018 e 2016 2017 e 2018 e

Advanced 1.7 2.0 1.9 0.8 1.7 1.9

United-States 1.6 22 2.6 1.3 2.0 2.5

Japan 1.0 1.4 1.0 -0.1 0.6 0.7

United-Kingdom 1.8 1.8 1.1 0.6 2.6 2.6

Euro Area 1.7 1.9 1.6 0.2 1.6 1.4

Germany 1.8 2.0 1.9 0.4 1.8 1.7

France 1.1 1.6 1.6 0.3 1.3 1.0

Italy 1.0 1.2 0.6 0.1 1.6 1.2

Spain 3.2 2.8 2.2 0.3 2.1 1.6

Emerging 41 4.6 4.9 4.4 3.2 3.5

China 6.7 6.6 6.4 2.0 1.8 2.3

India 71 75 7.9 4.5 4.6 4.9

Brazil -3.6 0.5 3.0 8.8 3.6 4.0

Russia 0.2 1.4 1.6 7.1 4.5 45

World 31 35 3.7 2.8 2.6 2.8

Source : BNP Paribas Group Economic Research (e: Estimates & forecasts,)

Interest rates, % 2017 2018

End of period Q1 Q2e Q3e Qée Qte Q2e Q3e Qde 2016 2017e 2018e

us Fed Funds 1.00 1.25 1.25 1.50 1.75 2.00 2.25 2.50 0.75 1.50 2.50
Libor 3m §$ 1.15 1.20 1.50 1.75 1.90 2.05 2.25 2.45 1.00 1.75 2.45
T-Notes 10y 2.40 2.20 2.60 3.00 3.10 3.25 3.25 3.25 245 3.00 3.25

Ezone Taux "refi" BCE 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.25 0.00 0.00 0.25
Euribor 3 mois -0.33 -0.33 -0.36 -0.36 -0.36 -0.36 -0.16 0.05 -0.32 -0.36 0.05
Bund 10y 0.33 0.29 0.60 0.80 1.00 1.20 1.40 1.50 0.11 0.80 1.50
OAT 10y 0.97 0.74 1.05 1.25 1.45 1.65 1.80 1.90 0.69 1.25 1.90

UK Base rate 0.25 0.25 0.25 0.25 0.25 0.25 0.50 0.50 0.25 0.25 0.50
Gilts 10y 1.07 1.00 1.10 1.25 1.40 1.55 1.80 2.00 1.24 1.25 2.00

Japan BoJ Rate -0.06 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.06 -0.10 -0.10
JGB 10y 0.07 0.06 0.07 0.08 0.08 0.08 0.08 0.08 0.05 0.08 0.08

Exchange Rates 2017 2018

End of period Q1 Q2e Q3e Qde Qte Q2e Q3e Qde 2016 2017e 2018e

usD EUR / USD 1.07 1.10 1.07 1.04 1.05 1.06 1.08 1.10 1.05 1.04 1.10
usb/ JPY 1M1 115 117 120 118 116 114 112 117 120 112
GBP / USD 1.25 1.31 1.30 1.30 1.30 1.29 1.29 1.29 1.24 1.30 1.29
USD/ CHF 1.00 1.00 1.05 1.08 1.07 1.06 1.04 1.05 1.02 1.08 1.05

EUR  EUR/GBP 0.86 0.84 0.82 0.80 0.81 0.82 0.84 0.85 0.85 0.80 0.85
EUR / CHF 1.07 1.10 1.12 1.12 1.12 1.12 1.12 1.15 1.07 1.12 1.15
EUR / JPY 119 127 125 125 124 123 123 123 123 125 123

Source : BNP Paribas Group Economic Research / GlobalMarkets (e: Estimates & forecasts)
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