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US: the better growth/lower inflation puzzle

m Survey data released this week point to stronger US growth in September = This doesn’t stop core inflation from
declining =Bond and currency markets expect the FOMC to focus on the growth indicators

How good can it get? Better than you think. That's the impression one gets
from key survey data released at the start of this month and which show the UNITED STATES: ISM VS INFLATION
economic pulse for September. Although the global manufacturing PMI was
stable at 53.2, the PMI for the eurozone rose to 58.1 (from 57.4). This brings 65 22
us close to the 17 year high of 60.5 reached in April 2000. In the US, the

ISM index for the manufacturing sector increased to 60.8 (from 58.8) with a % y " J 2
big increase of the new orders series. The non-manufacturing ISM reached 55 Y -"\.«J\ U 18
59.8 (from 55.3 in August). As expected, this caused a jump in the real-time ] V’\J\/\/ ! J\/

growth estimate (‘'nowcast’) produced by the Federal Reserve of Atlanta. 50 / 16
Annualised quarterly real GDP growth for Q3 is now estimated at 2.8%. Yet 45 14
the year over year change in the core personal consumption expenditures / Manufacturing ISM

price index has been on a declining trend since the start of the year. 40 ) 12
Although the monthly change has been stable for four months in a row, it 44 J Non-manufacturing ISM 1
has been so at a very low level (0.1%). It implies that the puzzling mix of Core PCE, yly % (RHS)

sustained good growth and subdued inflation continues, raising the question 30 0.8

about what it entails for monetary policy. Ongoing low inflation numbers S’ 21 200Cani 2t et Ca 2l

going forward would intensify the debate with some arguing that inflation is -
bound to accelerate quite soon (at some point the slope of the Phillips SRR LD
should steepen) and others defending the view that real factors like globalisation, technological change and price sensitivity of demand imply we're in
a new era. Financial markets take the view that there are enough reasons available to justify a Fed rate hike and the probability of a December move
has increased to 77%. The rise in treasury yields and the stronger dollar did not stop Wall Street from beating record after record, underpinned by the
growth environment, low rates, a cautious central bank. Hopes about cuts in corporate taxes are an additional factor and they also support the
corporate bond market: if companies were to repatriate earnings previously kept abroad this could lower bond issuance. Whereas Wall Street didn’t
bother about the dollar, Frankfurt will have welcomed the strengthening. With only three weeks to go to the crucial ECB meeting which should decide
on QE in 2018, the numerous references to the euro in the September meeting account released this week show the importance of this factor in the
thinking of the governing council members.
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Markets overview

I The essentials

Week 29-917 > 5-10-17 10y bond yield, OAT vs Bund  Euro-dollar CAC 40

2 CAC 40 5330 » 5379 409 % 140 122 5600 -
2 S&P 500 2519 » 2552 #1.3 % 120 1.20 5400

N Volatiity (VIX) 95 » 92 03 % 100 H: - :ﬁgg

7 Euribor 3M (%) -0.33 » -0.33  +0.0 bp 080 073 114 4500

2 Lbor$3M (%)  1.33 » 135 +1.3 bp 060 12 4600

N OAT 10y (%) 075 » 073 15 bp 040 045 110 sa00

N Bund 10y (%) 046 » 045 1.7 bp 020 108

AUSTLA0y (%) 233 » 235 +23 bp 000 106 4200

N Eurovsdollar 118 » 117  -09 % -0.20 1.04 4000

N Gold (ounce, $) 1284 » 1273 0.8 % 040 ——— 75t 102 —————— 5.t 3800 ——————E'hct
N Oil (Brent, $) 576 » 574 0.7 % B2215 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

€ ECB 0.00 0.00 at02/01 0.00 at02/01 €AVG57y 046 0.68 at 17/03 0.18 at 21/06 5.43% Greece 498 pb
Eonia -0.36 -0.33 at02/06 -0.37 at05/06 Bund 2y -0.73 -0.60 at 27/06 -0.96 at 24/02 2.40% Portugal 195 pb
Euribor 3M  -0.33 -0.32 at02/01 -0.33 at 10/04 Bund 10y  0.45 0.57 at 06/07 0.09 at 02/01 2 149, faly 169 pb
Euribor 12M -0.17 -0.08 at02/01 -0.17 at28/09 OAT 10y  0.73 1.4 at 06/02 0.59 at 14/06 169% Spain 124 b
$ FED 1.25 1.25 at15/06 0.75 at02/01 Corp. BBB  1.31 1.65 at 01/02 1.24 at 07/09 0.73% France 28 pb
Libor3M  1.35 1.35 at04/10 1.00 at02/01 $Treas. 2y 1.50 1.50 at 05/10 1.14 at 24/02 . .

Libor 12  1.80 1.83 at15/03 1.68 at06/01 Treas. 10y 2.35 261 at 13/03 2.05 at 08/09 0.73% Belgium 28 pb
£ BoE 025 025 at02/01 0.25 at02/01 Corp.BBB  3.49 3.90 at 14/03 3.38 at 05/09 0.71% Ireland 26 pb
Libor3M  0.34 0.37 at05/01 0.28 at01/09 £ Treas. 2y 0.39 0.42 at 27/09 0.01 at 28/02 0.64% Austria 19 pb
Libor12M  0.73 0.78 at09/01 0.59 at06/09 Treas. 10y 1.42 1.51 at 26/01 0.87 at 14/06 0.63% Finland 18 pb
At 5-10-17 At 5-10-17 ' 0.58% Netherland 13 pb

0.45% Germany

I Commodities

Spot price in dollars lowest' 17 2017(€) Oil (Brent, $) Gold (Ounce, $) CRB Foods

Oll, Brent 57 46 at 26/06  -9.3% (75(25 1400 384

Gold (ounce) 1273 1156 at 03/01  -0.9% 60 57 1350 376

Metals, LMEX 3179 2639 at 03/01 +7.6% 54 1300 1073 368

Copper (fon) 6658 5462 at 08/05 +8.5% 48 1250 360

CRB Foods 335 325 at 24/04 -11.0% ) 1200 352

w heat (ton) 149 143 at 0210 -8.2% % 150 344 L.
Corn (ton) 124 120 at 18/09 -16.1% 336

At5-10-17 " Variations 30 1100 328

4 ——————ptet 1050 —————hy 320 ——————p
2015 2016 2017 2015 2016 2017 2015 2016 2017

I Exchange Rates I Equity indices

1€= highest' 17 lowest' 17 2017 Index  highest' 17 lowest' 17 2017 2017(€)

USD 147  1.20 at 29/08 1.04 at 03/01 +11.1% CAC40 5379 5432 at 0505 4749 at 3101 +10.6% +10.6%

GBP  0.89  0.93 at29/08 0.84 at 19/04 +4.4% S&P500 2552 2552 at 05110 2239 at 02/01 +14.0% +2.6%

CHF 1.5 116 at 21/09  1.06 at 08/02 +6.9% DAX 12968 12971 at 04/10 11510 at 06/02 +13.0% +13.0%

JPY 131.96 134.04 at 21/09 115.57 at 17/04 +7.3%
AUD  1.50 1.52 at 01/06  1.37 at 23/02 +3.1%
CNY 7.78 7.99 at 03/08 7.22 at 03/01 +6.2%
BRL  3.66 3.81 at29/08 3.24 at 15/02 +6.7%
RUB 67.31 71.97 at 02/08 659.66 at 17/04 +4.5%

Nikkei 20629 20629 at 05/10 18336 at 14/04 +7.9%  +0.6%
China* 85 85 at 05/10 59 at 02/01 +46.3% +31.0%
India* 557 580 at 18/09 445 at 03/01 +19.6% +12.3%
Brazil* 2168 2168 at 05/10 1639 at 21/06 +24.6% +16.8%
Russia* 590 622 at 03/01 497 at 22/06 -6.8% -11.9%

INR  76.24 7755 at 22/09 68.18 at 07/04 +6.5% S — "~ *MSClindex
At5-10-17 Variations At5-10-17 Variations
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Eurozone: Credit environment

Bank lending environment remains favorable. The impulse stabilizes for households while demand for house purchase loans moderates
somewhat and that for consumer loans slightly increases. The impulse improves marginally for non-financial corporations, which is consistent

with a growing demand in a context where standards remain neutral (neither restrictive nor accommodative).

S bEPoN s o o

Creditimpulse*

— Households —NFC
—— Private sector —— Real GDP, %, yly
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ECB Bank Lending Survey, Expected

Indicators preview

An important week for the US with the September FOMC minutes and the inflation numbers. They may influence market expectations about a
December rate hike. Consumer confidence and retail sales will allow to assess how the US consumer is doing.

—— Credit standards to firms
Credit demand of firms
—— Real GDP, %, yly [RHS]

-6
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*Credit impulse is measured as the annual change of the annual growth rate of MFI loans

16 Annual grow th rates**, %

Real GDP Growth vs Bank Lending
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ECB Bank Lending Survey, Expected

Consumer credit demand
Consumer credit standards-
Housing credit demand
Housing credit standards -£
Rea IGDP, %, yly [RHS]

-
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Source: ECB, ECB BLS, BNP Paribas calculations

** Adjusted for securitizations

Date Country Event Period Survey Prior
10/09/2017  Germany Industrial Production SA MoM Aug - 0.0%
10/09/2017  France Bank of France Ind. Sentiment Sep - 104
10/10/2017  Japan Eco Watchers Survey Current SA Sep - 49.7
10/10/2017  France Industrial Production MoM Aug - 0.5%
10/10/2017  United Kingdom Industrial Production MoM Aug - 0.2%
10/10/2017  United Kingdom NIESR GDP Estimate Sep - 0.4%
10/11/2017  United States FOMC Meeting Minutes Sep - -
10/12/2017  France CPI EU Harmonized MoM Sep - -0.1%
10/12/2017  Eurozone Industrial Production SA MoM Aug - 0.1%
10/12/2017  United States PPI Ex Food and Energy MoM Sep 0.1% 0.1%
10/13/2017  United States CPI Ex Food and Energy MoM Sep 0.2% 0.2%
10/13/2017  United States Retail Sales Advance MoM Sep 1.2% -0.2%
10/13/2017  United States U. of Mich. Sentiment Oct 95.0 95.1
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UNITED STATES SUMMARY
= GDP growth keeps on a decent 2% pace and picked-up a bit in Q2. GDP Growth Inflation
However the fiscal outiook remains uncertain. A fiscal stimulus still is | o, 2016 2017e 2018 e 2016 2017e 2018 e
possible, but it would not be implemented before end-2017. Potential | "Aqvanced 16 2.0 21 0.8 17 16
effects are thus uncertain. United-States 15 21 97 17 21 18
= The labour market is as buoyant as ever. Still, the support to | japan 1.0 14 11 0.1 0.4 0.6
households’ disposable income is not as strong as it looks as wage | ynited-kingdom 18 16 1.0 06 27 27
infiation remains imited. Euro Area 18 22 19 02 15 14
= With inflation relatively muted at this stage of the cycle, the Fed is in Germany 19 29 20 0.4 17 16
no rush to increase rates. We forecast the Fed Funds target rates to come | rrince 11 17 17 0.3 11 0.9
at 1.25% by year-end, 2.00% by mid-2018. Haly 10 14 10 0.1 14 11
CHINA Emerging
= After a period of stabilisation and slight recovery since Q2 2016, China 6.7 6.6 6.4 2.0 1.6 2.3
economic growth is expected to slow down moderately in the coming India 7.5 7.3 7.8 4.9 4.9 5.2
quarters. Brazil 36 10 30 88 35 38
= Exports should continue to rebound and infrastructure projects will Russia -0.6 1.2 2.0 7.1 4.2 4.3
continue to drive investment. However, downside risks are h|gh due to the Source : BNP Paribas Group Economic Research (e; Estimates & forecasts)
reduction in excess production capacity in the industry and given risks of a
downturn in the property market and financial instability.
= The authorities will maintain an expansionist fiscal policy while the | INTEREST RATES & FX RATES
central bank should continue to tighten monetary conditions cautiously, | |nterest rates. % 2017 2018
especially to foster a deleveraging of financial institutions. End of period Qdel Qe Qe Q3 Qdel 2017e 2018e
US  FedFunds 125 150 1.75 200 200 1.25 200
EUROZONE Libor 3m $ 150§ 155 170 1.80 1.85| 150 1.85
= The recovery is getting stronger and broader: the dispersion of T-Notes 10y | 2.25: 2.35 250 265 275] 225 2.75
economic performances among member states is receding. Ezone ECBRefiRate | 0.001 0.00 0.00 000 000 000 0.00
= Despite the cyclical recovery, core inflation still shows no sign of a Euribor 3m -0.321-0.32 -0.32 -0.32 -0.05;-0.32 -0.05
convincing upward trend. For the recovery to enter its inflationary phase Bund 10y 070 0.80 1.00 110 125} 070 1.25
the economy has to improve further, until the point at which wages will OAT 10y 115§ 1.25 145 160 1.65] 1.15 1.65
tend to increase. UK  Baserate 025} 025 025 025 050 025 0.50
The level of slack remains uncertain though. Broader measures of labor Gilts 10y 1201 135 150 175 195} 120 195
underutilization reach 18%, double the level of the current unemployment | Japan BoJ Rate 0.107-0.10 [-0.10 [-0.10/7-0.107 /-0.107[-0.10
rate. The ECB is expected to remain cautious. JGB 10y 0.04{ 0.08 008 008 0.05j0.04 005
FRANCE Exch Rat
. , xchange Rates ~ 2017; 2018
= Aclear growth acceleration is underway. Higher rates of growth should g
\ . \ End of period Qdei Qle Q2 Q3e Qde 2017e 2018e
resume. Households’ consumption is supported by the jobs recovery but
. o . USD EUR/USD 117§ 115 116 119 123 147 1.23
restrained by the upturn in inflation. Investment and exports dynamics are
favourable. Risks lie slightly on the upside. USD/JPY 27 15 115 A 1094 112 109
GBP / USD 1291 125 129 134 140} 129 1.40
= We expect the output gap to slowly narrow and the unemployment rate USD/ CHF 0981 101 101 099 0971 098 097
to progressively decline, containing the rise in inflation. EUR EUR/GBP 0911 092 090 089 088 091 088
Fiscal policy should continue to combine growth supportive measures and EUR/CHF 1151 1.16 117 118 119 115 1.19
consolidation ones. The fiscal deficit should not be a lot more reduced but EUR / JPY 1311 132 133 132 134 131 134
it should remain below the 3% threshold. Source : BNP Paribas Group Economic Research / GlobalMarkets (e: forecasts)
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