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Hercules, Sisyphus and monetary policy

uThe IMF is upbeat on the growth outlook yet argues that the recovery is incomplete =it also expresses concern about
yield chasing behaviour of investors mMultiple objectives imply one cannot solely rely on monetary policy

They look like the two sides of a coin. One is nice and shiny, the other a bit less
so. Starting with the former, chapter 1 of the IMF's World Economic Outlook
offers comfortable reading. Growth is strengthening, more so than expected. It is
broad based in terms of demand components and geographies and forecasts
have been revised upwards. Yet it considers that the recovery is not complete:
growth remains weak in many countries, low inflation points towards slack which
has not been eliminated and per capita growth prospects are too low. Against
this background, the title of chapter 1 of the IMF's Global Financial Stability
Report may come as a surprise: “Is growth at risk?” The message here is that
better growth, low inflation and ongoing low interest rates have improved the
near-term outlook for financial stability but that the ensuing search for yield and
leverage by investors might end up increasing vulnerabilities in the medium run.

The implicit question of the two companion publications is how much is enough
in terms of growth, monetary stimulus, leverage, risk taking. The answer is not
straightforward. One, a pick-up in credit growth, an increase in investor risk
appetite and a rise in asset prices are an integral part of the monetary
transmission mechanism. They can be considered as intermediate objectives of
monetary reflation, with the ultimate purpose of having inflation converging
sufficiently towards its target. Two, the relationship is not linear. It has taken a
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Herculean monetary effort to trigger somewhat of an increase in inflation. Three, yield chasing strategies may end up creating fragility to minor interest rate or
growth shocks, raising a concern of ending up back at square one: monetary policy as a work of Sisyphus. In that respect it is worth keeping in mind that low
nominal interest rates and huge central bank balance sheets offer little policy leeway to address downturns.

The overall objective for economic policy is maximising the level of welfare. This implies that policy makers should try to avoid downturns. For some this would
mean leaning against the wind: some monetary tightening to cool down investor risk appetite and, in some countries, the housing market. However this could
be conflictual with the other policy objectives (raise potential GDP growth and meet the inflation target). The Dutch Nobel prize laureate Jan Tinbergen taught
us a long time ago that multiple objectives require an equivalent number of instruments. Combining monetary, macroprudential and structural policy is a better
idea than relying exclusively on central bank action to achieve what is after all an ambitious agenda.

William De Vijlder
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Markets overview
I The essentials
Week 6-10 17 > 12-10-17 10y bond yield, OAT vs Bund  Euro-dollar CAC 40
2 CAC 40 5360 b 5361 +0.0 % 122 5600
2 S&P 500 2540 » 2551 0.4 % 280 120 5400 o361
2 \olatiity (VIX) 97 » 99 403 % 210 ez 118 118 5200
. 116 5000
7 Euribor 3M (%) -033 » 033 #0.0 bp oo ™ oo
2 Lbor$3M (%)  1.35 » 1.36  +0.8 bp 112 4600
N OATHO0y (%) 074 » 071 32 bp 110 110 4400
N Bund 10y (%) 046 » 045 16 bp g0 108
SUSTRAOy (%) 237 » 232 47 0.45 106 4200
7 Eurovsdollar 117 » 118 +.0 % ' 1.04 4000
7 Gold (ounce, $) 1272 » 1293  +1.7 % 040 ————35¢ 102 ————————p¢ 3800 —— 7%t
2 Oil (Brent, $) 554 » 563 .7 % 2015 2016 2017 2015 2016 2017 2015 2016 2017
— Bunds
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 043 068 at 17/03 0.18 at 21/06 5.40% Greece 495 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 2.33% Portugal 187 pb
Euribor 3M  -0.33 -0.32 at02/01 -0.33 at 10/04 Bund 10y  0.45 0.57 at 06/07 0.18 at 18/04 2 06% faly 160 pb
Euribor 12M -0.18 -0.08 at02/01 -0.18 at 10/10 OAT 10y  0.71 1.14 at 06/02 0.59 at 14/06 164% Span  119.b
$F.ED 1.25 1.25 at15/06 0.75 at02/01 Corp. BBB  1.27 1.65 at 01/02 1.24 at 07/09 0.72% Belgium 27 pb
Libor 3M .36 1.36 at11/10 1.00 at02/01 $ Treas. 2y 1.52 1.53 at 11/10 1.4 at 24/02 i France 26 pb
Libor 12M  1.81 1.83 at15/03 1.68 at06/01 Treas. 10y 2.32 2.61 at 13/03 2.05 at 08/09
£ BoE 025 0.25 at02/01 025 at02/01 Corp. BBB 3.48 3.90 at 14/03 3.38 at 05/09 0.68% Ireland 23 pb
Libor3M  0.37 0.37 at05/01 0.28 at01/09 £ Treas. 2y 0.42 0.42 at 27/09 0.01 at 28/02 0.64% Austria 18 pb
Libor 12M  0.74 0.78 at09/01 0.59 at06/09 Treas. 10y 1.41 1.51 at 26/01 0.87 at 14/06 0.61% Finland 16 pb
At 12-10-17 At 12-10-17 ' 0.56% Netherland 11 pb
0.45% Germany
I Commodities
Spot price in dollars lowest' 17 2017(€) Oil (Brent, $) Gold (Ounce, $) CRB Foods
Oil, Brent 56 46 at 26/06 -11.6% (75(25 1400 384
Gold (ounce) 1293 1156 at 0301  -0.5% 60 5 1350 376
Metals, LMEX 3235 2639 at 03/01 +8.3% 54 1300 1293 368
Copper (fon) 6861 5462 at 08/05 +10.6% 48 1250 360
CRB Foods 338 325 at 24/04 -11.2% ) 1200 352
w heat (ton) 154 143 at 02/10  -6.5% 36 150 344 338
Corn (ton) 123 120 at 18/09 -17.3% 336
At12-10-17 Variations 30 1100 228
4 ———————et 1050 ——————phy 320 —————yp
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 118 1.20 at 29/08 1.04 at 03/01 +12.3% CAC40 5361 5432 at 0505 4749 at 31/01 +10.3% +10.3%
GBP 090 0.93 at29/08 0.84 at 19/04 +5.4% S&P500 2551 2555 at 11/10 2239 at 02/01 +13.9% +1.5%
CIERNT 116 at21/09 106 at 06/02 ERL DAX 12983 12983 at 12/10 11510 at 06/02 +13.1% +13.1%
iﬁ; 13:2: 13‘1‘:2‘21 :: ﬂﬁi 11?:; ZI gjgg :g;z Nikkei 20955 20955 at 12/10 18336 at 14/04 +9.6% +1.4%
G 79 of 0308 722 at 0301 NEEEE China* 8 86 at 1010 59 at 02/01 +47.3% +30.4%
EEREEEE 5o of 2008 324 at 1502 S India* 570 580 at 18/09 445 at 03/01 +22.4% +13.7%
EYERMETE 7197 of 02108 5965 at 17/04 NN Brazi* 2140 2168 at 0510 1639 at 21/06 +24.7% +14.0%
INR 7711 77.55 at 22009 68.18 at 07/04 +7.7% _Russia 390 622 at 0301 497 at 2206 6.4% AZEH oo
8t12-10-17 Variations At12-10-17 Variations
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France: the dataflow is a bit less positive

Recent data for the French economy have mostly come in below expectations (z-score negative on the X-axis), except, and this is noteworthy,
Q2 growth (with GDP up 0.5% q/q as expected) and the composite PMI (better than expected). In addition to this negative observation, growth of
consumer spending on goods and industrial production are now below their long-term average (z-score slightly negative on the Y-axis). The
overall assessment of the economic situation is nonetheless positive, even though slightly less so than in the previous barometers, given the still
favorable position of confidence surveys and the firmness of growth.

® Consumer Confidence (Sep-17) A Business Confidence (Sep-17)
XHICP,yly (Sep-17) % Industrial Production, m/m (Aug-17)
=Consumer Spending,m/m (Aug-17) + Composite PMI (Sep-17)

0 Unemp. Rate (Q2'17, sign inverted) + GDP, g/q(Q2'7)
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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-y)/c where x: observation, u: mean, o: standard deviation.
On the X-axis, x corresponds at the last known surprise for each indictor represented on the graph, y 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.

Sources: Bloomberg, INSEE, Markit, BNP Paribas calculations

Indicators preview

US data releases will allow to update the view on the housing sector and on industry. For the month of October we have the Empire
Manufacturing index in the US and the ZEW index for Germany and the Eurozone.

Date Country Event Period Survey Prior
10/16/17 Japan Industrial Production MoM Aug -- 2.1%
10/16/17 United States Empire Manufacturing Oct 20.4 24.4
10/17/17 United Kingdom CPI MoM Sep -- 0.6%
10/17/17 Eurozone CPI MoM Sep -- 0.3%
10/17/17 Eurozone ZEW Survey Expectations Oct -- 31.7
10/17/17 Germany ZEW Survey Expectations Oct -- 17.0
10/17/17 United States Industrial Production MoM Sep 0.3% -0.9%
10/17/17 United States Capacity Utilization Sep 76.1% 76.1%
10/17/17 United States NAHB Housing Market Index Oct 63 64
10/18/17 United States Housing Starts MoM Sep 0.0% -0.8%
10/18/17 United States Building Permits MoM Sep -3.3% 5.7%

10/18/17 United States U.S. Federal Reserve Releases Beige Book
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UNITED STATES

= GDP growth keeps on a decent 2% pace and picked-up a bit in Q2.
However the fiscal outlook remains uncertain. A fiscal stimulus still is
possible, but it would not be implemented before end-2017. Potential
effects are thus uncertain.

= The labour market is as buoyant as ever. Still, the support to
households’ disposable income is not as strong as it looks as wage
inflation remains limited.

= With inflation relatively muted at this stage of the cycle, the Fed is in
no rush to increase rates. We forecast the Fed Funds target rates to come
at 1.25% by year-end, 2.00% by mid-2018.

CHINA

= After a period of stabilisation and slight recovery since Q2 2016,
economic growth is expected to slow down moderately in the coming
quarters.

= Exports should continue to rebound and infrastructure projects will
continue to drive investment. However, downside risks are high due to the
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
central bank should continue to tighten monetary conditions cautiously,
especially to foster a deleveraging of financial institutions.

SUMMARY
GDP Growth Inflation

% 2017e 2018e 2019e 2017e 2018e 2019e
Advanced 2.0 21 1.6 1.8 1.7 1.9
United-States 2.1 2.7 1.9 2.2 21 25
Japan 1.4 1.1 0.5 0.4 0.6 0.5
United-Kingdom 1.6 1.0 2.0 2.7 2.7 24
Euro Area 2.2 1.9 1.4 1.5 1.4 1.6
Germany 2.2 2.0 1.5 1.7 1.6 1.9
France 1.7 1.7 1.4 1.1 0.9 1.4
Italy 1.4 1.0 0.6 1.4 1.1 1.4
Spain 3.2 2.6 1.9 2.0 1.3 1.6
Belgium 1.6 1.6 1.5 2.1 1.9 1.9
Emerging 4.7 4.9 49 3.0 3.3 3.6
China 6.6 6.4 6.5 1.6 2.3 25
India 71 7.0 7.6 4.5 3.4 4.5
Brazil 1.0 3.0 25 35 3.8 4.1
Russia 1.8 1.8 1.5 45 4.8 4.8

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

INTEREST RATES & FX RATES

Interest rates, % 2017; 2018

End of period Qd4ei Qle Q2 Q3e Qde;2017e 2018e
EUROZONE US  Fed Funds 1257 1.50 1.75 200 2.00{ 1.25 2.00
= The recovery is getting stronger and broader: the dispersion of Libor 3m $ 1501 155 170 180 185! 150 1.85
economic performances among member states is receding. TNoles 10y | 2251 235 250 265 275| 225 275
= Despite the cyclical recovery, core inflation still shows no sign of a | Ezone ECB RefiRate { 0.00 { 0.00 0.00 0.0 0.00 0.00 0.00
convincing upward trend. For the recovery to enter its inflationary phase Euribor 3m 0.32-0.32 -0.32 -0.32 -0.05]-0.32 -0.05
the economy has to improve further, until the point at which wages will Bund 10y 070 0.80 1.00 110 125} 0.70 1.25
tend to increase. OAT 10y 115} 1.25 145 160 1.65] 115 1.65
The level of slack remains uncertain though. Broader measures of lapor | UK~ Baserate 0251 025 025 025 050 025 0.50
underutilization reach 18%, double the level of the current unemployment Gilts 10y 120 135 150 175 195} 120 1.95
rate. The ECB is expected to remain cautious. Japan BoJ Rate -0.10 {-0.10 -0.10 -0.10 -0.10 -0.10 -0.10

JGB 10y 0.04 i 0.08 0.08 0.08 0.05{ 0.04 0.05
FRANCE
= Aclear growth acceleration is underway. Higher rates of growth should Exchange Rates o
resume. Households’ consumption is supported by the jobs recovery but :
restrained by the uptun in inflation. Investment and exports dynamics are ~ |-Znd.°fperiod Qde] Qfe Q2 Q3c Qde 2017e 2018e
favourable. Risks lie slightly on the upside. LoD SR D L e ) ] A8 | U]
usb/ JPY 1124 115 115 111 109¢ 112 109

= We exp.ect the ogtput gap t.o.slowly narrow and.the unemployment rate GBP / USD 1291 125 129 134 1401 129 140
to progressively decline, containing the rise in inflation. USD / CHF 0981 101 101 099 097! 098 0.97
Fiscal policy should continue to combine growth supportive measures and | EUR  EUR / GBP 091§ 092 090 089 088 091 088
consolidation ones. The fiscal deficit should not be a lot more reduced but EUR / CHF 1151 1.16 117 118 119 115 1.19
it should remain below the 3% threshold. EUR / JPY 1317 132 133 132 134 131 134
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