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US: self-reinforcing curve inversion worries?

= The US treasury curve has flattened significantly this year = Historically such a flattening has been a good leading
indicator of recessions = The signal has become less reliable but the question remains whether it will end up

DECOMPOSING THE FLATTENING OF THE US YIELD CURVE

— term premium 10y-2y — risk neutral yield 10y-2y
— fitted yield 10y-2y

influencing confidence about the outlook

In a recent speech, James Bullard, president and CEO of the Federal Reserve
Bank of St Louis, reminded his audience that “yield curve inversion is a
naturally bearish signal for the economy” adding that “this deserves market
and policymaker attention”. The black line on the chart illustrates Bullard’s
point. It shows the difference between the 10-year and 2-year US treasury
fitted yields (“fitted” means it is based on an econometric estimation although
the difference with observed yields is negligible). In the run-up to recessions
(the grey bars) the curve flattened significanty and sometimes even inverted.
The yield on a treasury bond consists of a risk neutral part (an anticipation of
the future policy rate) and a term premium so changes in the slope can be
attributed to changes in the rate expectations slope (green line) and changes
in the term premium slope (blue line). Before previous recessions, the rate
expectations slope flattened very significantly and inverted. The behaviour of
the term premium slope was less stable. Since the start of this year, the term
premium slope has seen a considerable flattening and this has been the key
contributor to the flattening of the yield curve. The rate expectations slope
(green line) did flatten as well, but less so. Moreover, historically speaking it
remains rather steep. This would mean that we should not be too concerned
about the flattening of the curve. Another reason is that central bank QE has
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squeezed the term premium so the signal of the yield curve with respect to the economy outlook has become noisy. However, there are lingering
concerns. Economic agents could question the statistical quality of the yield curve decomposition and prefer to look at yields as a whole rather than at
risk-neutral yields. More importantly, risk-averse investors could adopt a “better safe than sorry attitude” and give credence to the signal of the curve,
despite its noisiness. This could reinforce the curve flattening and end up weighing on confidence about the economic outlook.
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Eurozone: Credit pulse

The pace of bank loans increase is still slightly higher. The acceleration remains moderate for loans to households, greater for non-financial
corporations. The demand of enterprises for loans grows, supported by the economic recovery, while lending criteria are virtually unchanged.
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A very busy week ahead of us with meetings of the FOMC (a rate hike is expected), the Bank of England and the ECB. Several important data

releases: PMIs for December, Tankan survey in Japan, inflation in France, Germany, UK.

Date Country Event Period Survey Prior
121117 France Bank of France Ind. Sentiment Nov - 106
12112117 France Total Payrolls 3Q - 0.3%
12112117 United Kingdom RPI MoM Nov - 0.1%
12112117 Germany ZEW Survey Current Situation Dec - 88.8
12112117 United States NFIB Small Business Optimism Nov - 103.8
12112117 United States PPI Ex Food and Energy MoM Nov 0.2% 0.4%
1213117 Germany CPI EU Harmonized MoM Nov - 0.3%
1213117 United Kingdom ILO Unemployment Rate 3Mths Oct - 4.3%
1211317 Eurozone Employment QoQ 3Q - 0.4%
1213117 United States CPI Ex Food and Energy MoM Nov 0.2% 0.2%
1213117 United States FOMC Rate Decision (Upper Bound) Dec 13 1.50% 1.25%
12/14/17 Japan Industrial Production MoM Oct - 0.5%
12114117 Eurozone EU27 New Car Registrations Nov - 5.9%
12114117 France CPI EU Harmonized MoM Nov - 0.1%
12114117 France Markit France Composite PMI Dec - 60.3
12114117 Germany Markit/BME Germany Composite PMI Dec - 57.3
12114117 Eurozone Markit Eurozone Composite PMI Dec - 57.5
12114117 United Kingdom Bank of England Bank Rate Dec 14 0.500% 0.500%
12114117 Eurozone ECB Main Refinancing Rate Dec 14 - 0.000%
1211417 United States Retail Sales Ex Auto MoM Nov 0.7% 0.1%
1211517 Japan Tankan Large Mfg Index 4Q 24 22
1215117 United States Empire Manufacturing Dec 17.8 194
1211517 United States Industrial Production MoM Nov 0.3% 0.9%

Sources: Bloomberg, BNP Paribas
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UNITED STATES

= GDP growth is accelerating along with the recovery in the emerging
countries and reinforcing world trade. However the fiscal outlook remains
uncertain. A fiscal stimulus still is possible, but it would not be
implemented very rapidly. 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 1.50% by year-end, 2.00% by mid-2018.

CHINA

= Economic growth has started to moderate during the fall and this trend
should continue in the coming quarters.

= Despite the slowdown, the central bank will have to continue to act to
encourage the deleveraging of financial institutions and corporates and
reduce financial instability risks. The authorities should maintain an
expansionist fiscal policy in the short term.

= The tightening of domestic credit conditions, restructuring measures in
the industry and the correction in the property market will weigh on
economic activity. Meanwhile, exports and private consumption should be

SUMMARY
GDP Growth Inflation

% 2017e 2018e 2019e 2017e 2018e 2019e
Advanced 21 2,4 1,7 1,7 1,7 1,9
United-States 2,3 2,9 1,9 2,1 2,0 2,2
Japan 1,5 1,3 0,6 0,3 0,6 0,8
United-Kingdom 1,5 1,2 1,8 2,7 2,7 2,4
Euro Area 2,3 2,4 1,8 1,5 1,6 1,7
Germany 2,6 2,8 2,1 1,7 1,7 1,8
France 1,8 2,0 1,6 1,2 1,6 1,8
Italy 1,6 1,5 1,1 1,4 1,4 1,5
Spain 31 2,6 2,2 2,1 1,8 1,6
Belgium 1,6 1,6 1,5 2,1 1,9 1,9
Emerging 4,5 4,8 4,9 4,0 4,2 4,2
China 6,8 6,4 6,5 1,6 2,3 2,5
India 7,0 7,6 7,8 3,4 4,5 4,9
Brazil 1,0 3,0 2,5 35 3,5 3,9
Russia 1,8 1,6 1,5 4,0 4,3 4,5

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

INTEREST RATES & FX RATES

supporting factors. Interest rates, % 2017; 2018
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B
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P 9 g T-Notes 10y| 235 260 275 275 3,00
= Despite the cyclical recovery, core inflation still shows no sign of a | Ezone ECB Refi 0,00 000 000 000 0,00
convincing upward trend. For the recovery to enter its inflationary phase Euribor 3m 0,30 -0,30 -0,30 -0,30 -0,30
the economy has to improve further, until the point at which wages will Bund 10y 036 065 075 1,10 1,50
tend to increase. OAT 10y 0,701 0,95 1,00 1,30 1,70
The level of slack remains uncertain though. Broader measures of labor | UK Base rate e T e T
underutilization reach 18%, double the level of the current unemployment Gilts 10y 130 145 155 190 230
rate. The ECB is expected to remain cautious. Japan  BoJ Rate -010; -010 010 0,10  -0,10
JGB 10y 003{ 008 008 008 008
FRANCE
= Aclear growth acyceleratlon is uqderway. Higher rateg of growth should Exchange Rates 20171 2018
restme. (Ij-lgustiholdst copsgn;lp?on ||s suptportetd b)é the Jc:—tbsdrecovgry but End of period Qde Qe Qe Q3e Qde
][es ramgI é ke lgp ulrnr:ﬂ in at;]on. n\(gs ment and exports dynamics are | o EUR/USD ] 115 114 113 118 122
avourable. Risks lie slightly on the upside. USD / JPY 115 16 17 115 112
= We expect the output gap to slowly narrow and the unemployment rate GBP / USD 1,28 1,25 1,26 1,33 1,39
to progressively decline, containing the rise in inflation. USD/ CHF 1,01 1,03 1,04 1,01 0,98
Fiscal policy should continue to combine growth supportive measures and EUR EUR/GBP 090 091 0N ICEON G
consolidation ones. The fiscal deficit should not be a lot more reduced but EUR / CHF 116 117 118 119 120
it should remain below the 3% threshold. EUR / JPY 132 132 132 136 137
Source : GlobalMarkets (e: Estimates & forecasts)
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