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US rates and emerging markets - no spillover yet

mHistorically, a rising rate environment in the US has been a matter of concern for developing economies = It seems that this time is different:
despite rising US yields, emerging market currencies have strengthened = This has contributed to a weakening of the effective exchange rate

of the dollar and an easing of financial conditions in the US

Back in 2015, BIS research based on a sample of 22 emerging market
economies and 8 small developed economies showed that between 2000 and
2014, US interest rates (policy rate, short and long term rates) had significant
spillovers. This means that, a priori, recent US rate developments should
have triggered some discomfort, all the more so given the build-up of
emerging corporate debt in USD in recent years. In reality the opposite
happened. The spread between emerging corporate debt yields in dollar and
US treasury yields has narrowed and, as shown in the chart, after a dip last
autumn, the Bloomberg FX Carry Trade Index, which tracks the performance
of deposits in emerging markets currencies funded by borrowing in USD, has
also increased. This has happened despite rising US bond yields and an
increasing differential between the 2 year US treasury yield and the federal
funds rate, a development which reflects market expectations of a more
hawkish Fed stance. This is quite different from what happened in 2014 and
2015 when an increase of the same differential was accompanied by a
weakening of emerging market currencies, thereby extending a trend which
started back in 2011. Judging by the Markit PMI for the manufacturing sector
in emerging markets, the economic environment had weakened a lot in 2011
and remained rather subdued until the end of 2015 so it shouldn't come as a
surprise that this weighed on the currencies, especially when the US rate
outlook was changing. Since the end of 2015, the emerging markets PMI has
been on a rising trend and, starting early 2016, when oil prices bottomed out,
the FX carry trade index has shown a similar evolution. Several conclusions

US MONETARY POLICY AND EMERGING MARKET CURRENCIES

— Emerging Market: PMI Manufacturing —Spread between 2-year & Federal
funds rate — FX Carry Trade Index for 8 emerging market currencies [RHS]
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The Bloomberg EM-8 Carry Trade Index measures the cumulative total return of a buy-and-hold carry trade
position that is long eight EME currencies (BRL, IDR, INR, HUF, MXP, PLN, TRY and ZAR) in short USD

Sources: Bloomberg, Markit, BNP Paribas

can be drawn from this: 1/ whether rising US yields will cause spillovers in emerging markets very much depends on the economic environment in these
countries (the bullish environment between 2002 and 2007 enabled a relentless rise of the FX carry trade index irrespective of US rate developments). At
present, yield hungry international investors are happy to have exposure given the better economic situation 2/ this, in combination with a stronger euro fuelled
by speculation that the ECB may toughen its tone, has caused a weakening of the effective exchange rate of the dollar. This implies an easing of US financial
conditions (via its impact on US exports and hence growth) 3/ this in turn may require a more hawkish Fed stance in order to ‘slow the train’. Ironically, the
absence of international spillovers, while creating relief in the short run, may confront us with more rate hikes in the medium run.
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Markets overview
I The essentials
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I Money & Bond Markets
Interest Rates highest' 18  lowest' 18 Yield (%) highest' 18 lowest' 18 10y bond yield & spreads
€ECB 0.00 0.00 at01/01 0.00 at01/01 €AVG57y 0.63 0.63 at 01/02 0.43 at 01/01 4.29% Greece 363 pb
Eonia -0.36 -0.35 at01/01 -0.37 at02/01 Bund2y  -0.56 -0.56 at 01/02 -0.66 at 01/01 1.93% Htaly 126 pb
Euribor 3M  -0.33 -0.33 at25/01 -0.33 at01/01 Bund 10y  0.66 0.66 at 01/02 0.42 at 01/01 1.73% Portugal 107 pb
Euribor 12M -0.19 -0.19 at01/01 -0.19 at 24/01 OAT 10y  0.86 0.86 at 01/02 0.65 at 08/01 L41% Spain 750
$F.ED 1.50 1.50 at01/01 1.50 at01/01 Corp. BBB  1.29 1.29 at 01/02 1.17 at 08/01 0.99% Belgium 33 pb
Libor3M  1.78 1.78 at31/01 1.69 at01/01 $ Treas. 2y 247 217 at 01/02 1.89 at 01/01 0.93% Austia 27 pb
Libor 12M  2.27 2.27 at31/01 2.11 at01/01 Treas. 10y 277 2.77 at 0102 2.41 at 01/01
£ BoE 0.50 0.50 at01/01 0.50 at01/01 Corp.BBB 3.79 3.79 at 01/02 3.59 at 01/01 0.86% France 19 pb
Libor3M 052 053 at2501 0.52 at0401 £ Treas.2y 0.64 0.65 at 3101 040 at 001 &% reland 19 pb
Libor 12V 0.80 0.81 at29/01 0.76 at03/01 Treas. 10y 1.56 1.56 at 01/02 1.23 at 01/01 0.82% Finland 16 pb
At1-2-18 At1-2-18 ' 0.75% Netherland 8 pb
0.66% Germany
I Commodities
Spot price in dollars ~ lowest' 18 2018(€) Oil (Brent, $) Gold (Ounce, $) CRB Foods
Oil, Brent 69.1 664 at 0201 -0.1% 72 69 1400 384
Gold (ounce) 1343 1303 at 01/01  -0.8% gg 1:22 1343 376
Metals, LMEX 3433 3344 at 09/01  -3.3% 54 368
Copper (fon) 7078 6883 at 23001  -5.4% i :;ig 360
CRB Foods 346 336 at 01/01 -0.8% 2 1200 352 1
wheat (ton) 168 155 at 16/01 +2.1% 344
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I Exchange Rates W Equity indices
1€= highest' 18 lowest' 18 2018 Index  highest' 18 lowest' 18 2018 2018(€)
USD 1.25 125 at 2501 1.19 at 09/01 +3.9% CAC40 5455 5542 at 22/01 5289 at 0201 +2.7% +2.7%
GBP  0.88 0.89 at 04/01 087 at 24/01 -1.3% S&P500 2822 2873 at 26/01 2674 at 01/01 +55% +1.6%
CLIERGIOY 118 at 1501 1.16 at 20/01 BNl DAX 13004 13560 at 23/01 12871 at 0201 +0.7%  +0.7%
JPY 136.41 136.41 at 01/02 133.42 at 10/01 +0.8% il
FUEEIEIE 155 ot 0102 153 at 09,01 EQEED Nikkei 23486 24124 at 23/01 22765 at 01/01 +3.2% +2.3%
ONY 785 792 at 2501 7.78 at 08/01 +0.4% China* 98 101 at 26/01 88 at 01/01 +10.7% +6.5%
BRL 395 398 at 0101 387 at 0801 -0.9% India* 628 642 at 2001 606 at 01/01 +2.8% -1.0%
RUB 69.98 70.09 at 31/01 68.06 at 09/01 +1.2% Brazil* 2377 2393 at 26/01 2023 at 01/01 +12.1% +13.2%
INR  79.62 79.62 at 01/02 7592 at 08/01 +3.9% Russia* 685 691 at 25/01 604 at 01/01 +11.0% +9.2% * MSCl index
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Emerging countries: A rebound in Mexico’s GDP

A rebound in Mexico's GDP was expected in Q4 17, in the aftermath of the Q3 contraction mostly due to natural disasters. Preliminary figures
for Q4 GDP growth have even surprised on the upside, driven by agriculture and services, while the oil and mining sector was still a drag on

industrial production.
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Indicators preview

Next week the release of the Markit PMI for the services sector, the composite PMI and the US non-manufacturing ISM index will allow an
assessment of how major economies started the new year. The European Commission will publish its economic forecasts and the ECB its
Economic Bulletin. To be noted as well is the meeting of the Bank of England.
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Date Country/Region Event Period Survy Prior
02/05/18 France Markit France Services PMI Jan - 59.3
02/05/18 France Markit France Composite PMI Jan - 59.7
02/05/18 Eurozone Markit Eurozone Services PMI Jan - 57.6
02/05/18 Eurozone Markit Eurozone Composite PMI Jan - 58.6
02/05/18 Eurozone Retail Sales MoM Dec - 1.5%
02/05/18 United States ISM Non-Manf, Composite Jan 56.5 55.9
02/06/18 France Survey of Industrial Investment

02/07/18 Eurozone European Commission Economic Forecasts

02/08/18 Eurozone ECB Publishes Economic Bulletin

02/08/18 United Kingdom Bank of England Bank Rate Feb 0.50% 0.50%
02/08/18 Japan Eco Watchers Survey Current SA Jan - 53.9
02/08/18 France Bank of France Ind. Sentiment Jan - 110
02/09/18 France Industrial Production MoM Dec -- -0.5%

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 1.75% in Q1 2018 and at 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 supporting factors.

SUMMARY
GDP Growth Inflation

% 2017e 2018e 2019e 2017e 2018e 2019e
Advanced 2.2 2.7 1.9 1.7 2.1 1.8
United-States 2.3 31 2.1 2.1 25 2.0
Japan 1.8 1.5 0.6 0.5 1.5 0.9
United-Kingdom 1.5 1.2 1.8 27 2.8 2.2
Euro Area 2.4 2.8 2.1 1.5 1.7 1.7
Germany 2.6 2.8 2.1 1.7 1.7 1.8
France 1.9 2.0 1.6 1.2 1.6 1.8
Italy 1.6 1.5 1.1 1.4 1.4 1.5
Spain 3.1 2.6 2.2 2.1 1.8 1.6
Netherlands 3.2 2.3 1.7 1.4 1.7 1.8
Emerging 4.5 4.8 4.9

China 6.9 6.4 6.5 1.6 2.3 25
India 6.6 7.5 7.8 3.6 4.4 4.6
Brazil 1.0 3.0 25 35 35 3.7
Russia 1.7 1.6 1.5 3.7 4.0 4.4

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

INTEREST RATES & FX RATES

Interest rates, % 2018
EUROZONE End of period Qte Q2e Q3e Qde; 2018e 2019
= The recovery is getting stronger and broader: the dispersion of us Fed Funds L e e
economic performances among member states is receding. Libor 3m § 155 170 180 185} 185 175
T-Notes 10y  2.60 2.75 2.75 3.00 3.00 2.90
= Despite the cyclical recovery, core inflation still shows no signof a | g,one ECB Refi 0.00 000 000 000 000 025
convincing upward trend. For the recovery to enter its inflationary phase Eurbor 3m | -030 -030 030 030! -030 010
the ecopomy has to improve further, until the point at which wages will Bund 10y 065 075 110 1501 150 180
tend to increase. OAT 10y 0.95 1.00 1.30 1.70 1.70 2.00
The level of slack remains uncertain though. Broader measures of labor | uk Base rate 050 050 050 075 075 1.25
underutilization reach 18%, double the level of the current Gilts 10y 145 155 190 230! 230 230
unemployment rate. The ECB is expected to remain cautious. Japan BoJ Rate 010 -010 -040 -010 -010 -0.10
JGB 10y 0.08 0.08 0.08 0.08 0.08 0.00
FRANCE
= A clear growth acceleration is underway. Higher rates of growth
should resume. Households' consumption is supported by the jobs | Exchange Rates 2018
recovery but restrained by the upturn in inflation. Investment and | End of period Qfe Q2 Q3 Q4e 2018 2019
exports dynamics are favourable. Risks lie slightly on the upside. usb EUR/USD: 127 123 126 128 128 130
= We expect the output gap to slowly narrow and the unemployment USD/JPY 106 108 106 107 107 103
rate to progressively decline, containing the rise in inflation. GBP/USD | 140 137 142 145] 145 148
, , , , , USD/CHF { 092 096 094 094; 094 096
Fiscal pohgy should continue tq comblng .growth supportive measures EUR EUR/GBP | 091 090 089 088 088 088
o e = 2T | awo | e e )
EUR / JPY 135 133 134 137 137 134
Source : GlobalMarkets (e: Estimates & forecasts)
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