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The US yield curve: be careful what you wish for

m The flattening of the US treasury curve has received a lot of attention as of late because historically recessions have been
preceded by an inversion of the yield curve = A rather flat curve does not imply that a recession is imminent mHowever,
historically once the yield curve starts to steepen after having flattened or inverted, a recession follows quite soon thereafter
m Rather than focussing on the slope of the curve, one should wonder when the Fed will stop tightening

Be careful what you wish for. The concern about the flattening of the

US treasury curve suggests people would be relieved if the flattening
would stop. However, the historical experience shows this would 10-year minus 1-year yield

give even more reason for concern. Past recessions in the US have
been preceded by a yield curve flattening followed by an inversion
but this knowledge is of little help when producing forecasts or, as an
investor, doing market timing. Indeed, the time lag between a flat to
negatively sloped curve and the start of a recession is long and
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variable (see chart). With the historical relationship between the i 1

slope and economic downturns in mind, one is inclined to hope that 2

at some point the curve would steepen again. This could happen %0

either because the 10-year yield rises more than the 1-year yield or § -1

because the latter would drop more than the former. In the first case, = 1

the curve steepens and shifts upwards. Under the assumption that = )

the term premium® does not change, this would require a 1057-0b-01 1o60load1 19651201
considerable increase in the long-term growth outlook which would 1973-11-01 1980-01-01 ====-=- 1990-07-01

pull upwards the entire path of future short-term interest rates. Given 3 mmm=e- 2001-03-01 =--=-==-- 2007-12-01 current level

the mature stage of the business cycle, it seems hard to count on .36 -34 -32 -30 -28 -26 -24 -22 -20 -18 16 -14 -12 -10 -8 -6 -4 -2 0
such a steepening for a prolonged period, if only because it would Months until recession (based on NBER recession dates)

force the Federal Reserve to tighten policy much more aggressively.

This would weigh on the long-term growth perspectives and cause Source: FRED( Federal Reserve of St Louis), BNP Paribas

the curve to flatten again.

In the second case, the entire curve shifts down and steepens
because yields at the short end decline more than at the long end of

the curve. This would reflect a downward revision in the growth
outlook which triggers an anticipation of an ending of policy tightening n m
and an imminent start of monetary easing.

e Markets Overview Pulse & Calendar Economic scenario

" The term premium is the extra yield a bond investor receives for taking duration risk, that is for
buying a long-dated bond rather than continuously rolling over short-dated paper. In the US this
premium has actually been negative most of the time in recent years.
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These charts show the slope of the yield curve and the federal funds
rate in the months before a recession (the last month on the horizontal
axis corresponds to the start of the recession based on the NBER
recession dates; the recession of July 1981 is not shown because the
money supply targeting strategy of the Federal Reserve implied a high
degree of interest rate volatility). In most cases, when the curve starts
to steepen, a recession follows quite soon thereafter. This means that
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the lead time is shorter and less variable than the time between the
curve inversion and the subsequent recession. The charts also show
that the steepening of the curve mostly occurred in anticipation of a
policy easing. From this perspective, assessing when the Fed will stop
tightening in this cycle seems a question of bigger importance than
focussing on the slope of the yield curve.

William De Vijlder
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Markets overview

I The essentials
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Germany: Slowing growth

In recent months, both survey and hard data have been pointing to slowing growth in Germany. In June, the IFO climate index declined again,
as companies reported a further deterioration of the actual business situation. However, signs of stabilisation can be observed. In June, the PMI
composite index of manufacturing and services actually strengthened more than expected. Nevertheless, the risks remain elevated as the
German car industry is a possible target in the US-EU trade conflict. Consumers are shrugging of these geo-political worries and the strong rise
in consumer prices, largely due to petrol prices. They are more concentrating on the good labour market situation and substantial gains in
purchasing power following recent generous pay deals.

A IFO Business Climate (Jun-18)
X HICP,yly (Jun-18)
+ Composite PMI (Jun-18)

g
=)

-
3]

-
=)

e
o

=Factory Orders m/m (May-18)

@ GfK Consumer Confidence (Jun-18)
% Industrial Production, m/m (May-18)
Unemp, Rate (Jun- 18, sign inverted for both axes)

+ GDP, g/q (Q1'18)

g
(=)

Actual, Standard deviations from mean (z-score)

e
(3

-1.0

0.5

Indicators preview

A busy schedule next week with GDP growth for the second quarter in several countries (US, France, UK) and for the month of July, the Markit PMI
surveys, business confidence in France, consumer confidence for the eurozone and the US, the IFO business climate for Germany. The highlight of
the week is the ECB meeting followed by the press conference of Mario Draghi.

0.5
Surprise (z-score)

1.5 20

Note: z-score is a score
which indicates how many
standard deviations an
observation is from the
mean: z=(x-y)/o where Xx:
observation, p: 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,
g and o corresponds
respectively to the mean
and the standard
deviation for this indicator
since 2000 (for China
since 2011).

Source: Bloomberg, IFO, BNP Paribas

Date Country Event Period
07/23/18 Eurozone Consumer Confidence July
07/24/18 France Business Confidence July
07/24/18 France Markit France Composite PMI July
07/24/18 Eurozone Markit Eurozone Composite PMI July
07/25/18 Germany IFO Business Climate July
07/26/18 Germany GfK Consumer Confidence August
07/26/18 France Consumer Confidence July
07/26/18 United Kingdom GDP QoQ 2Q
07/26/18 Eurozone ECB Main Refinancing Rate July 26
07/26/18 United States Durable Goods Orders June
07/27/18 France GDP QoQ 2Q
07/27/18 United States GDP Annualized QoQ 2Q
07/27/18 United States University of Michigan Sentiment July

Source: Bloomberg, BNP Paribas
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UNITED STATES

= Despite slow start, economy is expected to expand at a 3%
or so in 2018, thanks to tax cuts, booming profits and credit.
However, the current weakening in external trade indexes put
the risk on the downside.

= |nflation is accelerating in the wake of higher oil prices and
more evident tensions in the labour market.

= The Fed will keep on normalizing monetary conditions. We
forecast the Fed Funds taraet rate to reach 2.75% bv earlv

CHINA

= Economic growth will decelerate in 2018. 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. Fiscal policy
should remain expansionist.

= The outlook for exports and household spending is rather
favourable in the short term, but the tightening of domestic
credit conditions, restructuring measures in the industry and

SUMMARY
GDP Growth Inflation

% 2017 2018e 2019e 2017 2018e 2019e
Advanced 23 23 1.5 1.8 21 1.9
United-States 2.3 29 1.8 2.1 25 21
Japan 1.7 0.9 05 0.5 09 0.9
United-Kingdom 17 14 1.3 2.7 2.8 2.2
Euro Area 2.6 2.2 1.5 1.5 1.8 1.8
Germany 25 20 16 1.7 1.9 20
France 2.3 2.0 1.8 1.2 2.0 16
Iltaly 1.6 13 1.0 13 14 17
Spain 31 28 2.0 20 1.7 17
Netherlands 3.2 2.3 1.7 1.3 17 1.8
Emerging 5.9 5.9 5.8 24 31 32
China 6.9 6.4 6.0 16 2.3 25
India 6.7 74 76 36 45 44
Brazil 1.0 2.0 35 34 37 38
Russia 15 18 1.6 37 35 44

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

less buoyant property market will weigh on economic activity. INTEREST RATES & FX RATES
EUROZONE
= The recovery is continuing, although it has been weaker |Interest rates, % 2018
than expected at the start of the year. Intra-EU trade builds with | End of period Q1 Q2 Q3e Qde 2017 2018¢ 2019
domestic demand, especially corporate investment. US  FedFunds 1.75 200 225 250 1.50 250 275
= [nflation has rebounded in the wake of higher oil prices, but Lior 3m $ 231 2% 250 265 169265 2%
the core CPI trend remains subdued. Along with renewed T-Nokes 10y 215 286 320 325 241 325 300
. ) : : Ezone ECB Ref 0.00 0.00 0.00 0.00 0.00 0.00 0.25
tensions over sovereign debt spreads (ltaly) this argues for the Euribor 3m 033 032 033 033 033 0% 007
ECB to keep on buying until year end at least, and to maintain Bund 10y 0.50 031 090 110 0.42 110 150
the status quo on key rates thereafter (first hike seen in Q4'19). OAT 10y 0.60 062 115 135 0.66 135 175
UK  Baserak 0.50 0.50 0.75 0.75 050 0.75 1.25
FRANCE Gilts 10y 1.39 1.33 1,60 175 1.23 175 210
= Growth remains robust but gets back down to a less rapid | Japan BolRae 007007 010010 004010 010
pace than in 2017. Households’ consumption is supported by JGB 10y 0.04 0.08 0.05 0.05 0.05 0.05 0.00
the jobs recovery but restrained by the upturn in inflation.
Investment an'd export.s dyr?am.ics remgin fgvoqrable. Ri§ks are Exchange Rates 2018
on thfe downside. A slight rise in core inflation is appearing but End of perod o Q2 Qe Qe 2017 2018 2019
remains to be confirmed. USD EUR/USD 128 147 115 124 120 124 134
INTEREST RATES AND EX RATES USD/JPY 106 111 107 104 113 104 98
GBP /USD 140 1.32 1.29 141 1.35 141 1.52
= In the US, ongoing strong growth and a very low USD/CHF 0.9 099 1.03 097 097 097 093
unemployment rate pave the way for several rate hikes (we |EUR EUR/GBP 0.88 0.88 089 0.88 089 0.88 0.88
expect 4 this year and 1 next). This will put upward pressure on EUR/CHF 118 116 119 120 120 125
bond yields in 2018. The ECB is expected to stop its QE EUR/JPY 181 129 128 129 136 120 191
programme at the end of 2018 and to hike its rates by the Source: GlobalMarkets BNP Paribas (e: estimates & forecasts)
middle of 2019. As a consequence, bond yields should follow a
rising trend, including in 2019. No change expected in Japan
= The narrowing bond yield differential between the US and
the eurozone should cause a strengthening of the euro, all the
more so considering it is still below its long-term fair value
(around 1.34).
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