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Fed: Avoiding the risks of stargazing

uIn assessing its monetary policy stance, the Fed pays attention to differences between realised and target inflation,
unemployment and its natural rate, the policy rate and its neutral rate = Estimates of these reference points are
highly uncertain = For this reason the Fed adopts a pragmatic approach based on data-dependence and gradualism:

dovishness still prevails

Gazing stars is dangerous when you walk around because you might
hit an object standing in your way. Better watch where you're heading
than look at the stars for direction is the message from Fed chairman
Powell in Jackson Hole last week. His intervention was all about stars:
“At the Fed and elsewhere, analysts talk about these values so often
that they have acquired shorthand names... u* (pronounced “u star’)
is the natural rate of unemployment, r* (‘r star’) is the neutral real rate
of interest, and * (“pi star’) is the inflation objective. According to the
conventional thinking, policymakers should navigate by these stars. In
that sense, they are very much akin to celestial stars.”

This makes sense were it not that estimates of the natural rate of
employment and the neutral interest rate are highly uncertain.
Interestingly, this issue had already been covered at Jackson Hole
back in 2003. Though the analytical sophistication has increased, the
challenge of determining the exact location of the stars remains huge.
The wide range of estimates of the neutral rate of interest limits its
relevance for decision making, including for investors. Potential
growth (and hence output gap) estimates vary significantly depending
on the source and are subject to considerable revisions. This is less of
an issue with ‘pi star because the inflation objective is chosen.
However, as emphasized by Powell ‘in the run-up to the past two
recessions, destabilizing excesses appeared mainly in financial
markets rather than in inflation.” So when inflation expectations are
well anchored, the focus should shift from inflation to other signs of
overheating (although this didn’t yet show up in Fed communication).

Financial markets considered Powell's speech as rather dovish and
there are several reasons for that. The chairman’s praise for the Fed’s
gradualism under Greenspan suggests he’s very much inspired by
this approach:

ool

ECONOMIC RESEARCH DEPARTMENT

US OUTPUT GAP (%)

2 u IMF
= OECD

1 = CBO
0

P

2

3

4

2012 2013 2014 2015 2016 2017 2018e 2019f

Source: IMF, OECD, CBO, BNP Paribas

Markets Overview

Pulse & Calendar Economic scenario

I

W BNP PARIBAS

The bank

for a changing
world



Ecoweek 18-31 // 31 August 2018

economic-research.bnpparibas.com

“The FOMC thus avoided... overemphasizing imprecise estimates of
the stars. Under Chairman Greenspan’s leadership, the Committee
converged on a risk-management strategy that can be distilled into a
simple request: Let’s wait one more meeting; if there are clearer signs
of inflation, we will commence tightening’.

Moreover, ever better anchored inflation expectations implied “a
smaller risk that an inflation uptick under Greenspan’s “wait and see”
approach would become a significant problem”, a phrase which is
reminiscent of the recent emphasis on the symmetric nature of the
Fed’s inflation objective. To avoid any doubt, Powell then adds:
“Given what the economy has shown us over the past 15 years, the
need for the sort of risk-management approach that originated in the
new-economy era is clearer than ever before.” In plain English, the
Fed's approach can be described as gradual, cautious, data-
dependent and pragmatic. The description of the current environment
also brings a dovish bias: “inflation has become much less responsive
to changes in resource utilization... While inflation has recently moved
up near 2 percent, we have seen no clear sign of an acceleration
above 2 percent, and there does not seem to be an elevated risk of
overheating.” Finally the warning that “l am confident that the FOMC
would resolutely “do whatever it takes” should inflation expectations
drift materially up or down” didn’t impress markets. Investors seem as
confident as the Fed that inflation will remain well-behaved.

William De Vijlder
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Markets overview

I The essentials
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France: A still mixed dataflow over the summer

After a first half marked by a sharp slowdown in growth, signs of the expected acceleration are still tentative. According to the INSEE composite
index, business confidence continued to deteriorate slightly in July and August, a negative signal offset by the slight improvement in the Markit
composite PMI. Consumer confidence stopped declining but it has still not resumed rising. Consumer spending on goods rose very modestly in
July but they display a significantly positive carry-over. The unemployment rate is a lagging indicator but its 0.1 point decline in Q2 is good news
nonetheless, as well as the inflation stabilization in August.
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As usual a busy week at the start of a new month with Markit PMI indicators (manufacturing, services and composite) in several countries, as
well as the ISM manufacturing and non-manufacturing indices in the US. The highlight of the week are of course the US labour market data.

Date Country/Region Event Period Prior
09/03/2018 France Markit France Manufacturing PMI August -
09/03/2018 Eurozone Markit Eurozone Manufacturing PMI August -
09/04/2018 United States ISM Manufacturing August 58.1
09/05/2018 France Markit France Composite PMI August -
09/05/2018 Eurozone Markit Eurozone Composite PMI August -
09/06/2018 United States ISM Non-Manufacturing Composite August 55.7
09/06/2018 United States Durable Goods Orders July -
09/07/2018 France Trade Balance July -6.248e+09
09/07/2018 United Kingdom Halifax House Prices MoM August 1.4%
09/07/2018 Eurozone GDP SA QoQ 2Q -
09/07/2018 United States Change in Nonfarm Payrolls August 157000
09/07/2018 United States Unemployment Rate August 3.9%

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
less buoyant property market will weigh on economic activity.

EUROZONE

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 18 21 25 21
Japan 1.7 0.9 05 0.5 09 0.9
United-Kingdom 1.7 14 13 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 23 20 1.8 12 20 16
Italy 16 13 1.0 13 14 17
Spain 3.1 2.8 20 2.0 1.7 17
Netherlands 3.2 2.3 1.7 1.3 17 1.8
Emerging 59 5.9 5.8 24 31 3.2
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 37 319 44

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

INTEREST RATES & FX RATES

= 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 Q@ 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% 2% 265 169265 2%
the core CPI trend remains subdued. Along with renewed TNoks 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 03 032 033 033 03 03 007
ECB to keep on buying until year end at least, and to maintain Bund 10y 050 031 090 110 0.42 110 150
the status quo on key rates thereafter (first hike seen in Q4'19). OAT 10y 0.60 0.62 1415 135 0.66 1.35 1.75
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 S e ) e 1 S ]
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 ar!d export.s dyr?am.ics remgin fgvograble. Rigks are Exchange Rates 2018
on thfe downside. A slight rise in core inflation is appearing but | - . of period o Q@ Qe Qe 2017 2018 2019
remains to be confirmed. USD EUR/USD 123 147 115 124 120 124 134
INTEREST RATES AND FX 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 0.96 0.99 1.03 0.97 097 0.97 093
unemployment rate pave the way for several rate hikes (we |EUR EUR/GBP 0.88 0.88 0.89 0.88 0.89 0.88 0.88
expect 4 this year and 1 next). This will put upward pressure on EUR/CHF 118 116 119 120 w10 15
bond yields in 2018. The ECB is expected to stop its QE EUR/JPY 181 129 128 129 15 129 131
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).
The bank

gl BNP PARIBAS

for a changing

world



GROUP ECONOMIC RESEARCH

William DE VIILDER

Chief Economist

Jean-Luc PROUTAT

Head

Alexandra ESTIOT

Works coordination - United States - United Kingdom - Globalisation

Hélene BAUDCHON

France (short-term outlook and forecasts) - Labour markets

frédérique CERISIER

Euro Area (European governance and public finances),Spain, Portugal

Thibault MERCIER

Euro Area (short-term outlook and monetary policy), France (structural reforms)

Catherine STEPHAN

Nordic countries - World trade - Education, health, socia

Raymond VAN DER PUTTEN

Germany, Netherlands, Austria, Switzerland - Energy, ¢

Tarik RHARRAB

Statistics and Modelling

Lavrent QUIGNON

Head

Celine CHOULET

= Thomas HUMBLOT

Francois FAURE

Head - Argentina, Central European countries

Christine PELTIER

Deputy Head - Greater China, Vietnam, other North Aslan countries, South Africa
Stéphane ALBY

Africa (French-speaking countries)
Sylvain BELLEFONTAINE

Turkey, Central European countries

Sara CONFALONIERI

Africa (Portuguese & English-speaking countries)

Pascal DEVAUX

Middle East, Balkan countries

Hélene DROUOT

Korea, Thailand, Philippines, Mexico, Andean countrie

Salim HAMMAD

Latin America

Johanna MELKA

India, South Asla, Russia, Kazakhstan, CIS

Michel BERNARDINI

Contact Média

limate - Long-term projections

+33(0)1 55 77 47 31

+33,(0)1.58.16.73.32
+33,(0)1.58.16.81.69
+33,(0)1.58.16.03.63
+33,(0)1.43.16.95.52
+33,(0)1.57.43.02.91
+33,(0)1.55.77.71.89
+33,(0)1.42.98.53.99

+33,(0)1.43.16.95.56

+33,(0)1.42.98.56.54

+33,(0)1.43.16.95.54
+33,(0)1.40.14.30.77

+33.(0)1 42 98 79 82
+33/(0)1.42.98.56.27
+33(0)1.42.98.02.04
+33/(0)1.42.98.26.77
+33(0)1.42.98.43.86
+33(0)1.43.16.95.51
+33(0)1.42.98.33.00
+33/(0)1.42.98.74.26

+33,(0)1.58.16.05.84

+33(0)1.42.98.05.71

william.devijlder@bnpparibas.com

jean-luc.proutat@bnpparibas.com
alexandra.estiot@bnpparibas.com
helene.bavdchon@bnpparibas.com
frederique.cerisier@bnpparibas.com
thibault. mercier@bnpparibas.com
catherine.stephan@bnpparibas.com
raymondyvanderputten@bnpparibas.com

tarik.rharrab@bnpparibas.com

laurent.quignon@bnpparibas.com

celine.choulet@bnpparibas.com
thomas.humblot@bnpparibas.com

francois.faure@bnpparibas.com
christine.peltier@bnpparibas.com
stephane.alby@bnpparibas.com
sylvain.bellefontaine@bnpparibas.com
sara.confalonieri@bnpparibas.com
pascal.devaux@bnpparibas.com
helene.drouot@bnpparibas.com
salim.hammad@bnpparibas.com

johanna.melka@bnpparibas.com

michel.bernardini@bnpparibas.com

BNP PARIBAS

The bank
for a changing
world



OUR PUBLICATIONS

The ion and opir ined in this report have beenobtsined from, orarebasedon, pablucsoumes believed to be
E co refiable, butno representstion orwarranty, express orimplied, is made i P up todste

and it should notberefied uponas such. Thrsreponr‘m= anofferor to buy or sell any securties or
. . otherir tment. It does not i 1 t advice, nor fi | h or anslysis. Infk ion and opini

CONJONCTURE Structural or in news ]cLOW, two issues containedin the report are not to be relied upon as i takenin itution for the ise of jud t by any

. recipient; they sre subject to change without notice and not intended to provide the sole basis of any evaluabon of the

an al-ysed n de pth herein. Any refe to past perf should notbetaken as an indicstion offuture paformance. To

the fullest extent permitted by law, no BNP Paribss group company acoepts any liability what: including in negl for

any direct or consequential loss arising from any use of or reliance on material contained in this report. All estimates and

opinions included in this report are made as of the date of this report. Unless othenwise indicated in this report there is no

intentionto update this report. BNP Paribss SAandits sffiiates (collectively “BNP Paribas’) may make s market in, or mgy, 8s

E co principaloragent, buy orsell securtiesof any issuer or person mentioned in this report or dervatives thereon. BNP Paribas

may have a financisl interestin anyissuer or person mentoned in this report, including s long or short position in their securites

snd'oropmns futu'esorotherdenvstrve instruments based theraon. Prices, yields and other similarinformation included in ths

EMERGING An a[ySES and JCO recasts fOl" a selection Of report are included for inf N iactors will affect market pricing and there is no certainty that
: f transactions could be executed stthese pnoes BNP Paribas, i g its officers and empk may serve or have served s

eme rgl ng economies an officer, directororin an adv:sorycspacayforany person mentxoned in this report. BNF’ Paribas may, from time to time,

solicit, perform orhawe perf t banking, ur g orother services (including scting as adviser, manager,

underwriter or lender) within the last 12monthsfor any person referred to in this report. BNP Paribas may be s party to an
agreement with any person relating to the production of thisreport. BNP Paribas, may tothe extent permitted by law, have sded
upon orused the informstion contsined herein, orthe research or anslysis onwhichit was based, before its publication. BNP
c o Paribss may receive orintend to seek compensation for investment banking services in the next three months from orin relston
to any person mentioned in this report. Any person mentioned in this report may have been provided with sections ofthis report

prior to its publication in order to verify its factusl sccuracy.

PERSPECTIVES i
Anal'yses and forecaStS for the main BNP Paribss is incorporaied in France with limited liability. Registered Office 16 Boulevard des Italiens, 75009 Paris. This repot

i i was producad bys BNP Paribas group company. This report is for the use ofintended recip andmsy not be reproduced {n
countri es’ eme rgl ng or deVeLO ped whole orin part) ordelivered or transmitted to any other person withoutthe prior written consent of BNP Paribss. By sccepting
this document you agree to be bound by the foregoing limitations.

Certain within the E 1 E: Ares:
E FlA H This report has been spproved for publicstion in the United Kingdom by BNP Paribas London Branch. BNP Paribas London
Branch is suthorised and supervisad bythe Autorité de Controle Prudentiel and suthorised and subjectto limited reguistion by
the Financisl Services Authority. Details of the extentof our suthorisation and regulation by the Financis! Services Authority s
X X available from us on request.
Datare I.eases, m aJ or econamic events. O ur This report has been spproved for publicstionin France by BNP Paribas SA. BNP Paribss SA is_incomorstad in France with

detai led views Limited Lisbilityand is suthorisad by the Autorité de Controle Prudentiel (ACP) and regulsted by the Autorité des Marchés
Financiers (AMF). Its head office is 16, boulevard des Itsfiens 75009 Paris, France.

This report is being distributed in Germany either by BNP Paribas London Branch or by BNP Paribas Niederlassung Frankfurt
amMsin, s branchof BNP Paribas S.A whose hesd office is in Paris, France. BNP Paribas S.A - Niederlassung Frankfurt am
EcUWEE K Msin, Europs Allee 12, 60327 Frankfurt lssuhunsed sr\dsuper\nsed by!heAutmte de Contrdle Prudentiel and it is suthorised
and subject to fimited Istion by the Bund it fiir Fi fsicht (BaFin).
United States: Thisreport is being distributed to US persons by BNP Paribas Securities Corp., or by a subsidiary or sffiliste of
. BNP Paribas thatis not registered as a US broker<desler. BNP Paribas Securities Corp., 8 subsidiary of BNP Paribas, is s
Weekl._y economic news al’]d mUCh more... brokerdesler regi dwith the U.S. Securities and E: C and a memberof the Financial Industry Regulstory
Authority and other principal exchanges. BNP Paribas Securmes Corp. sccepts responsibility for the content of s report
prepared by another non-U.S. sffiliste only when distributed to U.S. persons by BNP Psribas Securities Corp.
Japan: This report is being distributed in Japan by BNP Paribas Securities (Japan) Limited or by a subsidiary or sffiiate of BNP
Paribas notregisiered ass finandalinstruments firm in Japan, to cersin finandalinsttutons defined by srticle 17-3, tem 1 of
the Fmancnal and Exchange Law Enf; Order. BNP Parbas Securities (Japan) Limitad is a financial
co tered ding to the Financial Inst: and Law of Japan snd s member of the Japsn
SecuvmesDes)ersAssousbonsnd the Financial Futures Assocation of Japan. BNP Paribas Securities (Japan) Limited scoepts.
: responsibilty for the content of s report prepared by another non-Japan sffiiate only when distributed to Japanese based fims

2 z i i by BNP Paribss Securities (Japan) Limited. Some of the foreign securities ststed on this report are not disclosed sccording to
BNP.PARIBAS In th|S mOﬂth'._y Web TV, our economists the Financis! Instruments and Exchange Law of Japan.
make sense O]C economic news Hong Kong: This report is being distributed in Hong Kong by BNP Paribss Hong Kong Branch, s branch of BNP Paribss whose

head office is in Paris, France. BNP Paribas Hong Kong Branch s registered ss a Licensed Bankunder the Banking Ordinance
and regulsted by the Hong Kong Monetary Authority. BNP Paribss Hong Kong Branch is siso s Registerad Insttution reguisted
by the Securifes and Futures i forthe conduct ofRegulsted Activity Types 1, 4 and 6 under the Securities and

Futures Ordinance.
Some oralithe ion reported in this may already have been publishadon

https:/iglobsimarkets. bnpparibas.com

What is the main event this week? The @BNP Paribss (2015). All ights reserved.
answer is in your two minutes of economy

YOU WANT TO RECEIVE OUR PUBLICATIONS?

SUBSCRIBE ON OUR WEBSITE

http: resear com

Lor

READ AND WATCH OUR ANALYSES
ON ECO NEWS, OUR IPAD AND
ANDROID APPLICATION

© BNP Paribas (2015). All rights reserved.
Prepared by Economic Research — BNP PARIBAS

Registered Office: 16 boulevard des Italiens — 75009 PARIS
Tel: +33 (0) 1.42.98.12.34 — Internet :

www.group.bnpparibas.com
Publisher: Jean Lemierre. Editor: William De Vijlder

The bank

il BNP PARIBAS for a changing

o world



http://www.group.bnpparibas.com/

	1. Edito.18.31.EN
	2. Revue Marchés.18.31.EN
	3. Pulse.18.31.EN
	4. ScenarioEco.18.31.EN
	5. dernierespages_EN



