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Eurozone: Cooler sentiment

m Sentiment indicators continue their softening trend and the flash estimate points towards weak third quarter GDP growth
m Yet drivers of final demand continue to point towards ongoing good growth in the upcoming quarters = Data in the coming
weeks as well as developments concerning Brexit and US trade policy will be key to confirm or tune down this assessment

Faced with increased uncertainty, it is tempting to feel nostalgic.
This is very much the case when comparing the latest purchasing
managers heatmap with the results early this year. Back then it was
red across the board, for all countries, both manufacturing and
services. Red corresponds to robust growth. Today we have various
shades of red, more so in manufacturing than services, and even
some blue (in Italy). Other survey-based indicators paint a similar
picture: the European Commission’s economic sentiment index for
the eurozone (although it is still at a high level) or the IFO economic
expectations indicator for the eurozone, which is now back to a level
last seen at the end of 2012. The preliminary flash estimate showed
third quarter GDP growth of a mere +0.2% versus the previous
quarter (non-annualised), after growing at 0.4% both in the first and
second quarter. Year-over-year growth slowed from 2.2% in Q2 to
1.7%, still above potential but clearly less than before. Ad hoc
factors have played a role (e.g. in the automobile sector due to
changes in test procedures - WLTP), as well as trade war related
uncertainty, rising oil prices and financial market volatility.

Of course, these indicators are only snapshots which don't tell us
how the economic movie will continue. Looking at the drivers of
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demand, the monetary and financial environment will remain very
accomodative and the prospect of the ECB stopping its net asset
purchases at the end of this year won't change this. The past weakening
giving the loss in the terms of trade due to a bigger weight of the dollar

Source: Markit PMI, BNP Paribas

of the euro should, with some delay, help exports but this is small comfort
in eurozone imports. Household income growth should be supported by a

declining unemployment rate and accelerating growth in compensation. Consensus estimates of profits of listed companies point towards an increase
for the coming 12 months of about 10 percent which should support corporate investment. World trade growth has now stabilised on a year-over-year
basis, albeit at a lower level than in 2017. So all in all, conditions seem to be in place for ongoing growth, less than in the first half of 2018 but still
good. At his latest press conference, Mario Draghi characterised it as a loss of momentum, not a downturn. A fair assessment, yet the softer sentiment
readings as of late imply that the data in the coming weeks, and indeed the updated ECB staff forecasts in December, will be eagerly awaited. The

same applies to news on the Brexit negotiations and to US trade policy.
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Markets overview
I The essentials
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Uncertainty on the rise

Fluctuations in uncertainty can have a considerable impact on economic growth via their influence on confidence of households and corporates
about the future as well as on the cost of financing. Uncertainty is not directly observable so proxies are used, like in the charts below. Media
coverage of economic policy uncertainty continues to increase, which is in large part related to trade war fears. This also explains why opinions
of German companies increasingly diverge (see IFO dispersion). Dispersion of stock market performance of individual companies has also
increased although the level remains low.

Economic Policy Uncertainty Index, Purchasing Power 65 IFO dispersion
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Source: Economic Policy Uncertainty, Bloomberg, IFO, BNP Paribas

Indicators preview

Next week will see the publication of consumer price inflation in several countries (Germany, France, UK, US) as well as the eurozone.
Third quarter GDP will be published in Japan, where a decline is expected, and Germany whereas for the eurozone an updated estimate will be
released. Also noteworthy are the labour market data in France and the regional indices in the US for November (Empire State, Philadelphia,
Kansas City).

Date Country Event Period Surv(M) Prior
11/12/18 France Bank of France Ind. Sentiment Oct - 105
11/13/18 Germany CPI EU Harmonized MoM Oct - 0.1%
11/13/18 France Private Sector Payrolls QoQ 3Q - 0.1%
11/13/18 United States NFIB Small Business Optimism Oct 108.0 107.9
11/14/18 Japan GDP Annualized SA QoQ 3Q -1.1% 3.0%
11/14/18 Germany GDP SA QoQ 3Q - 0.5%
11/14/18 France CPI EU Harmonized MoM Oct - 0.1%
11/14/18 United Kingdom CPI MoM Oct - 0.1%
11/14/18 Eurozone GDP SA QoQ 3Q - 0.2%
11/14/18 Eurozone Employment QoQ 3Q - 0.4%
11/14/18 United States CPI MoM Oct 0.3% 0.1%
11/15/18 United Kingdom Retail Sales Ex Auto Fuel MoM Oct - -0.8%
11/15/18 United States Empire Manufacturing Nov 19.0 2141
11/15/18 United States Retail Sales Advance MoM Oct 0.6% 0.1%
11/15/18 United States Philadelphia Fed Business Outlook Nov 20.9 22.2
11/16/18 Eurozone CPI MoM Oct - 0.5%
11/16/18 United States Industrial Production MoM Oct 0.2% 0.3%
11/16/18 United States Kansas City Fed Manf. Activity Nov - 8

Sources: Bloomberg, BNP Paribas
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UNITED STATES SUMMARY
= Economy is expected to expand at approximately 2.8% this year
on the back of tax cuts, booming profits and credit. However, the GDP Growth Inflation
slowdown of international trade implies the risk is on the downside. % 2017 2018e 2019e 2017 2018e 2019e
= Inflation is accelerating in the wake of higher oil prices and a | Advanced 22 22 1.5 18 21 19
tight labour market. United-States 22 28 18 21 25 2.1
= The Fed will keep on tightening its policy. We forecast the Fed | 3P0 5 i L L2 i -
funds target rate to reach 2.75% in Q1 2019. United-Kingdom 17 13 16 27 24 21
Euro Area 25 20 1.5 1.5 19 1.9
CHINA Germany 25 1.9 1.6 1.7 1.9 2.1
= Economic growth will decelerate in 2018-2019. The export | France 23 17 16 12 21 16
outiook is significantly darkened by US protectionist measures. | '8ly 16 12 10 13 15 19
Private domestic demand should be affected by the worsening |-SPai 30 27 20 20 18 18
performance of the export manufacturing sector and the continued | Emerging 5.9 5.8 5.8 24 29 29
moderation in the property market. China 6.9 6.4 6.1 16 21 19
= |n order to contain the slowdown, the central bank has started to g]:j;i" ?(7) :g :733 gg gs gg
ease quqidit.y andl predit conditions. At Fhe same time, the .redu<l:tion Russia 1:5 1:7 1:7 3:7 2:7 4:1
n fmanug | instability risks should remain .a top policy priority. .F'SC?' Source : BNP Paribas Group Economic Research (e: Estmates & forecasts)
policy will also be expansionary and infrastructure spending is
projected to rise.
EUROZONE INTEREST RATES & FX RATES
= The recovery is continuing, although it has been weaker than | |nterest rates, %  2018. 2019
expected at the start of the year. Intra-EU trade grows with domestic | ¢ ofperiod Qde  Qle Q2 Q3  Qdel 2017 2018 2019
demand, especially corporate investment. US  FedFunds 2500 275 275 275 275| 150 250 275
= Inflation has rebounded in the wake of higher oil prices, but the Libor 3m § 236; 280 28 285  255] 1689 236 255
core CPI trend remains subdued. This argues for the ECB to T-Notes 10y 310p 315 320 310 300f 241 310 300
maintain the status quo on the refinancing rate for a long period of | Ezone ECB Ref 000; 000 000 000 000; 000 000 000
time. Eubor3m | -030; -030 -025 020 015 -033 030 045
Bund 10y 0.75 0.85 1.00 1.10 1.20 042 0.75 1.20
FRANCE OAT 10y 1.00 1.10 1.25 1.35 145 0.66 1.00 145
=  Growth slows down but remains above potential. Households’ |UK  Baserat 075¢ 075 100 100 125 050 075 125
consumption should get a boost from the planned tax cuts and the jobs Gits 10y 185¢ 170 180 190  200) 128 155 200
recovery but inflation reduces purchasing power gains. Business | Japan BoJRat -0.10{ -010 010 -010 -010{ -004 -010 -0.10
investment dynamics remain favourable. The global backdrop is less JGB 10y 014; 012 010 004 002] 005 014 002
supportive. A slight rise in core inflation is appearing but remains to be
confirmed. Exch Rat e
xchange Rates
INTEREST RATES A,ND FXRATES End of period Qde Qe Q2 Q3e Qdel 2017 2018e 2019
= |n the US, ongoing strong grovyth and a very low unemplqyment USD  EUR/USD 1200 12 125 128 130! 120 120 130
rate pave the way for more rate hikes. We expect 1 more this year USD/ JPY 106 102 100 99 9% 13 106 %
and 1 in the first half of 2019 after which the Fed will want to see GBP/USD 130 134 140 145 149 135 130 149
how the economy reacts. As a consequence, US treasury yields USD/CHF 097 097 09 095 094! 097 097 094
should increase, although to a limited degree: the market expects EUR EUR/GBP 0.92 0.91 0.89 0.88 0.87 089 0.92 087
that the tightening cycle is already well advanced. The ECB has EUR/CHF 1160 118 120 122 12| 117 116 12
announced it intends to stop its net asset purchases at the end of EUR/JPY 127 124 125 127 127 135 127 127
2018. A first hike of the deposit rate is expected after the summer of | Source : GlobalMarkets (e: Estimates & forecasts)
2019. As a consequence, bond yields should increase. 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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