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Monetary easing at full employment: how effective?

mFed Chairman Powell, in his address to Congress this week, has confirmed that easing is coming = In June, ECB President
Draghi provided similar hints = This comes on the back of growing concerns regarding global growth and ultimately facing too
low a level of inflation mRisks may be mounting, but, on the other hand, the unemployment rate is close to the natural rate
m There are reasons to assume that monetary easing under full employment would be less effective than when the economy is
marred in recession. Monetary easing could also raise concerns about financial stability, which, if unaddressed, could weigh
on the ability of monetary policy to successfully boost inflation.

Speaking in Sintra last month, Mario Draghi has hinted at an
easing of monetary policy: inflation is too low compared to target, UNEMPEg$MEh$YRX$gLﬁﬁJPS NAIRU
which is an issue, all the more so considering that risks to growth ( )

are tilted to the downside. Jerome Powell, in his testimony to — United States Eurozone
Congress this week, has done the same: uncertainties about trade 4
tensions and concerns about global economic prospects weigh on

the outlook for the US and could lead—on a more enduring 3
basis—to weaker than expected inflation. Yet, the prevailing level
of activity compared to potential remains high: in the US, the 2

unemployment gap (the difference between the unemployment and
NAIRU, the non-accelerating inflation rate of unemployment) is
negative and in the eurozone unemployment is in line with NAIRU.
This complicates one’s assessment of the likely ramifications 7\

associated with a new cycle of monetary easing. | / ' ' ' ' ' \
Traditionally, policy accommodation starts when an economy A \ /

slows down significantly. It tends (i) to gather pace during a \/

recession and (i) to continue well into a recovery, until it becomes .2

clear that the economy is capable of “standing on its own two feet" 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018
so to speak. During these phases, several stylised facts can be
observed: mounting recession fears cause a decline in equity
markets and a rise in corporate bond yields. It also makes access
to financing, both via capital markets and banks, more difficult.

Inevitably, confidence and activity both drop. Interest rate cuts then
seek to restore confidence which in turn boosts risk appetite.

Subsequently, equity and corporate bond markets rebound and
access to credit improves. Growth ultimately picks up, signalling the m m m
start of a recovery.

Markets Overview Pulse & Calendar Economic scenario

o

Source: Ameco, national sources, BNP Paribas
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At the current juncture, these transmission channels will likely be less
strong, which would imply less of a boost to growth and inflation:
equity indices are at a high level, corporate bond spreads are rather
tight, bank lending surveys point towards a normal credit environment.
When liquidity is abundant, adding more of it will have less of an effect
on the real economy than if access to credit is severely constrained,
like in a recession. Clearly, the prospect of more easing has
supported the stock market (the S&P500 has set a new record) and
the property market should benefit from ever lower interest rates.

However, easing policy in a full employment economy so as to chase
the inflation target, raises questions about financial stability. The
recently published annual report of the Bank for International
Settlements summarises the dilemma very neatly: ‘the price stability
mandate sets the stage. This naturally induces central banks to
maintain policy accommodation, or to ease further, when inflation is
below target, even when the economy appears to be close to
estimates of potential.”" But ‘it constrains the policy options when
such a policy could have unwelcome effects on the financial side of
the economy longer-term, such as by encouraging excessive risk-
taking.” The latest Financial Stability Review of the ECB2 makes
similar points. Although household indebtedness has stabilised for the
euro area as a whole at 58% of GDP, which is slightly below the debt
overhang threshold, it remains a source of concern in certain areas.
Moreover, “in some countries, the combination of house price rises
and strong new lending and/or household indebtedness warrants
closer monitoring”, although “macroprudential policy actions, such as
extra capital buffer requirements or controls on loosening borrower
terms, can help mitigate possible risks to financial stability at the
country level.” This means that, at least in certain countries and
sectors, tighter macroprudential rules might very well neutralise the
impact of more policy easing, thereby complicating the convergence
of inflation to the ECB’s target.

William De Vijlder

' Bank for International Settiements, Annual Report, June 2019
2 ECB, Financial Stability Review, May 2019
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Markets overview

I The essentials

Week 5-7 19 > 11-7-19 10y bond yield, OAT vs Bund  Euro-dollar CAC 40
N CAC 40 559 » 5552 0.7 % 1.20 -
2 S&P 500 2990 » 3000 +0.3 % 1.00 122 5500
N Volatility (VIX) 133 » 129 04 pb 0.80 5400
N Euribor 3M (%) 0.36 » 0.3 0.4 bp  ggo 147 gggg
2 Libor$3M (%) 231 » 234 428 bp 040 5100
2 OAT 10y (%) 0.08 » 0.03 +102 bp 142 5000
020 113 4900
2 Bund 10y (%)  -0.36 » -0.26  +9.8 bp
0.00 40.03 4800
A USTr 10y (%) 204 » 212  +7.6 bp 107 4700
7 Eurovsdollar 112 » 113 403 % 020 4600
7 Gold (ounce, $) 1395 » 1411  +1.2 %  -040 IR T . A4l 4500 : —444ul
2 Oil (Brent, §) 641 b 67.0  +46 % 2017 2018 2019 2017 2018 2019 2017 2018 2019
—Bunds
I Money & Bond Markets
Interest Rates highest' 19  lowest' 19 Yield (%) highest' 19 lowest' 19 10y bond yield & spreads
€ECB 0.00 0.00 at01/01 0.00 at01/01 €AVG57y  0.00 0.68 at 09/01 -0.05 at 05/07 3.06% Greece 331 pb
Eonia -0.37 -0.25 at07/06 -0.38 at 19/06 Bund2y  -0.73 -0.53 at 05/03 -0.76 at 18/06 1.72% ltaly 197 pb
Euribor 3M  -0.36 -0.31 at24/01 -0.36 at 11/07 Bund 10y -0.26 0.25 at 01/01 -0.40 at 04/07 0.57% Portugal 83 pb
Euribor 12M -0.28 -0.11 at06/02 -0.28 at 11/07 OAT 10y  0.03 0.73 at 08/01 -0.13 at 04/07 0.43% Span 68 pb
$ FED 250 2.50 at01/01 2.50 at01/01 Corp. BBB  0.97 2.15 at 08/01 0.92 at 04/07 0.10% Belgium 35 pb
Libor3M  2.34 2.81 at01/01 2.29 at03/07 $ Treas. 2y 1.85 2.62 at 18/01 1.73 at 20/06 0.03% France 28 pb
Libor 12M  2.29 3.04 at21/01 2.15 at25/06 Treas. 10y 2.12 2.78 at 18/01 1.95 at 03/07 001% | Austia 25 pb
£ BoE 0.75 0.75 at01/01 0.75 at01/01 Corp. BBB  3.62 4.65 at 01/01 3.48 at 03/07 0.10% | Finland 16 pb
Lib0r3|\/| 0.78 (1)&133 at??/(q 0-73 atoi/(); £ Treas. 2y 0.61 0.83 at 27/02 0.49 at 03/07 0.10% Netherland 16 pb
%0.91 19 at11/01 0.87 at04/07 % 0.84 135 at 18/01 067 at 0407 4 | reland 15 pb
-0.26% Germany
I Commodities
Spot price in dollars  lowest'19  2019(€) Oil (Brent, §) Gold (Ounce, $) CRB Foods
Oil, Brent 67.0 53.1 at 01/01 +28.1% 90 1440 1411 378
Gold (ounce) 1411 1268 at 02105 +11.9% 3: 1400 369
Metals, LMEX 2814 2730 at 0301 +2.1% 7 1360 360
Copper (fon) 5948 5714 at 0301 +1.6% 66 7. 130 351 348
CRB Foods 348 324 at 07/03  +9.1% 6 1280 24
wheat (ton) 191 167 at 10/05 -1.4% 1240
Comn (ton) 176 128 at 2404 +31.5% 54 1200 333
At11-7-19 Variations 48 1160 324
42 : —4Jul 1120 . —44Jul 315 , r —44ul
2017 2018 2019 2017 2018 2019 2017 2018 2019
I Exchange Rates W Equity indices
1€= highest' 19 lowest' 19 2019 Index  highest' 19 lowest' 19 2019 2019(€)
USD 143 115 at10/01 1.1 at 30/05 -1.6% CAC40 5552 5621 at 04/07 4611 at 03/01 +17.4% +17.4%
GBP  0.90 090 at03/01 085 at 14/03 +0.0% S&P500 3000 3000 at 11/07 2448 at 03/01 +19.7% +21.6%
LY 114 at 23/04 1.1 at 24/06 MG DAX 12332 12630 at 0407 10417 at 03/01 +16.8% +16.8%
RN 127.43 at 01103 12099 at 31/05 MEAL Nikkei 21644 22308 at 25004 19562 at 04/01 +8.1% +11.3%
AUD 1.61 164 at17/06 1.57 at 18/04 -0.7%
G 757 o 0901 751 at 25/04 HEUER China* 78 86 at 09/04 68 at 03/01 +10.5% +12.3%
BRL 423 459 at 20005 418 at 31001 46% India* 500 612 at 03/06 530 at 19/02 +3.7% +7.4%
RUB 7078 7930 at 01/01 7078 at 11/07 -10.7% Brazi* 2353 2354 at 10/07 1862 at 17/05 +17.3% +23.0%
INR 7705 8200 ai 04002 7678 at 0507 -3.5% Russia* 740 747 at 04007 572 at 01/01 +18.8% +31.4%  MSClind
At11-7-19 Variations At11-7-19 Variations e
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Eurozone: Credit pulse

The credit impulse picked up very slightly in May 2019 in the euro area for households whereas it declined for non-financial corporations. The
annual growth of loans to private non-financial sector stabilized at around 3.3%. Demand for credit is expected to rise in the third quarter of 2019
across all loan categories, stimulated by the easing of financing conditions, except for home loans, for which lending conditions are expected to
tighten slightly.

o Credit impulse* 16 Real GDP Growth vs Bank Lending

Annual growt rates*™, %

——NFC
Real GDP, %, yly

Households
Private sector

——NFC
Real GDP, %, yly
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12 Private sector
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go Netchange ECB Bank Lending Survey, Expected (firms) Net change ECB Bank Lending Survey, Expected ( households)

Credit standards to firms
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*Credit impulse is measured as the annual change of the annual growth rate of MFl loans  ** Adjusted for securitizations

4 -50

Source: ECB, ECB survey on the distribution of credit, BLS, BNP Paribas calculations

Indicators preview

Next week, China's second quarter GDP numbers will be eagerly awaited considering the signs of further slowdown in recent data. The US will
publish regional business surveys (Empire State, Philadelphia) as well as University of Michigan sentiment which will provide an early glimpse
for July. Several data on the housing activity and market (NAHB index, permits, starts), retail sales and industrial activity will improve our reading
of how the US has been doing in June. In this respect, the Beige Book of the Fed is also particularly interesting when looking for comments on
how companies assess the impact of tariffs increases and the uncertainty on that matter. In the eurozone, we will have data on trade, inflation
and car registrations.

Date Country/Region Event Period Survey Prior
07/15/2019 China GDP SA QoQ 2Q 1.5% 1.4%
07/15/2019 United States Empire Manufacturing July - -8.6
07/16/2019 United Kingdom ILO Unemployment Rate 3Mths May - 3.8%
07/16/2019 Eurozone Trade Balance SA May - 1.53e+10
07/16/2019 Eurozone Trade Balance NSA May - 1.57e+10
07/16/2019 United States Retail Sales Control Group June - 0.5%
07/16/2019 United States Industrial Production MoM June 0.2% 0.4%
07/16/2019 United States Capacity Utilization June 78.1% 78.1%
07/16/2019 United States NAHB Housing Market Index July - 64
07/17/2019 Eurozone EU27 New Car Registrations June - 0.1%
07/17/2019 United Kingdom CPI MoM June - 0.3%
07/17/2019 Eurozone CPI MoM June - 0.1%
07/17/2019 United States MBA Mortgage Applications July-12 - -
07/17/2019 United States Housing Starts June 1.26e+06 1.269e+06
07/17/2019 United States Housing Starts MoM June -0.7% -0.9%
07/17/2019 United States Building Permits June 1.3e+06 1.294e+06
07/17/2019 United States Building Permits MoM June 0.1% 0.3%
07/17/2019 United States U.S. Federal Reserve Releases Beige Book

07/18/2019 Japan Trade Balance June - -9.671e+11
07/18/2019 United Kingdom Retail Sales Ex Auto Fuel MoM June - -0.3%
07/18/2019 United Kingdom Retail Sales Inc Auto Fuel MoM June - -0.5%
07/18/2019 United States Philadelphia Fed Business Outlook July - 0.3
07/18/2019 United States Leading Index June - 0.0%
07/19/2019 United States University of Michigan Sentiment July - 98.2

Source: Bloomberg, BNP Paribas
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UNITED STATES

= Growth picked-up by early 19 but this was partly due to one-off factors
(inventories). The trend in private domestic demand is more subdued. The
housing market is softening, corporate investment should slow, as well as
exports. Core inflation remains well under control and has eased a bit.

= Regarding the more cautious message delivered by the Fed’s president.
J. Powell (about trade tensions), we believe the Fed Funds target rate will be
cut by 2 quarter points in Q3, coming back to 1.75-2%

CHINA

= Economic growth continues to slow. Activity rebounded in March 2019 but
weakened again afterwards. The recent flare-up in trade tensions with the US
has again darkened export prospects.

= The central bank is easing liquidity and credit conditions, though the
reduction in financial-instability risks via regulatory tightening should remain a
priority. Fiscal policy has also turned expansionary through increased
infrastructure spending and a rising number of household/corporate tax cuts.

= |n the short term, exports and private domestic investment should
continue to decelerate. Tax measures should support consumer spending.

GDP Growth Inflation
% 2018 2019e 2020 e 2018 2019e 2020 e
Advanced 2.2 1.8 1.3 2.0 1.6 1.6
United-States 2.9 2.7 1.8 2.4 2.1 2.0
Japan 0.8 0.6 0.2 1.0 0.6 0.5
United-Kingdom 1.4 1.3 14 2.5 1.9 1.9
Euro Area 1.9 1.1 1.0 1.8 1.3 1.3
Germany 1.4 0.6 1.0 1.9 1.5 1.5
France 1.7 1.3 1.2 2.1 1.4 1.5
Italy 0.7 0.3 0.2 1.3 0.9 0.9
Spain 2.6 2.2 1.9 1.7 1.0 1.2
Emerging 4.5 4.2 4.7 4.7 4.8 4.3
China 6.6 6.2 6.0 2.1 2.2 2.6
India* 7.0 7.4 7.6 3.4 315 4.2
Brazil 1.1 0.8 2.5 3.7 3.9 3.9
Russia 2.3 1.5 1.7 2.9 5.1 4.1

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

* Fiscal year from April 1st of year n to March 31st of year n+1

Interest rates, % | 2019
EUROZO_NE ) End of period Q1 Q2e Q3e Qée 2018 2019e  2020e
= Desplte a strongler thap gxpegted growth in the 15‘.quarter of 2019, the s~ Feq Funds 250 250 200 2000 250 200 175
ecgnomlc.slowdowp is continuing mlthle eurozone, especially in Germany, Fiue Libor 3m $ 260 245 200 2000 281 200 180
té) international environment uncertainties and a slowdown of exports to China. TNoks 10y | 242 210 195 190 269 190 225
apgmty constra!nts also play a role and activity in the manufacturing sector e Sanl ool ool omn ood ool eeo
continues to decline. ]
o . . _ Euribor 3m 031 030 -030 -0.30; -0.31 -0.30 -0.30
= Inflgtlpn is now expectgd tg decrease wh|le core CPIlls hgrdly moving. Bund 10y 007 005 -005 000l 025 000 015
The activity slowdown algo implies that the pick-up in core inflation should be OAT 10y 026 030 030 0300 071 030 045
slower than expected until recently. UK  Baserate 075 100 100 125, 075 125  1.25
= Monetary policy remains cautious and proactive, the ECB announcing the Gilts 10y 100 185 200 2100 127 210 210
launch of another round of longer-term refinancing operations (TLTRO) for Japan BoJ Rate 006 010 040 -0101 007 -0.10 -010
eurozone banks. JGB 10y 000 003 002 -002] 000 -002 -005
FRANCE Source : BNP Paribas GlobalMarkets (e: Forecasts)
= Growth is slowing although the economy should show some resilience.
Households’ consumption should get a boost from the tax cuts and the jobs Exchange Rates | 2019
recovery but inflation reduces purchasing power gains. Business investment End of period Q1 Q2 Q3%  Qdel 2018 2019 2020e
dynamics remain favourable. The global backdrop is less supportive. A slight ysp EUR/USD 112 113 116 1200 114 120 125
rise in core inflation is appearing but remains to be confirmed. USD/ JPY 11.0 1080 1050 10200 110.0 1020  95.0
NTEREST RATES AND X RATES st R - e
= In thg Us, we expect_the Fed to cut rates twice in th(_e second serpester N RTEIR T GEP oes | oegl oes oerl oee ae om
reaction to a slowing economy, subdued inflation and heightened
uncertainty. Bond markets are already pricing in rate cuts, which is why EUR / CHF s L B
we expect that the decline of the 10 year treasury yield will only be EUR/JPY. 1240 1220 1220 1220} 1250 1220 1190
moderate. Source : BNP Paribas GlobalMarkets (e: Forecasts)
= The combination of slower growth and subdued core inflation leads us to
expect that ECB official rates will remain unchanged this year and next. 10
year Bund yields are expected to rise only marginally to 0.00% by the end
of this year. We forecast a yield of 0.15% by the end of 2020.
= No change expected in Japan.
= We expect the euro to strengthen versus the dollar considering that the
latter is expensive on valuation grounds and that the Fed will ease its
policy
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