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ECB: Mario Draghi passes the baton

mMarket expectations were elevated but the Governing Council did not disappoint. The comprehensive nature of the package,
with the introduction of state-dependent forward guidance, take away the need to envisage additional measures in the
foreseeable future mECB watching has been narrowed to monitoring the gap between inflation and the ECB target = Given
certain negative side effects of the current monetary mix, which are acknowledged by the Governing Council, fiscal policy,
where leeway is available, is now requested to step up to the plate, so as to foster growth and speed up convergence of

inflation to target m The policy baton has been passed

The next couple of years risk being boring for ECB watchers. The
package of measures decided by the Governing Council on Thursday
was very comprehensive and, hopefully, takes away the need to do more
anytime soon. In addition, the forward guidance was particularly strong,
both in terms of interest rate policy and as far as the asset purchase
program is concerned. The latter will be resumed without an end date.

Whether this degree of monetary accommodation is maintained for some
or a very long time depends on how inflation evolves. The hurdle is high:
the inflation outlook needs to robustly converge to the ECB’s target and
this must be consistently reflected in the underlying inflation dynamics.
Spikes, which are by definition short-lived don't pass the test. Given the
sluggishness of the inflation process, meeting these requirements will
take time, which makes it very likely that the current policy will remain in
place for a long time. The fact that bond yields, after a dip following the
press release, moved higher shouldn't be interpreted as an anticipation
of monetary tightening, but is a reflection of a less negative term
premium?. This in turn would reflect that investors give some credence to
the effectiveness of the package. This is indeed the key question in the
coming months for markets, households, companies and indeed the ECB,
because it will determine whether inflation expectations can re-anchor at
a higher level. As emphasised by Mario Draghi during the press
conference, these expectations didn't become unanchored, they re-
anchored at too low a level compared to the ECB’s inflation aim.

/.

1 The term premium is the risk premium which the investor receives when buying a
bond of a given maturity rather than investing in short-dated government paper over
the same period by constantly reinvesting as this paper matures. This premium is a
reward for taking duration risk. However, this premium can be negative, as has been
the case in the eurozone and the US for quite some time. The term premium should
not be confused with the term spread, which corresponds to the difference between
the yield on a long-term bond and a shorter-term bond (or the rate on short-dated
government paper).
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Theoretically, and given the current environment, some scepticism is
warranted and this was discussed in earlier contributions2. In addition,
although the current policy should have positive effects in the aggregate,
concern about the negative side effects is on the rise: overheated
property markets in certain countries; negative rates impact pension
funds and insurance companies; certain households may decide to save
more and spend less considering that, when bond yields are low to
negative, wealth accumulation depends on the amount of saving, rather
than on the reinvestment of, what has become in yield terms, a meagre
financial income.

The repeated insistence by the ECB President on side effects was one of
the surprises of the press conference and shows monetary policy is
approaching the end of the road. The other surprise was that he and his
colleagues of the Governing Council are basically passing the baton to
fiscal policy: “There was unanimity that fiscal policy should become the
main instrument to support growth”, “It's high time for fiscal policy to take
charge”, “If fiscal policy is appropriate the monetary package will be
effective more quickly”.

In a way there is something tragic about it: as explained by the ECB
president, monetary policy has played a crucial role in creating an
environment leading to 11 million new jobs. It has also led to a solid
increase in wage growth as the unemployment rate declined. The final
step however hasn't really materialised: the transmission of faster wage
growth into higher inflation has been interrupted because of the negative
demand shock coming from China and international trade; tariff
uncertainty; Brexit uncertainty. Fiscal policy is then requested to step in,
at least in these countries which have leeway, that is fiscal space. We
now have to see whether the call will be heard.

William De Vijlder

2 Exogenous versus endogenous uncertainty and monetary policy (BNP Paribas,
Ecoweek, 5 July 2019), Monetary easing at full employment: how effective?
(BNP Paribas, Ecoweek, 12 July 2019)
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Markets overview
I The essentials
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Germany: slowdown is spreading

Business cycle indicators mostly disappointed during the summer months and ended up below the already subdued expectations. In July, both
industrial production and orders fell sharply. This could be partly attributed to the early start of the summer holidays. In that case, an opposite
effect can be expected in August. More worrying was the more-than-expected decline of the IFO climate index in August, as business conditions
in trade and services fell sharply. It is a sign that the deterioration of the business climate is not anymore confined to only manufacturing,
something which has been emphasized by the Bundesbank. But this was contradicted in early September by the PMI composite. The indicator

was actually stronger than expected, as services growth remained solid.
Note: z-score is a score
which indicates how many
standard deviations an
observation is from the
mean: z=(x-y)/oc where x:
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
X standard deviation of the
last 24 value for monthly
data and the last 8
quarters for quarterly data.
A On the Y-axis, X
corresponds at the last-
known value of indicator,
u and o corresponds
respectively to the mean
10 and the standard deviation
’ for this indicator since
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Indicators preview
The highlight of next week is the meeting of the FOMC (a rate cut is widely expected) although the meetings of the Bank of England and the
Bank of Japan will also be important for the information they may provide on the assessment of the economic situation. In the US, several data
will be released concerning the housing market and construction activity. This is of particular importance given the negative contribution of
residential investment to GDP in recent quarters. The US index of leading indicators will be watched closely given the concern about slowing
growth. In the eurozone, consumer confidence will be watched closely, in particular the unemployment expectations component.

Surprise (z-score)

2000 (for China since
2011).

Date Country/Region Event Period Survey Prior
09/16/2019 United States Empire Manufacturing Sept. 2.0 48
09/17/2019 Germany ZEW Survey Expectations Sept. - -44 1
09/17/2019 Eurozone ZEW Survey Expectations Sept. - -43.6
09/17/2019 United States Industrial Production MoM Aug. 0.1% 0.2%
09/17/2019 United States Capacity Utilization Aug. 77.6% 77.5%
09/17/2019 United States NAHB Housing Market Index Sept. 66 66
09/18/2019 Japan Trade Balance Aug. - -2.496e+11
09/18/2019 Eurozone EU27 New Car Registrations Aug. - -71.8%
09/18/2019 United Kingdom CPI MoM Aug. - 0.0%
09/18/2019 Eurozone CPI MoM Aug. - -0.5%
09/18/2019 United States MBA Mortgage Applications Sept-13 - -
09/18/2019 United States Building Permits MoM Aug. -0.9% 8.4%
09/18/2019 United States Housing Starts MoM Aug 5.0% -4.0%
09/18/2019 United States FOMC Rate Decision (Upper Bound) Sept-18 2.00% 2.25%
09/19/2019 United Kingdom Retail Sales Ex Auto Fuel MoM Aug. - 0.2%
09/19/2019 United Kingdom Bank of England Bank Rate Sept-19 - 0.750%
09/19/2019 United States Philadelphia Fed Business Outlook Sept. - 16.8
09/19/2019 United States Leading Index Aug. - 0.5%
09/19/2019 United States Existing Home Sales MoM Aug. -0.9% 2.5%
09/19/2019 Japan BOJ Policy Balance Rate Sept-19 - -0.100%
09/19/2019 United Kingdom CBI Trends Total Orders Sept. - -13
09/20/2019 France Wages QoQ 2Q - 0.5%
09/20/2019 Eurozone Consumer Confidence Sept. - 7.1

Source: Bloomberg, BNP Paribas
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UNITED STATES GDP Growth Inflation

= Growth is slowing and this trend is expected to continue under the 2 218 _2019¢ _ 2000 2018 _2019¢ 20200
. . . Advanced 22 1.6 1.0 21 14 1.3
influence of corporate investment (slower profits growth, uncertainty) and .

; o - . United-States 29 22 15 24 1.8 1.8
hoggng (declining trgnd of affordab!llty). Consumer spgpdlng should be more  janan 08 12 02 10 06 03
resilient. The trade dispute with China acts as an additional drag. Inflation is  ypjted-Kingdom 14 11 06 25 19 18
expected to decline, due to softer growth and weaker oil prices. Euro Area 19 11 07 18 11 08
= We expect two more Fed Funds target rate cuts of 25bp this year and two ~ Germany 14 0.4 0.2 19 14 1.0
additional cuts in 2020. France 1.7 1.2 1.0 2.1 1.2 1.0

ltaly 0.7 0.1 0.0 12 0.6 0.5

CHINA Spain 26 29 16 17 0.8 0.7
= Economic growth continues to slow and our GDP forecasts have been  Emerging 44 3.8 42 a7 438 45
revised down since June. Industrial activity and exports have been hard hitby ~ China 6.6 5.9 56 21 24 28
US tariff hikes. Domestic demand has also decelerated. India* 6.8 6.5 6.3 2.9 3.0 3.3
= The central bank is easing liquidity and credit conditions, though the  Brazil 1.1 05 20 37 37 35
reduction in financial-instability risks should remain a priority and banks seem  Russia 23 12 20 29 48 38
to remain prudent. Fiscal policy is expansionary through increased Sogrce :BNP Paribag Group Economic Research (e: Estmates & forecasts)
infrastructure spending and a rising number of household/corporate tax cuts. * Fiscal year from Apri 1stofyear n o March 31stof year n+1
= |n the short term, exports and private domestic investment should
continue to decelerate. Tax measures should have some success in
supporting consumer spending. Interest rates, % 2019
EUROZONE End of period Q1 Q2 Q3e Qdel 2018 2019e  2020e
» The economic slowdown is continuing in the eurozone, especially in 0> FedFunds 5 ) O 3

, ) : ' Libor 3m $ 260 232 190 170, 281 170 125
Germany, due to notably international environment uncertainties and a T-Notes 10y 042 200 135 1000 269 100 150
slowdown of the Chinese economy. Activity in the manufacturing sector  Ezone Depositrate (%)| -040 040 -050 -060| -040 -060 -0.60
continues to decline but services still show resilience. Bund 10y 007  -032 050 -080] 025 080 -0.50
= Inflation is now expected to decrease while core CPI is hardly moving. OAT 10y 026 001 020 055 07 05 -0.30
The activity slowdown also implies that the pick-up in core inflation should be UK g?;eg'e ?gg 8;51 8;2 8;2 ?Zg ggg g;g

: iits 10y . . . . . . .

slower than expected until recently. Japan BoJ Rate -006 008 -010 -010] -007 -010 -0.10

= Faced with an outlook of subdued inflation, the Governing Council has JGB 10y 009 016 030 040l 000 -040 -025

eased policy at its meeting on 12 September. This very accommodative  Source: BNP Paribas GlobaMarkess (e: Forecasts)
environment will be maintained as long as inflation hasn't converged

sufficiently, in a convincing and lasting way, towards the ECB’s objective. Exchange Rates 2019
End of peri 1 2 de| 2018 201 202

FRANCE , ) . UsdDo p?ES(Fj{/USD 1.C1)2 1.?4 ??8 ?.1? 1912 01?? 01(1)2
= Growth is slowing although the economy shows resilience. Households’ USD / JPY 1 108 105 102 10 102 %
consumption should get a boost from the tax cuts and the jobs recovery but GBP/USD 130 127 120 123 127 123 136
inflation reduces purchasing power gains. Business investment dynamics remain USD/CHF 100 098 099 099 099 099 100
favourable. The global backdrop is less supportive. A slight rise in core inflaton ~ EUR  EUR/GBP 085 089 092 080 08 09 084
is appearing but remains to be confirmed. EUR/CHF 112 141 109 110f 143 110 114

EUR/JPY 124 123 116 13 125 13 109
INTEREST RATES AND FX RATES Source : BNP Paribas GlobalM arkefs (e: Forecasts)
= In the US, we expect the Fed to cut rates twice in the second semester in
reaction to a slowing economy, subdued inflation and heightened uncertainty.
2020 should see two more cuts. Treasury yields are to decline further in the
coming months. Eventually, in the course of 2020 they should move up again in
anticipation of a pick-up in growth.
= Inthe eurozone, the ECB's state-dependent forward guidance and the
sluggishness of the inflation process imply that the very accommodative
environment will remain in place for a long time. This will exert downward
pressure on bond yields.
= No policy rate change expected in Japan.
= With the Fed in easing mode and given the very accommodative ECB
policy, we expect little change in EUR/USD even though euro’s fair value is quite
higher than current pricing. The yen should strengthen on the back of stable BoJ
policy and high market volatility.
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