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The pass-through of wage growth to prices is stronger and faster when inflation is higher to start with mThe low inflation in the Eurozone
has slowed down the transmission mThe considerable growth slowdown, on the back of adverse foreign demand and uncertainty shocks,
impairs this process even more mThis raises pressure on the ECB to take action in order to dislodge core inflation, which remains stuck
well below its objective

At a conference in Frankfurt last November, Mario Draghi explained in great detail

how faster wage growth tends to lead to higher inflation’. As demand for goods
and services rises and production increases, productivity picks up, giving a boost — Unit labour cost Core HICP

to corporate profitability. Eventually, wages increase, all the more so when
companies recruit more staff and the competition for talent intensifies. Unit labour
costs rise, putting pressure on profit margins. Sustained strong economic growth
ends up providing companies with enough confidence to raise their prices in order
to protect their margins.

These lags, which are perfectly normal, allow the central bank to maintain a very
accommodative policy, even though growth is already robust. ECB research has
shown that the pass-through from wage growth to inflation is faster and stronger
in periods of higher inflation. This implies that when inflation has been low, like in
the eurozone, the process will take more time2. It is of course essential that in the
meantime growth remains on track: “if firms start to become more uncertain about 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2013
the growth and inflation outlook, the squeeze on margins could prove more Source: Eurostat, BNP Paribas
persistent. This would affect the speed with which underlying inflation picks up and therefore the inflation path that we expect to see in the quarters
ahead.”

Five months later, it turns out these words of the ECB President were very much prescient. Growth has slowed significantly for a host of reasons
(slowdown of the global capex cycle, slower world trade growth, slower growth coming from China, country-specific factors in Germany, Italy and
France, a prolonged period of pervasive uncertainty, etc.). As a consequence, labour market bottlenecks, whilst remaining tight, have eased. Moreover,
growth of compensation per employee, which is still strong, has declined slightly, though it remains to be seen whether this is the beginning of a new
trend. This provides a challenging environment to generate the necessary pass-through from wages to inflation so as to have the latter converging to
the ECB's policy objective. This is confirmed by the latest inflation data with core HICP up 0.8% in March versus last year. There is something tragic in
the observation that the combination of an imported growth slowdown and imported uncertainty shocks have shortened the phase of very strong
growth in the eurozone and triggered a premature slowdown. This in turn has reduced the effectiveness of an expansionary monetary policy, leaving
the ECB no choice but to start working on more of the same. The details on the new TLTRO are eagerly awaited.
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Markets overview
I The essentials
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Uncertainty: mixed signals

The different uncertainty measures are sending mixed signals. The Economic Policy Uncertainty Index, which is based on media coverage about
policy uncertainty, is no longer increasing but a downward trend has not yet started. The top right chart shows uncertainty based on company
surveys. In Germany, uncertainty remains very high and the latest report shows another, albeit small, increase. US companies on the other hand
feel less and less uncertain. Finally, uncertainty based on the dispersion of the share price performance of individual companies is on a declining
trend in the US and the eurozone. In case of the latter, the level remains well above that seen one year ago.
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*volatility = 60-day moving average of the cross-sectional standard deviation of daily returns of the index constituents
Source: Economic Policy Uncertainty, Bloomberg, IFO, Atlanta Fed, BNP Paribas

Indicators preview

Data for April will be eagerly awaited next week with business confidence and consumer confidence in France, the IFO business climate index in
Germany, eurozone consumer confidence and UK order books. In the US we have existing home sales, new home sales, durable goods orders,
first quarter GDP, university of Michigan sentiment. The Bank of Japan will decide on monetary policy.

Date Country Event Period Surv(M) Prior
04/22/19 United States Existing Home Sales MoM March -4.7% 11.8%
04/23/19 Eurozone Consumer Confidence April - 7.2
04/23/19 United States New Home Sales MoM March -5.6% 4.9%
04/24/19 France Business Confidence April - 104
04/24/19 Germany IFO Business Climate April - 99.6
04/25/19 United Kingdom CBI Trends Total Orders April - 1
04/25/19 United States Cap Goods Orders Nondef Ex Air March - -0.1%
04/25/19 Japan BoJ 10-year Yield Target April 25 - 0.000%
04/25-05/11/19 Eurozone EU Commission Economic Forecasts

04/26/19 France Consumer Confidence April - 96
04/26/19 United States GDP Annualized QoQ 1Q 1.6% 2.2%
04/26/19 United States Core PCE QoQ 1Q - 1.8%
04/26/19 United States University of Michigan Sentiment April - -

Source: Bloomberg, BNP Paribas
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UNITED STATES

= Growth is expected to slow to 2.3% this year. Trade war uncertainty acts
as a drag, the housing market is softening, corporate investment should slow,
as well as exports in reaction to the past strengthening of the dollar against a
broad range of currencies.

= Core inflation remains well under control and has eased a bit.

= Following the dovish message from the January FOMC meeting, markets
are pricing in a policy easing in the course of 2020.

CHINA

= Economic growth continues to slow, with an export outlook severely
darkened by US tariff hikes.

= 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, private domestic demand should be affected by the
knock-on effect of weakening exports and the continued moderation in the
property market. Fiscal measures should support consumer spending.

GDP Growth Inflation
% 2018 2019e 2020 e 2018 2019e 2020 e
Advanced 2.2 1.5 1.3 2.0 1.4 1.6
United-States 2.9 2.3 1.8 24 1.7 2.0
Japan 0.8 0.2 0.3 1.0 0.5 0.5
United-Kingdom 1.4 1.1 1.5 25 2.0 1.9
Euro Area 1.8 0.9 1.0 1.8 1.2 1.4
Germany 1.4 0.7 0.9 1.9 1.4 1.7
France 1.6 1.2 1.2 2.1 1.2 1.7
Italy 0.8 0.0 0.5 1.3 0.9 1.2
Spain 2.6 2.1 1.7 1.7 1.0 1.4
Emerging 4.5 4.4 4.7 4.8 4.6 4.2
China 6.6 6.2 6.0 21 1.6 2.0
India* 7.4 7.6 7.8 34 3.3 4.1
Brazil 1.1 2.0 3.0 3.7 3.8 3.6
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, % i 2019
EUROZONE .
The slowd isb L inal ident allv in the G End of period Q1 Q2e Q3e Qde; 2018 2019e  2020e
e slowdown is becoming increasingly evident, especially in the German ;=" il ool ol oo ool ol oo
economy, which has suffered from one-off factors but also from a slowdown of )
. . . . ) . Libor 3m § 2.60 2.60 2.60 2.60 2.81 2.60 2.50
exports to China. Capacity constraints also play a role. Business climate in the
. . . . T-Notes 10y 2.42 2.80 2.75 2.70 2.69 2.70 2.50
manufacturing sector continues to decline. Italy has now entered a technical £ £CB Ref Sl al el wel wel oael o
recession with quarterly growth negative in the third and fourth quarter of zone ) € : : : ' ' : :
2018 Euribor 3m 031 -030 -030 -030{ -031 030 -0.30
Inflation | ted to d tollowing th ¢ drop in the oil Bund 10y 0.07 030 030 030] 025 030 040
 Inflation is now expected to decrease following the past drop in the oi OAT 10y 026 065 065 080 071 060 070
price, while core CPI is hardly moving. The activity slowdown also implies that
. . . . . UK  Baserate 0.75 1.00 1.00 1.25 0.75 1.25 1.25
the pick-up in core inflation should be slower than expected until recently. We ,
. Gilts 10y 100 185 200 210 127 210 210
do not expect the ECB to move rates this year (see below).
Japan BoJ Rate 0.06 -010 -010 -010{ -007 010 -0.20
FRANCE JGB 10y 009 003 005 -0.05 000 -0.05 -0.20
= Growth is sIowing.aIthough the economy should show some resiliepce. Source : BNP Paribas GlobalMarkets (e: Forecasts)
Households’ consumption should get a boost from the tax cuts and the jobs
Lecovery but |nflatf|on red;cesTEurcreleT% piv(\j/er g.alr:s. Busmes; |nvistTeE: Exchange Rates| 2019
rancs e ol o gt Ly 8 SR NS it | o1 o ot o o
PP 9 ' USD EUR/USD 1.12 117 1.18 1.20 1.14 1.20 1.25
INTEREST RATES AND FX RATES usp/JrY | 11107 10807 10507 1000 11007 1000”7 90.0
= Inthe US, the Fed has announced to be patient before deciding on any GBP/USD } 130 138 140 145 127 145 151
change in its policy. We expect key rates to stay on hold. We have changed USD/CHF | 1.00 097 097 087 089 087 083
the forecast for 10 year treasury yields and now expect a yield of 2.80% by EUR EUR/GBP | 08 085 084 083 090 08 083
mid-year and 2.70% at the end of the year. EUR/ CHF 112 114 115 116) 113 116 116
= As the ECB confirmed that key rates won't change this year, the forecast EUR / JPY 124.0 1260 124.0 120.0{ 125.0 120.0 113.0
for 10 year Bund yields and now expect a yield of 0.30% by mid-year and Source : BNP Paribas GlobalMarkets (e: Forecasts)
0.40% at the end of the year.
= No change expected in Japan.
= The prospect of a 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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