_ECOWEEK
27 May 2024
Us\ﬁrms 'Wlth bal::}she&sthat

sensitive to\persmtently\blgher intenest [F&;im oF & SaVEra dr@p/én :
__growth. Such ahdevelopment mlght have ﬁwﬁh)@ brader
SS5._economy through cllent-suppller relatlonshlps

p033|bly, a contagion*effectiin é‘o’f*porate

N\

® ECONOMIC RESEARCH ™

? BNP PARIBAS for a changing

world




FcoWeek 24.21/ 27 May 2024 economic-research.bnpparibas.com

TABLE OF CONTENT

3 o) /

EDITORIAL MARKETS OVERVIEW ECONOMIC PULSE

us: e.mno.mic resilience Recent market developments éﬂ}a\r%)ésis of some recent economic data:
despite higher rates. (foreign exchange, stock markets,

The role of company finances (part 2). interest rates, commodities, etc.)

8 9

ECONOMIC SCENARIO FURTHER READING
Main economic and Latest articles, charts, videos and
financial forecasts podcasts of Economic Research
=l The bank
gl BNP PARIBAS for a changing
- world



EcoWeek 24.21/ 27 May 2024

EDITORIAL

economic-research.bnpparibas.com

US: ECONOMIC RESILIENCE DESPITE HIGHER RATES. THE ROLE OF COMPANY FINANCES (PART 2)

As discussed in the previous issue of EcolWeek?, faced with a significant
increase in official interest rates, companies have been very resilient
thanks to several financial factors: profitability, cash levels accumulated
during the Covid-19 pandemic, the ease of capital markets-based
funding, low long-term rates that had been locked in during the
pandemic. The growing role of intangible investments also plays a role
because they are less sensitive to interest rates, thereby weakening
monetary transmission.

Can this resilience last in an economy which is bound to slow given
the 'high policy rates for longer’ environment? The Federal Reserve's
Financial Stability Report?, which was published in April, gives some
comfort. Yields for both investment and speculative grade bonds stand
near the median of their respective historical distributions. Corporate
bond spreads narrowed to levels that are low relative to their historical
distributions. The excess bond premium -which measures the difference
between corporate bond spreads and expected credit losses- remains
near its historical mean. Moreover, interest coverage ratios (ICRs)—
earnings before interest and tax divided by interest expenses— point
to “robust debt-servicing capacity, reflecting resilient earnings.”

Nevertheless, going forward, close monitoring will be necessary
considering that the economy is slowing -as shown by the decline in
the hiring rate and the growth of nonfarm payrolls- whereas due to the
stickiness of inflation, the FOMC argues it is in no hurry to cut rates.
Besides, according to the Federal Reserve, "expectations of year-ahead
defaults remained somewhat elevated relative to their history”, and
vulnerabilities of unlisted small and middle-market firms are inching
higher. In addition, there is still a concern about the delayed effect
of past increases in the federal funds rate. Last year, an analysis of
the Federal Reserve Bank of Boston® noted that historically, the pass-
through of higher official rates into firms’ interest expenses occurred
with a delay of about five quarters because the share of corporate
debt that is floating-rate debt is relatively small, so the pass-through
depends on the fixed-rate debt that matures and needs to be refinanced.

Faced with a significant increase in official interest rates, companies have been surprisingly resilient. Can this last in an economy which
is bound to slow given the ‘high policy rates for longer’ environment? The Federal Reserve's latest Financial Stability Report gives some
comfort based on a comparison of corporate bond yields and spreads to their historical distribution. Moreover, resilient earnings imply a
robust debt-servicing capacity. Does this assessment hold in a stress test scenario? A recent analysis of the Federal Reserve concludes that
the debt-servicing capacity of the U.S. public corporate sector as a whole is robust to sustained elevated interest rates, unless in case of a
severe economic downturn. Unsurprisingly, firms with balance sheets that are already weak, are far more sensitive to persistently higher
interest rates or a severe drop in growth. Such a development might have repercussions for the broader economy through client-supplier
relationships, the labour market and, possibly, a contagion effect in corporate bond markets.

This delay would imply that interest charges are bound to increase
considering that the FOMC has hiked its policy rate until its July
meeting last year. In such case, in the coming quarters, there could
still be a more significant negative impact of high interest rates
on investment and hiring decisions. Access to financing could also
become more difficult because “many debt contracts include financial
covenants that require firms’ performance metrics to meet certain
thresholds, so higher interest expenses can lead to firm distress and,
if the covenants are violated, actual defaults.” A recent analysis of the
Federal Reserve Bank of Kansas City* provides detailed estimates of the
large amount of fixed-rate debt that will mature in the next few years.
This debt will need to be refinanced at rates that are significantly
higher than before. Yet, the authors conclude that “most firms have
healthy interest coverage ratios, suggesting they can likely weather
higher debt servicing costs as long as their earnings remain stable."

The words ‘as long as’ remind us of the interdependencies between
policy rates, borrowing costs, company sales and earnings, interest
coverage, hiring decisions, etc. Add to these factors the delayed pass-
through effects of past rate hikes as well as the heterogeneity amongst
companies in terms of financial resilience and it is clear that assessing
whether the current resilience can last is a huge challenge. A recent
publication® of the Federal Reserve goes a long way in providing an
answer. It uses interest coverage ratios (ICRs) to assess the sensitivity of
U.S. nonfinancial public firms under several macroeconomic scenarios
developed by Moody's, taking into account projections of corporate
earnings growth, Treasury yields, bond spreads, the federal funds rate,
the growth of corporate bonds and loans outstanding as well as the
debt maturity structure and hence future refinancing needs of firms.

The authors conclude that thanks to strong balance sheets and moderate
refinancing needs in the short run, “the debt-servicing capacity of the
U.S. public corporate sector as a whole is robust to sustained elevated
interest rates, both in the soft landing (baseline) scenario as well as in
a stagflation scenario with a moderate economic downturn.”

1 US: economic resilience despite higher rates. The role of company finances (part 1) (bnpparibas.com), 22 May 2024. In addition to corporate resilience, households’ resilience

is also noteworthy and contributed to the strong performance of the US economy (U

economic resilience despite higher rates. The role of household finances (bnpparibas.com),

14 May 2024).

2 Source: Board of Governors of the Federal Reserve System, Financial Stability Report, April 2024
3 Source: Falk Brduning, Gustavo Joaquim, and Hillary Stein, Interest Expenses, Coverage Ratio, and Firm Distress, Federal Reserve Bank of Boston, Current Policy Perspectives,

29 August 2023.

4 Source: Huixin Bi, W. Blake Marsh, and Phillip An, Corporate Interest Expenses Are Expected to Increase Further, Economic Bulletin, Federal Reserve Bank of Kansas City,

2 February 2024.

5 Kadyrzhanova, Dalida, Ander Perez-Orive, and Eliezer Singer (2024). «Stress Testing the Corporate Debt Servicing Capacity: A Scenario Analysis,» FEDS Notes. Washington: Board

of Governors of the Federal Reserve System, 9 May 2024.
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This also applies, on average, to the non-investment grade firms.
However, a severe economic downturn would, through a sharp decline
in earnings, “lead to a substantial deterioration in the projected
aggregate ICR to levels similar to those observed in the 2008-09
and 2020 recessions” (chart). Finally, focusing on firms with balance
sheets that are already weak, persistently high interest rates would
lead to a meaningful deterioration in their credit quality. This would
also apply to “some large investment-grade (IG) firms that have so
far been relatively insulated from rising rates by their high share of
fixed-rate debt.” In such a scenario, the share of debt at risk® would
see a sustained increase over the next two to three years even if
earnings remain resilient.

There is a concern that such a development might have repercussions
for the broader economy when financially stressed firms cut back on
hiring and spending, thereby impacting households and suppliers. In
addition, there is a risk of a contagion effect whereby rising corporate
bond spreads of stressed issuers would trigger a widening in the
spread of higher quality issuers.

William De Vijlder

6 The percent of debt at risk is the percent of debt with ICR < 2.

economic-research.bnpparibas.com

PERCENTAGE OF DEBT AT RISK OF US LISTED NONFINANCIAL FIRMS
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ECONOMIC PULSE

CHINA: NEW SUPPORT PLAN FOR THE REAL ESTATE SECTOR

China’s economic growth continues to be typified by divergence between sectors and sluggish domestic private demand. As shown in our chart below,
the manufacturing sector gained in strength between February and April 2024, compared to the previous three months, whilst the service sector saw
no improvement.

Industrial production increased by 6.7% year-on-year in April 2024 and by 6.3% y/y over the first four months of the year. This growth rate is close to
those seen in the pre-Covid period. Industrial activity was driven in particular by the production of goods for export in high-tech and green-tech sectors.
For example, production of electronic chips jumped 37% year-on-year in the first four months of 2024, and that of electric vehicles by 32%. Goods export
volumes reached record levels while Chinese companies cut selling prices to gain market share. As a result, exports in current USD terms saw only a
modest increase over the first four months of 2024 (+2% year-on-year).

On the one hand, Beijing’s industrial policy is bearing fruit. On the other, measures to boost consumer demand and support the real estate market have
had little effect so far. Growth in services slowed to 3.5% y/y in April 2024 and was 5% y/y over the first four months of the year. This is a slower rate of
service sector growth than in the pre-Covid period (it averaged 7.7% between 2016 and 2019).

The main brakes on growth in the tertiary sector and domestic demand remain in place: the profound crisis in the real estate sector, regulatory un-
certainty and the lack of confidence amongst consumers and private investors. Nominal growth in retail sales weakened in April, hitting just 2.3% y/y,
compared to 4.7% for Q1 2024 (albeit with still unfavourable base effects), whilst consumer price inflation accelerated slightly (from 0% y/y in Q1 2024
t0 0.3% in April). The consumer confidence index published by the National Bureau of Statistics has rebounded only very slowly since the abandonment
of the zero-Covid policy and remains well below its pre-Covid levels. The “employment” component of this index is even more depressed, pointing up
the main areas of consumer concerns (namely labour market conditions as well as the property crisis). The unemployment rate reached 5% in April
(from 5.1% at the end of 2023), but hiring levels remain soft.

Activity in the real estate sector has continued to contract sharply since the beginning of the year and house prices have continued to fall (-6.8% y/y
in April on average across the country’s 70 main cities). Although conditions for house purchases and access to credit have been eased significantly
since last year, outstanding mortgage loans have continued to fall (-1.8% y/y in Q4 2023 and -2% in Q1 2024). As a result, the authorities have just
announced a new package of measures to support the real estate sector. They plan further relaxation in mortgage lending conditions (with a lowering
in the minimum down payment requirement and measures aimed at reducing interest rates). Most importantly, a programme for local governments
to buy unsold homes is due to be launched. This programme may help to increase the stock of social housing, reduce the stock of unsold homes and
support property developers, if it is sufficiently ambitious and well-financed.

Christine Peltier

CHINA'S ECONOMIC INDICATORS

= 3-month moving average (actual)
Industrial Production --- 3-month moving average (4 months ago)

PMI Services Retail Sales

PMI Manufacturing Exports

CPI Imports

SOURCE: NBS, BNP PARIBAS

Fixed-asset investment
The indicators in the radar are all transformed into ‘z-scores’ (deviations from the long-term average, as standard deviations). These z-scores have mean zero and their values are between -4 and +2. In the
radar chart, the blue area shows the actual conditions of economic activity. It is compared with the situation four months earlier (dotted-line). An expansion of the blue area compared to the dotted area signals
an increase in the variable.
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UNITED STATES

The US economy showed surprising vigour in 2023, illustrated by +2,5% yearly
annual growth driven by the resilience of household consumption and the good
figures of business investment. Thus, we have gradually ruled out the event of a
recession induced by the cumulative monetary tightening. Despite a slowdown
(+0.4% q/q v. +0.8% in Q4 2023), the GDP has expanded again in Q1 2024, driven by
contributions from household consumption and investment. Our baseline scenario
implies a +2.5% rate of growth for 2024, enabled by the very positive carryover
effect from 2023 and an expected increase in real incomes. While the inflation
peak was reached in mid-2022, Q1 2024 data have not allowed to gain more
confidence regarding a rapid return of the CPI to its target. We forecast inflation to
stand at +3.5% y/y in Q4 2024. This picture paves the way for a modest easing of
its monetary policy by the Fed, which could start cutting rates progressively as the
end of the year, with one rate cut in 2024.

CHINA

Economic growth was stronger than expected in Q1 2024 (+5.3% year-on-year),
principally driven by the manufacturing export sector. On the contrary, domestic
demand and activity in the services sector continued to lack momentum, still
held back by the crisis in the property sector, regulatory uncertainties, and low
confidence of consumers and private investors. To support activity, the authorities
have been strengthening their industrial policy while maintaining a prudent de-
mand policy. This economic policy mix risks amplifying the divergence in perfor-
mance between sectors and the imbalance between domestic demand and supply,
which have been apparent for several months. The real GDP growth target of
"around 5%" set for this year is projected to be reached. Consumer price inflation
is expected to remain very low; it averaged zero y/y in Q1 2024.

EUROZONE

Eurozone GDP picked up by 0.3% g/q in Q1 according to preliminary Eurostat data.
The negative effects of monetary tightening on economic activity are expected to di-
minish in 2024. Growth would strengthen at 0.4% g/q in Q2 before stabilizing at this
level during the second semester. This improvement would also be underpinned by a
first rate cut by the ECB, which we expect to happen in June. This would be followed
by two more cuts in the second half of the year, at a rate of one cut per quarter.
This monetary easing would accompany the inflation decline, which is expected to
come close to the 2% target during the third quarter. That said we expect continued
stickiness in the more wage-sensitive parts of the inflation basket, like services. The
disinflation process, along with the dynamism of wages, should support household
purchasing power and consumption. Growth should also be boosted by NGEU dis-
bursements and its deployment on the ground.

FRANCE

French economy benefitted from a growth rebound in Q1 at 0.2% g/q (after six mon-
ths of stagnation during the second half of 2023), mainly supported by households’
consumption of services and corporate investment. As disinflation is now visible
(the harmonized index grew by 2.4% y/y in April 2024, compared to 5.7% y/y in
September 2023), our scenario for 2024 envisages a gradual improvement and
heralds an even better 2025 (with a growth forecast of 1.4%, after 0.9% in 2024).

RATES AND EXCHANGE RATES

2024 should be the year of the start of the easing cycle by the Federal Reserve,
the ECB and the Bank of England. However, the timing of the first cut remains
uncertain, as does the number of expected cuts. The ECB seems closer than the
Fed and the BoE to getting the data and necessary confidence to estimate that
inflation is moving towards the 2% target on a sustainable basis. We expect the
first ECB rate cut to occur in June and the first BoE cut in August, whereas the
Fed would start cutting at the very end of the year, in December. The Fed would
thereby undertake a single rate cut in 2024, while their first move would be
followed by two more for the ECB and the BoE (presumably 25 basis points cut
each). On both sides of the Atlantic, policy rates in real terms and the degree
of monetary restriction would remain about unchanged. The induced decline in
long-term rates should be limited by the importance of bond issuance against a
background of quantitative tightening.

The Bank of Japan (Bol) was the first central bank among G7 economies to act in
2024. The Bol jointly announced the end of its negative interest rate policy and
yield curve control policy at the March meeting. As a result, the policy rate target
was raised from a corridor of -0.1-0.0% to 0.0-0.1%, although the volume of JGBs
purchases remains broadly unchanged. We expect monetary policy to normalise
very gradually in the country, with only one additional hike envisaged by the end
of 2024 (probably in September).

We are fundamentally bearish regarding the US dollar, but it is so far supported
by geopolitical tensions and diverging trends between the US and the Eurozone
(with stronger growth and inflation and less monetary easing across the Atlantic).
This leads us to push back and moderate the expected USD depreciation, espe-
cially versus the euro. The yen should also eventually strengthen versus the USD,
partly as a result of the desynchronization of monetary policy, as the Bol is tighte-
ning its monetary stance.

GDP GROWTH AND INFLATION

GDP Growth Inflation

% 2022 2023 2024e 2025e 2022 2023 2024e 2025e
United States 19 2.5 2,5 18 80 41 34 29
Japan 09 19 03 1,0 25 32 29 23
United Kingdom 4,4 0,1 0,6 12 9,1 74 2,6 2,2
Euro Area 35 0,5 08 17 84 54 2,4 21
Germany 19 0,0 0,2 14 8,7 6,1 2,6 23
France 25 09 09 14 59 57 2,5 18
Italy 42 1,0 11 14 87 6,0 1,0 17
Spain 58 2,5 2,4 2,1 83 34 3,1 2,1
China 3,0 52 52 4,3 2,0 0,2 -0,1 1.2
India* 71 7,6 6,5 6,4 6,7 54 47 43
Brazil 29 29 22 2,0 9,3 4,6 4,1 4,1

Source : BNP Paribas (e: Estimates & forecasts)
Last update: 24 May 2024
* Fiscal year from 1st April of year n to March 31st of year n+1

INTEREST AND EXCHANGE RATES

Interest rates, %

gl BNP PARIBAS

End of period Q22024 Q32024 Q42024 | Q22025 Q42025
Fed Funds

Us (upper limit) 5.50 5.50 525 475 425
T-Note 10y 425 420 420 420 420

Eurozone deposit rate 375 3.50 3.25 2.75 2.50
Bund 10y 235 195 2.00 2.25 2.50
OAT 10y 2.87 2.50 2.52 2.80 3.05
BTP 10y 370 335 345 3.80 4.00
BONO 10y 3.19 2.82 2.85 3.15 3.38

UK Base rate 5.25 4.75 4.50 4.00 3.50
Gilts 10y 4.00 3.80 370 3.55 3.65

Japan BoJ Rate 0.10 0.25 0.25 0.50 0.75
1GB 10y - 1.05 1.25 1.45 1.60

Exchange Rates

End of period Q22024 Q32024 Q42024 | Q22025 Q42025

usb EUR / USD 1.05 1.05 1.06 1.08 1.10
usb /JPY 155 154 153 150 148
GBP /USD 125 1.27 1.28 1.30 1.33

EUR EUR / GBP 0.84 0.83 0.83 0.83 0.83
EUR /JPY 163 162 162 162 163

Brent

Quarter Average E Q2 2024 Q3 2024 Q4 2024 Q2 2025 Q4 2025

Brent USD/bbl Z 90 924 87 81 82

Sources: BNP Paribas (Market Economics, Interest Rate Strategy, FX

Strategy, Commodities Desk Strategy)

Last update: 24 May 2024
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