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EDITORIAL B

CENTRAL BANKS, MARKETS AND THE ECONOMY: THREE TIMES WRONGFOOTED

Financial markets are a key channel of monetary transmission. Changes

of official interest rates, or expectations thereof, influence the level of

government bond yields, corporate bond spreads, equity markets and
the exchange rate. Together, they represent financial conditions faced
by borrowers and investors whose decisions influence the real eco-
nomy.

It explains why central banks and investors pay particular attention to
the evolution of these financial conditions. In the US, they have eased
in recent months (charts 2-5) despite the aggressive rate hikes by
the Federal Reserve. Treasury yields, corporate bond yields and their
spreads versus Treasuries have declined, equity markets have rallied,
and the dollar has depreciated. Such easing of financial conditions
reduces the effectiveness of official rate increases, so Fed watchers
were keen to learn whether Jerome Powell would express an opinion
on the topic during his latest press conference. He did so in answering
a journalist's question® but by saying that the Fed's focus is not on
short-term moves, he gave the impression of not being too concerned.
Unsurprisingly, markets rallied, and financial conditions eased further
(chart 1). Not exactly what the Federal Reserve had hoped for with its
otherwise hawkish message.

The ECB is facing a similar challenge of coping with fluctuations in fi-
nancial conditions and, through its communication, trying to influence
them, but like the Federal Reserve, it has been wrongfooted by financial
markets. Although, following the meeting on 2 February, the monetary
policy statement as well as the press conference reflected an unam-
biguous decisiveness to increase its official rates further, there was a
huge drop in bond yields in reaction to the announcement that “we
intend to raise interest rates by another 50 basis points at our next
monetary policy meeting in March and we will then evaluate the sub-
sequent path of our monetary policy.”* Clearly, this was interpreted
as signaling an increasing likelihood that the rate hikes, if any, beyond
the March meeting could come in smaller steps -like in the US- and
that the terminal rate -the cyclical peak of the policy rate- was getting
closer.

A third case of being wrongfooted came with the publication of the
January US labour market data. Financial markets were taken com-
pletely by surprise by the strength of the report. 517,000 new jobs
were created -versus a consensus forecast of 187,000-, the unemploy-
ment rate declined to 3.4% (consensus: 3.6%), weekly hours worked in-
creased to 34.7 (consensus: 34.4) and the participation rate increased
to 62.4% (consensus: 62.3%).

In the US, financial conditions have eased in recent months and weighed on the effectiveness of the Fed's policy tightening.
Jerome Powell recently gave the impression of not being too concerned, so markets rallied, and financial conditions eased
further despite the hawkish message from the FOMC. In the Eurozone, another rate hike by the ECB and the commitment
to raise rates again in March caused a huge drop in bond yields because markets expect we're getting closer to the termi-
nal rate. It reflects a concern of not being invested in the right asset class when the guidance of central banks will change:
based on past experience, one would expect that bond and equity markets would rally when central banks signal that the
tightening cycle is (almost) over. However, as we have seen with the surprisingly strong US labour market report, such
positioning comes with the risk of being wrongfooted by the data. What follows is huge volatility.
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In addition, another report also surprised to the upside: the ISM ser-
vices index jumped to 55.2, far ahead of the consensus of 50.4. Conse-
quently, the yield on the 10 year Treasury note moved about 15 basis
points higher.

Two lessons can be learned from these recent developments. Firstly,
investors are afraid of ‘missing the train’, i.e. not being invested suffi-
ciently in the asset class of their choice when the guidance of central
banks would change: based on past experience, one would expect that
bond and equity markets would rally when central banks signal that
the tightening cycle is (almost) over. Secondly, despite the slowdown
in certain areas, the US economy remains, on the whole, resilient,
and shows a capacity to surprise positively. Inevitably, this leads to
heightened financial market volatility.

William De Vijlder

1 The question was asked by Chris Rugaber of Associated Press: “As you know financial conditions have loosened since the fall with bond yields falling, which has also brought

down mortgage rates, and the stock market posted a solid gain in January. Does that make your job of combating inflation harder? And could
ou otherwise would to offset the increase in -- or to offset the easing of financial conditions?” Source: Transcript o

eserve.

ou see lifting rates higher than
Chair Powell's Press Conference, 1 February 2023, Federal

2 Source : ECB, press conference of Christine Lagarde, President of the ECB, and Luis de Guindos, Vice-President of the ECB, Frankfurt am Main, 2 February 2023
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FINANCIAL CONDITIONS AND FED POLICY
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ECONOMIC PULSE

CREDIT IMPULSE: RISING INTEREST RATES CATCH UP ON BANK LENDING

The ECB's policy tightening cycle that began in July 2022 is starting to have a negative effect on bank lending. Outstanding loans to the private
sector slowed between September (+7.0% year-on-year) and December 2022 (+5.3%). Their continued sustained growth conceals a very sharp
drop in the credit impulse between September and December 2022, which was unprecedented since spring 2009. The credit momentum fell
more sharply for non-financial companies (NFCs) while remaining positive (+1.9 in December 2022), and more moderately for households, for
which it is now negative (-0.1).

Banks surveyed by the ECB between 12 December 2022 and 10 January 2023 as part of its Bank Lending Survey (BLS, published on 31 January)
report a tightening of the criteria for all loan categories in the fourth quarter of 2022. For companies, tightening is even the most pronounced
since the sovereign debt crisis (2011). The demand for financing is declining due to rising borrowing costs and falling investment. With regard
to households, the criteria were also significantly tightened in the fourth quarter, but slightly less than expected during the previous BLS. These
changes, as well as the downturn in demand, concern both housing loans and consumer credit. The main explanatory factors are the higher cost
of credit, weak household confidence and the deterioration of the real estate market outlook.

For the first quarter of 2023, the banks surveyed anticipate a further decline in demand for financing from both households and companies and
envisage a further tightening of the approval criteria, in the same way as that reported in the fourth quarter of 2022.

Laurent Quignon

CREDIT IMPULSE

Credit impulse*
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UNITED STATES

The U.S. economy continued to grow in Q4, although it slowed slightly compared
to Q3. The determinants of growth, namely household consumption and private
inventories, are fragile, suggesting that the economy should continue to slow.
The labour market is showing very early signs of a slowdown, but job creation
remains high, the unemployment rate is still low and wages are still buoyant.
Inflation seems to have peaked in the middle of the year and should continue to
fall while remaining significantly above the target of 2% by late 2023. Following the
mid-term elections, the Democrats retained a narrow majority in the Senate and the
Republicans won a very tiny majority in the House of Representatives. This should
limit what President Joe Biden can do over the remainder of his term, but, at the
same time, compromises could also be reached.

CHINA

The recovery in Chinese economic growth since its Q2 2022 contraction has been
sluggish and unbalanced. Industrial production has been the main growth driver,
but it has lost steam since last October, largely due to the weakening in external
demand and slower export growth. Meanwhile, activity driven by the domestic
market and the services sector remains constrained by powerful drags, including the
crisis in the property sector, the deterioration in the labour market, weak household
confidence, and the Covid policy. Since early December 2022, the very sudden and
ill-prepared abandonment of the strict zero Covid policy has plunged the country
into new turbulence. However, domestic demand should rebound when the epidemic
wave starts to ease. The authorities are enhancing again fiscal and monetary
support measures, which are notably aimed at stabilizing the property sector.

EUROZONE

Growth in the euro zone in the third quarter was weak, but at least it remained
positive, while the survey data (business and consumer confidence) seemed to be
clearly pointing to a decline. Although a contraction was avoided in the third quarter,
the euro zone is unlikely to avoid recession. The combination of the inflationary
shock, the energy crisis and the enforced monetary tightening and their increasingly
negative effects are likely to overcome the resistance seen to date. However, the
recession should remain shallow thanks to the fiscal policy cushion and the current
tightness of the labour market. In annual average terms, real GDP growth in the euro
zone is expected to reach 3.4% in 2022 and 0.2% in 2023. The subsequent recovery
is likely to be weak. Inflation is likely to remain elevated, well above the 2% target
at the end of this year and only falling back to it at the end of 2024, which will keep
monetary policy in restrictive territory.

FRANCE

Real GDP growth has continued during the 3 quarter (0.2% qg/q, after +0.5% du-
ring the 2 quarter), driven by a growth of manufacturing production partly ex-
plained by a recovery of sectors exposed to supply-side problems (particularly the
car sector) and partly related to growing inventories in order to avoid potential
stronger constraints on production during the winter. This element should weigh
on Q4 GDP growth, which should also suffer from the ongoing inflation acceleration
(from 5.9% y/y in December towards 6.5% in February, before a gradual disinflation).
These shocks should weigh on GDP growth in 2023 (0% according to our forecasts,
after 2.5% in 2022).

RATES AND EXCHANGE RATES

In the US, the Federal Reserve will continue its tightening policy, bringing the federal
funds rate to its terminal rate for this cycle at 5.25% (upper end of the target range) in
the first half of this year. Given the expected slow decline in inflation and despite the
economy entering recession, this level should be maintained through 2023 and only be
followed by rate cuts in 2024. US Treasuries are largely pricing in the upcoming rate
hikes. In the near term there is still some upward potential, but subsequently yields
should move lower as the inflation outlook improves and the market starts anticipating
policy easing in 2024.

The ECB Governing Council will continue to raise its policy rates at its next meetings.
We expect the terminal rate -i.e. the peak rate in this cycle- to be reached by the end
of the first half of this year. We expect a peak for the deposit rate at 3.25%. We expect
quantitative tightening to start in the second quarter of 2023. Early on in 2023, we
expect higher government bond yields on the back of important supply but thereafter
yields should move lower, driven by a gradual decline in inflation. Lower US yields
should also play a role in the decline of eurozone yields.

The Bank of Japan has increased the upper end of its target range for the 10-
year JGB yield to 0.5% and further adjustments to the yield curve control policy cannot
be excluded. Nevertheless, we do not expect the BoJ to proceed with a rate hike.

We expect the dollar to weaken somewhat versus the euro. The dollar's valuation
is expensive, positioning in the market is very long and the long-term interest rate
differential should narrow.

The yen has already weakened significantly versus the dollar, reflecting the increased
policy divergence between the Fed and the Bank of Japan. We expect the exchange rate
to remain around current levels in the near term. In 2023, the yen should strengthen
versus the dollar considering that the federal funds rate should have reached its
terminal rate.

GDP GROWTH AND INFLATION

GDP Growth Inflation
% 2021 2022e 2023e 2024e 2021 2022 e 2023 e 2024 e
United-States 57 21 0,7 0,2 4,7 81 4,2 2,4
Japan 17 12 0,9 03 02 2,5 2,2 1,2
United-Kingdom 74 4,4 -0,9 08 26 9,0 6,8 2,1
Euro Area 53 34 02 13 2,6 84 50 24
Germany 2,6 19 -0,2 12 32 86 4,6 2,1
France 6,8 25 00 10 21 59 58 29
Italy 6,6 39 0,2 12 19 87 6,7 2,3
Spain 51 53 0,6 14 30 83 18 17
China 81 30 51 53 09 2,0 2,7 25
India* 93 83 6,2 6,5 54 79 59 55
Brazil 4,6 3,0 0,5 13 83 9,4 54 49
Russia 4,5 =70 0,8 03 71 14,0 10,5 7,6

SOURCE: BNP PARIBAS GROUP ECONOMIC RESEARCH (E: ESTIMATES & FORECASTS)
*FISCAL YEAR FROM 15T APRIL OF YEAR N TO MARCH 31°" OF YEAR N+1

INTEREST AND EXCHANGE RATES

Interest rates, %

End of period Q12023 Q22023 Q32023 Q42023 Q4 2024
AR 500 525 525 525 325
us (upper limit)
T-Note 10y 430 4.00 375 3.50 3.25
Eurozone deposit rate 3.00 3.25 3.25 3.25 2.00
Bund 10y 275 2.65 2.50 2.30 2.00
OAT 10y 345 3.30 310 290 2.50
BTP 10y 5.25 5.05 4.80 4.60 3.80
BONO 10y 4.05 3.90 375 355 2.90
UK Base rate 4.25 4.25 425 4.25 3.50
Gilts 10y 4.00 3.75 3.60 3.35 315
Japan Bol Rate -0.10 -0.10 -0.10 -0.10 -0.10
JGB 10y 0.90 0.95 0.95 0.90 0.90
Exchange Rates
End of period Q12023 Q22023 Q32023 Q42023 Q4 2024
usb EUR/USD 1.01 1.00 1.03 1.06 1.10
UsD/JPY 140 138 133 128 120
GBP /USD 1.09 1.08 111 114 118
EUR EUR/GBP 0.93 0.93 0.95 0.95 0.95
EUR/IPY 141 138 137 136 132
Brent
End of period Q12023 Q22023 Q32023 Q4 2023 Q4 2024
Brent USD/bbl [ 95 93 95 92 95

SOURCES: BNP PARIBAS (E: ESTIMATES & FORECASTS) (MARKET ECONOMICS,
INTEREST RATE STRATEGY, FX STRATEGY, COMMODITIES DESK STRATEGY)
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LATEST INDICATORS

In China, the manufacturing PMIs were better in January than the month before but the improvement was even stronger
in services. In the Eurozone, the European Commission’'s economic confidence index improved in January. Sentiment in
industry and services increased more than expected. Fourth quarter GDP growth also brought a positive surprise with an
increase of 0.1% versus the third quarter. The consensus had expected a slight contraction. Headline inflation declined on an
annual basis and was even negative on a monthly basis. Annual core inflation was stable however. The ECB hiked its policy
rate with 50bp and intends to do the same at its March meeting. Monthly producer price inflation unexpectedly increased
in December. In France, consumer spending declined unexpectedly in December. GDP growth was better than expected in
the fourth quarter (+0.1% versus 0%). In Germany however, GDP shrunk (-0.2%), against an expectation of an unchanged
number. In Japan, consumer confidence recorded a small improvement in January. In the UK, the Bank of England raised its
policy rate again, with 50 basis points. The Federal Reserve on the other hand scaled back its pace of tightening by deciding
on a 25bp increase. The message remains hawkish however. The Conference Board consumer confidence index weakened in
January. The participants are more upbeat about the present situation but gloomier about the outlook. The manufacturing
ISM declined more than anticipated and, at 47.4, is now well below 50. Finally, the week ended on a very strong note with
an impressive labour market report. Job creations in January were far ahead of the consensus -on top of an upward revision
of the December number-, the unemployment rate declined to 3.4%, the weekly hours worked increased as well as the par-
ticipation rate. In addition, the ISM services index jumped to 55.2, beating expectations by a wide margin. The US economy
remains surprisingly resilient.

COUNTRY INDICATOR PERIOD SURVEY  ACTUAL PREVIOUS
01/30/2023 Eurozone Consumer Confidence Jan -- -209 -209
01/30/2023 Eurozone Economic Confidence Jan 97.0 99.9 97.1
01/30/2023 Eurozone Industrial Confidence Jan -0.9 13 -0.6
01/30/2023 Eurozone Services Confidence Jan 8.5 10.7 7.7
01/31/2023 China Manufacturing PMI Jan 50.1 50.1 47.0
01/31/2023 China Non-manufacturing PMI Jan 52.0 54.4 41.6
01/31/2023 Japan Consumer Confidence Index Jan 30.5 31.0 303
01/31/2023 France Consumer Spending MoM Dec 0.3% -1.3% 0.6%
01/31/2023 France GDP QoQ 4Q 0.0% 0.1% 0.2%
01/31/2023 Germany GDP SA QoQ 4Q 0.0% -0.2% 0.5%
01/31/2023 Eurozone GDP SA QoQ 4Q -0.1% 0.1% 0.3%
01/31/2023 United States Employment Cost Index 4Q 1.1% 1.0% 1.2%
01/31/2023 United States  Conf. Board Consumer Confidence Jan 109.0 107.1 109.0
01/31/2023 United States  Conf. Board Present Situation Jan == 150.9 1474
01/31/2023 United States  Conf. Board Expectations Jan -- 778 834
02/01/2023 Japan Jibun Bank Japan PMI Mfg Jan == 489 489
02/01/2023 China Caixin China PMI Mfg Jan 49.8 49.2 49.0
02/01/2023 France S&P Global France Manufacturing PMI Jan 50.8 50.5 50.8
02/01/2023 Germany S&P Global/BME Germany Manufacturing PMI  Jan 47.0 473 47.0
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COUNTRY INDICATOR PERIOD SURVEY ACTUAL PREVIOUS
02/01/2023 Eurozone S&P Global Eurozone Manufacturing PMI lan 488 488 488
02/01/2023 United Kingdom  S&P Global/CIPS UK Manufacturing PMI Jan 46.7 47.0 46.7
02/01/2023 Eurozone CPI Estimate YoY Jan 8.9% 8.5% 9.2%
02/01/2023 Eurozone Unemployment Rate Dec 6.5% 6.6% 6.6%
02/01/2023 Eurozone CPI MoM Jan 0.1% -0.4% -0.4%
02/01/2023 Eurozone CPI Core YoY Jan 5.1% 5.2% 5.2%
02/01/2023 United States S&P Global US Manufacturing PMI Jan 46.8 469 46.8
02/01/2023 United States ISM Manufacturing Jan 48.0 47.4 48.4
02/01/2023 United States JOLTS Job Openings Dec 10300k 11012k 10440k
02/01/2023 United States FOMC Rate Decision (Upper Bound) Feb 4.75% 4.75% 4.50%
02/02/2023 United Kingdom Bank of England rate Feb 4.0% 4.0% 3.5%
02/02/2023 Eurozone ECB Deposit Facility Rate Feb 2.5% 2.5% 2.0%
02/02/2023 United States Initial Jobless Claims Jan 195k 183k 186k
02/03/2023 Japan Jibun Bank Japan PMI Services Jan == 52.3 52.4
02/03/2023 China Caixin China PMI Services Jan 51.0 529 48.0
02/03/2023 France S&P Global France Services PMI Jan 49.2 494 49.2
02/03/2023 Germany S&P Global Germany Services PMI Jan 50.4 50.7 504
02/03/2023 Eurozone S&P Global Eurozone Services PMI Jan 50.7 50.8 50.7
02/03/2023 Eurozone ECB Survey of Professional Forecasters
02/03/2023 United Kingdom  S&P Global/CIPS UK Services PMI Jan 48.0 48.7 48.0
02/03/2023 Eurozone PPI MoM Dec -0.5% 11 -0.9%
02/03/2023 United States Change in Nonfarm Payrolls Jan 185k 517k 260k
02/03/2023 United States Unemployment Rate Jan 3.6% 3.4% 3.5%
02/03/2023 United States Average Hourly Earnings MoM Jan 0.3% 0.3% 0.4%
02/03/2023 United States Average Weekly Hours ALl Employees Jan 343 347 34.4
02/03/2023 United States Labor Force Participation Rate Jan 62.3% 62.4% 62.3%
02/03/2023 United States S&P Global US Services PMI Jan 46.6 46.8 447
02/03/2023 United States ISM Services Index Jan 50.4 55.2 49.2

SOURCE: BLOOMBERG
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CALENDAR: THE WEEK AHEAD

COMING INDICATORS

A light week ahead of us in terms of data with Eurozone retail sales, the EcoWatchers’ survey in Japan, labour market
and wage data in France, UK’s fourth quarter GDP numbers and, in the US, University of Michigan confidence.

DATE COUNTRY INDICATOR PERIOD SURVEY PREVIOUS
02/06/2023 Germany S&P Global Germany Construction PMI Jan -- 417
02/06/2023 United Kingdom S&P Global/CIPS UK Construction PMI Jan == 488
02/06/2023 Eurozone Retail Sales MoM Dec -- 0.8%
02/08/2023 Japan Eco Watchers Survey Current SA Jan =o 47.9
02/08/2023 Japan Eco Watchers Survey Outlook SA Jan -- 47.0
02/08/2023 France Private Sector Payrolls QoQ 40 == 0.6%
02/08/2023 United States MBA Mortgage Applications Feb -- -9.0%
02/10/2023 China CPI YoY Jan 2.3% 1.8%
02/10/2023 China PPI YoY Jan -0.4% -0.7%
02/10/2023 United Kingdom GDP QoQ 40 0.0% -0.3%
02/10/2023 United Kingdom GDP Yoy 40 -- 1.9%
02/10/2023 France Wages QoQ 40 == 1.0%
02/10/2023 United States U. of Mich. Sentiment Feb 65.0 64.9
02/10/2023 United States U. of Mich. Current Conditions Feb == 68.4
02/10/2023 United States U. of Mich. Expectations Feb -- 62.7
02/10/2023 United States U. of Mich. 1 Yr Inflation Feb == 3.9%
02/10/2023 United States U. of Mich. 5-10 Yr Inflation Feb -- 2.9%

SOURCE: BLOOMBERG
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What can Asian economies expect from a rebound in Chinese growth?

Behind the watts, a big contrast

EcoTVWeek

Chart of the Week

3 February 2023

1 February 2023

United States: GDP growth, good on the surface but with negative undercurrents EcoWeek 30 January 2023
France: a “phony” recession EcoTVWeek 27 January 2023
Eurozone: will a contraction in gdp be avoided again in g4? EcoPulse 27 January 2023
Forecast 2023 EcoTVWeek 26 January 2023
United states: the fed's discount window now more attractive for smaller banks Chart of the Week 25 January 2023
Us: job creation and the unemployment rate EcoWeek 23 January 2023
Wage-price loop in the Eurozone: Where do we stand? EcoTVWeek 20 January 2023
Inertia in emerging countries EcoEmerging 18 January 2023
Business insolvencies remain below pre-covid levels Chart of the Week 18 january 2023
US: leading indicators, the labour market and the recession narrative EcoWeek 16 January 2023
Chinese-German trade: increasing dependence EcoFlash 12 January 2023
2023, electric atmosphere EcoTVWeek 12 January 2023
Euro adoption strengthens Croatia’s economy Chart of the Week 11 January 2023
Eurozone: starting the year on an upbeat note EcoWeek 9 January 2023

Economic outlook 2023: three “certainties”, many uncertainties EcoTVWeek 6 January 2023

GDP and carbon, a united couple

2023: a year of transition, to what?

France: Nearly a third of housing loans are still guaranteed by mortgage

Chart of the Week

EcoWeek

Chart of the Week

4 January 2023

2 January 2023

21 December 2022
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https://economic-research.bnpparibas.com/Media-Library/en-US/Asian-economies-expect-from-rebound-Chinese-growth-2/2/2023,c39066
https://economic-research.bnpparibas.com/html/en-US/Behind-watts-contrast-2/1/2023,48200
https://economic-research.bnpparibas.com/html/en-US/United-States-GDP-growth-good-surface-negative-undercurrents-1/30/2023,48185
https://economic-research.bnpparibas.com/Publications/EcoTV-Week/en-US
https://economic-research.bnpparibas.com/html/en-US/Eurozone-Will-contraction-GDP-avoided-again-Q4-1/27/2023,48175
https://economic-research.bnpparibas.com/Media-Library/en-US/Forecast-2023-1/26/2023,c39017
https://economic-research.bnpparibas.com/html/en-US/United-States-discount-window-attractive-smaller-banks-1/25/2023,48154
https://economic-research.bnpparibas.com/html/en-US/US-creation-unemployment-rate-1/23/2023,48141
https://economic-research.bnpparibas.com/Media-Library/en-US/Wage-price-loop-Eurozone-Where-stand-1/19/2023,c38968
https://economic-research.bnpparibas.com/html/en-US/Inertia-emerging-countries-1/19/2023,48127
https://economic-research.bnpparibas.com/html/en-US/Business-insolvencies-remain-below-Covid-levels-1/18/2023,48110
US: leading indichttps://economic-research.bnpparibas.com/html/en-US/US-leading-indicators-labour-market-recession-narrative-1/15/2023,48100
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Structural or thematic topics.

ECOEMERGING

Analyses and forecasts for a selection of
emerging economies.

ECOPERSPECTIVES

Analyses and forecasts with a focus on developed countries.

ECOFLASH

Data releases, major economic events.

ECOWEEK

Recent economic and policy developments, data comments, economic
calendar, forecasts.
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