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EUROPEAN UNION: CAPITAL MARKET FRAGMENTATION AND THE COST OF NON-CMU

In a recent speech, ECB President Christine Lagarde said that when the financing needs of an economic transformation exceed the capacities
of fragmented financial markets, developing a capital markets union becomes crucial. This is the point at which the EU has arrived. According
to European Commission estimates, financing the energy and digital transition will require more than EUR 700 billion annually. One way of
reducing capital market fragmentation is by lowering the cost of information gathering for investors, e.g. through the harmonisation and,
where possible, simplification of standards and regulations. This would increase the risk bearing capacity of investors and lower the cost of
financing for issuers. This would represent an important step on the road to a much-needed capital markets union.

In a recent, important speech, ECB President Christine Lagarde made a
strong call for action to establish a capital markets union. Faced with
“an immense financing challenge, the moment for action is now. So |
encourage all of us to be bold and not to let this moment passt.” The
financing challenge concerns the huge investment needs in terms of the
energy and digital transition. According to the European Commission,
“additional investments of over EUR 620 billion annually will be needed
to meet the objectives of the Green Deal and RepowerEU" whereas
the digital transition -bridging the EU's investment gap in this area-
is expected to cost at least EUR 125 billion annually? Interestingly,
C. Lagarde made a comparison with the US where the development of
railroads in the 19th century and the associated financing needs led
to the development of capital markets to tap the domestic and foreign
investor base. This was necessary considering that the banking system
was too fragmented to be able to meet the investment needs throughout
the country. According to the ECB President, history teaches us “that
a capital markets union emerges when there is a need to finance an
economic transformation that exceeds the capacities of fragmented
financial markets.”

Capital market fragmentation can have many causes. Investors may
prefer domestic assets -preferred habitat- because they have a better
understanding and an easier access to information. Investors may be
less familiar with foreign assets and may consider that the cost of
information gathering is too high. International differences in terms
of regulations -e.g. insolvency laws- increase this cost and may act
as a barrier to international investments. International differences in
terms of listing rules may reduce the willingness of companies to tap
international capital markets®.

Due to capital market fragmentation, the investor base is narrower,
the capacity to invest in risky assets -equities, corporate bonds,
infrastructure, etc.- is lower and the cost of financing through capital
markets is more expensive. Breaking down the walls separating markets
would broaden the investor base and increase the risk bearing capacity

PORTFOLIO RISK FOR DIFFERENT CORRELATION ASSUMPTIONS
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due to diversification effects. As a consequence, financing costs would be
lower. An example illustrates this point. Imagine a French investor with
a portfolio invested in cash and a domestic risky asset with a risk of 15%.
We call this asset A. Then the investor decides to invest in a risky asset
-asset B- of another Eurozone country, e.g. Germany. For the ease of the
argument, it is supposed that the German risky asset has the same risk
and expected return as the French asset but is imperfectly correlated
with the latter. Chart 1 shows the risk of the portfolio -excluding cash-
invested in two assets with the same risk and expected return. It
illustrates the well-known result that the lower the correlation between
the two assets, the bigger the diversification effect and the lower the
portfolio risk?.

1 A Kantian shift for the capital markets union, Speech by Christine Lagarde, President of the ECB, at the European Banking Congress, Frankfurt am Main, 17 November 2023

2 European Commission, Strategic Foresight Report 2023

3 For this reason, the European Commission’s 2022 capital markets union package consjsts of legislative proposals regarding “the harmonisation o[f_ certain aspects of insolvency
laws within the EU in order to increase the efficiency and predictability of frameworks, in particular for cross-border investments” as well as “the listing rules for companies, par-
ticularly small and medium-sized enterprises (SMES), with a view to reducing administrative burdens and red tape and making it easier for EU companies to go public.” Source

Capital’'markets union - Consilium (europa.eu)

4 Expected portfolio risk corresponds to the standard deviation of expected portfolio returns. This depends on the risk of the individual assets of the portfolio, the weights of the

assets in the portfolio and the correlation between the various assets.
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This risk reduction enables the French return-maximising investor to
reduce his exposure to cash and to invest more in risky assets, whilst
still respecting his risk limit. International diversification thus increases
his risk bearing capacity. This is illustrated in chart 2. For a correlation
of 0.8, the investor can raise his exposure to the domestic and foreign
risky asset with 5.4%°. Despite its simplicity, this theoretical example
provides important insights. Firstly, international diversification allows
an increase of the exposure to risky assets, thereby increasing long-term
portfolio returns. Secondly, this increase benefits both the domestic
and foreign firms and ventures that are raising money through capital
markets and lowers their financing costs. Thirdly, it enhances two-
way cross-border flows: much like French investors, German investors
have an interest in tapping the diversification opportunities provided by
international diversification.

The importance of these issues is illustrated by a recent European
Commission analysis of cross-border venture capital flows in Europe®.
Venture capital plays an important economic role through the creation
of new businesses and jobs thereby fostering innovation and stimulating
economic growth. However, compared with more traditional investments,
information is even more crucial for this asset class, “where funds invest
into small firms (e.g. start-ups) which are not required to comply with
international accounting standards or with disclosure requirements, on
top of being systematically affected by high risk. Language barriers as
well as regulatory and institutional dissimilarities further exacerbate
information asymmetry’.” As a consequence, there is a scarcity of
cross-border capital flows within Europe -they account for only 23.1% of
venture capital investments (average for the period 2007-2020)-, leading
to the conclusion that “most of the investments of European private
equity intermediaries remain within national borders.” Clearly, lowering
the information barriers and hence the cost of information gathering
-e.g. through the harmonisation and, where possible, simplification of
standards and regulations in the EU- would be an important step on the
road to a much-needed capital markets union.

William De Vijlder

economic-research.bnpparibas.com
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5 To jllustrate this point, suppose an investor has a portfolio of 20% invested in cash and 80% in a risky asset A. Cash is riskless and has zero correlation with the risky asset,
which has a risk of 15%. This implies a portfolio risk of 12%. By investing in a second risky asset (B) with a risk of 15% -financed through a reduction of his exposure to A-, this risk
declines due to a d\verswﬁcamon e{]’ect. his allows theé investor to increase his overall exposure to risky assets and to reduce his cashexposure. For a‘correlation between A and B

of 0.8, the risky part of the portfo

io becomes 84.3% -an increase of 5.4%- and the cash weight declines to 15.7%. Portfolio risk remains at 12%.

6 Pierfederico Asdrubali, Patterns of Cross-Border Venture Capital Flows in Europe, European Commission, discussion paper 195, November 2023. A venture capital fund is a pool
of dedicated financial capital provided by investors to start-up firms and small businesses with perceived long-term growth potential.

7 Source: see footnote 6.
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OVERVIEW MONEY & BOND MARKETS
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EXCHANGE RATES COMMODITIES
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ECONOMIC PULSE

INTERNATIONAL TRADE: CLIMATE CHANGE IS DISRUPTING MARITIME TRANSPORT

The evolution of international trade is sending rather reassuring signals about the state of global demand. New machinery and equipment orders
from South Korea, as well as export orders from Taiwan - generally seen as two reliable indicators of global manufacturing activity - rebounded
sharply in October. While the manufacturing new export orders PMI remains deteriorated (Chart 2), it has nevertheless stabilised slightly below
the expansion threshold (50) and was up in November compared to the previous month (+0.6 points to 48.1). Global exports may not be growing
but at least they are stabilising towards their 2021 level (see Chart 1). According to the CPB?, goods exports in real terms rose by 0.8% m/m in
September, following an increase of 1.0% m/m in the previous month. Exports from the United States and China grew by 2.3% m/m and 3.1% m/m,
respectively, while those from the euro area fell by 0.6% m/m.

The notable development in recent weeks is also the jump in dry bulk sea freight (Baltic Dry Index), which more than doubled in November
(+119%), to its highest levels since spring 2022 (Chart 4). This rebound primarily reflects supply disruptions, rather than an increase in demand:
this is a direct consequence of climate change on maritime flows, as an historic drought is affecting the Panama Canal. This is not an isolated
case. Closer to home, river transport on the Rhine has been severely disrupted this year by low water flow. Transit through the Panama Canal
is currently severely restricted, which leads to an increase in transport times and support demand for large (capesize) vessels, which are more
suitable for long journeys. This supports freight rates on this type of transport, which have now reached the levels observed two years ago, at the
end of the lockdown periods. That said, sea freight for all goods remains at an all-time low, according to the Freightos index (Chart 5).

The New York Federal Reserve's Global Supply Chain Pressure Index (GSCPI) hit its lowest level on record in October (Chart 3). However, this
indicator should logically rise again in November, given the rebound of the Baltic Dry index, which is directly included in the calculation of the
GSCPI index.

Guillaume Derrien

1 Netherlands Bureau for Economic Policy Analysis

INDICATORS OF INTERNATIONAL TRADE
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UNITED STATES

US activity decelerated only slightly in the first half of 2023 (+0.5% g/q on average
per quarter after +0.6% g/q during the second half of 2022), thanks to the resilience
of household consumption and the strength of nonresidential investment. The
impact of the tighter monetary policy on lending standards is strong but it still
limited on activity and employment growth. Q3 GDP growth was even stronger
(+1.3% g/g according to the second estimate). A sharp slowdown remains
expected, however, in Q4, because of the diminution of excess savings and the
ensuing loss of momentum of the household consumption engine. The US economy
would manage to escape a recession, even a technical one, but it would not avoid
a temporary contraction of its GDP in Q2 2024.. The peak in inflation was reached
in mid-2022, and core disinflation is becoming more significant. Inflation should
approach the 2% target in 2024. Progress on that front should be considered as
sufficient by the Fed to start cutting rates progressively, from May 2024. Such
an easing would prevent a rise in rates in real terms but monetary policy would
remain in restrictive territory. This should limit the recovery in 2024.

CHINA

Economic growth rebounded in early 2023 following the end of the zero Covid
policy, but the recovery has weakened very rapidly. Export momentum has
stalled due to depressed global demand and tensions with the US. Domestic
demand has remained held back by a significant loss in consumer and investor
confidence. The crisis in the property sector has persisted, with the continued fall
in sales, new defaults of developers and growing difficulties of certain financial
institutions. Since last summer, the government and the central bank have
implemented new policy stimulus measures. Economic activity has strengthened
while consumer price inflation has remained very low. In the short term, real
GDP growth is projected to stabilize. Policy makers remain constrained by the
debt excess of the economy and the weak financial situation of local governments.

EUROZONE

According to the first estimate, real GDP in the Eurozone registered a small
contraction in Q3 (-0.1% g/q) after two quarters of stagnation. The disparate
performance between Member States weakens the overall result. France and
Spain have been doing well, but Germany, Italy and the Netherlands are strug-
gling. The rising negative effects of monetary tightening as well as the fading
of the positive post-Covid-19 catching up effects and diminishing supply-side
constraints contribute to the deterioration of business confidence and are ex-
pected to weigh on economic activity. We foresee real GDP growth to stall in
Q4, before a sluggish recovery expected in 2024. The fall in inflation is con-
tinuing. Nonetheless the inflation rate is expected to remain above 2% y/y by
the end of next year, forcing monetary policy to remain in restrictive territory
- disinflation provides, along with wage and employment dynamics, a signifi-
cant support to household purchasing power and consumption. Growth should
also be supported by NGEU disbursements and its deployment on the ground.

FRANCE

French growth was negative in Q3 2023 (-0.1% q/q) after a short-lived accele-
ration in Q2 2023 (+0,6% t/t, driven by exceptional factors, such as aeronautics).
While household consumption has surprised on the upside in Q3, it has remained
depressed. In parallel, corporate investment, has reached a new high (+0.5% g/q).
Disinflation is now visible (the harmonized index grew by 3.8% y/y in November),
but the impact of higher interest rates should continue to be felt. As a result, we
except 0% growth g/q during the Q4. Going forward, we expect no clear growth
acceleration next year (0.6% in 2024 after 0.8% in 2023).

RATES AND EXCHANGE RATES

In the US, the 25bp rate hike in July should be the last for the Fed. Regarding
the ECB, the 25bp hike in September of its policy rates (deposit rate at 4.00%,
refinancing rate at 4.50%) should mark the end of the tightening cycle too. The
uncertainty about the possibility of a further monetary tightening has not comple-
tely disappeared, but it has been reduced by the fall in inflation, which is getting
closer more visibly to the 2% target. Positive developments on the inflation front,
together with the expected weakening of growth, pave the way for the first rates

cuts in April for the ECB and May for the Fed. On both sides of the Atlantic, the
induced decline in long-term rates should be limited by the importance of bond
issuance against a background of quantitative tightening. In this regard, we ex-
pect a halt in the spring of 2024 to the ECB's reinvestments under the PEPP.

On 31 October, the Bank of Japan (BoJ) adjusted its yield curve control policy (YCC)
by allowing a wider fluctuation in 10-year sovereign interest rates around the
target of 1%. Further adjustments to the YCC are likely, given that the country cur-
rently faces the fastest rate of inflation since the early 1990s. The BoJ is unlikely
to increase its policy rates this year, but we expect a first rate hike in March 2024.

We remain bearish regarding the US dollar, particularly from Q2 2024 and es-
pecially versus the euro, given that we expect fewer cuts by the ECB than
the Fed. We also expect the yen to strengthen versus the USD, based on
the combination of the start of BoJ tightening, of the repatriation by Ja-
panese investors of their foreign holdings, and of the fall in US bond yields.

GDP GROWTH AND INFLATION

GDP Growth Inflation
% 2022 2023e 2024e 2025e 2022 2023e 2024e 2025e
United-States 19 24 0,9 13 8,0 41 2,6 2,3
Japan 09 18 1,0 0,9 2,5 32 24 19
United-Kingdom 4,4 0,5 0,0 11 9,1 7,4 3,0 2,1
Euro Area 34 0,5 0,6 16 84 55 2.2 2,0
Germany 19 -0,1 0,3 1,3 8,6 6,1 2,4 2,1
France 2,5 08 0,6 14 59 57 24 18
Italy 39 0,7 0,9 15 87 6,1 17 18
Spain 58 23 15 2,1 83 3,5 2,5 19
China 3,0 52 4,5 43 2,0 04 15 1,7
India* 7,2 7,5 7,0 6,5 6,7 58 57 4,5
Brazil 29 31 18 18 9,3 4,6 4,0 4,0

Source : BNP Paribas (e: Estimates & forecasts)
Last update: 4 December 2023
* Fiscal year from 1st April of year n to March 31st of year n+1

INTEREST AND EXCHANGE RATES

Interest rates, %

End of period Q12024 Q22024 Q32024 Q42024 | T4 2025
Fed Funds

Us (upper Limit) 5.50 5.00 4.50 4.00 2.75
T-Note 10y 415 4.00 395 395 4.00

Eurozone deposit rate 4.00 375 3.50 3.25 2.50
Bund 10y 245 2.35 2.20 2.20 2.50
OAT 10y 3.02 291 2.75 2.75 3.05
BTP 10y 4.25 4.00 395 390 4.20
BONO 10y 345 3.25 3.10 3.05 3.30

UK Base rate 55 5.00 475 4.25 3.00
Gilts 10y 3.90 375 3.65 355 3.65

Japan Bol Rate 0.10 0.10 0.25 0.25 0.75
JGB 10y 0.95 120 135 135 135

Exchange Rates

End of period Q12024 Q22024 Q32024 Q42024 | T4 2025

usb EUR /USD 110 112 114 115 118
usD /1Py 145 141 138 135 130
GBP / USD 126 129 131 132 136

EUR EUR / GBP 0.87 0.87 0.87 0.87 0.87
EUR/IPY 160 158 157 155 153

Brent

Quarter Average [ Q12024 Q22024 Q32024 Q42024 [ T4 2025

Brent USD/bbL |8 86 a1 91 | 85

Sources: BNP Paribas (Market Economics, Interest Rate
Strategy, FX Strategy, Commodities Desk Strategy)
Last update: 4 December 2023
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in relation to any person mentioned in this document. Any person mentioned in this document
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