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SOVEREIGN RISK IN EMERGING MARKETS: THE USUAL SUSPECTS UNDER PRESSURE

Monetary and forex conditions in emerging economies are more favourable in this early part of the year than they were at the end of 2022 and
beginning of 2023. The relaxation of monetary policies made possible by lower inflation and upward revisions of growth forecasts have attracted
portfolio investment. Despite the increase in geopolitical risk, sovereign risk is likely to reduce except for the most fragile countries, which were
already under pressure in 2023. For low-income countries, 2024 will be a high-risk year as governments’ external debt repayments will remain

very heavy, just as they were in 2023.

A RELAXATION OF FINANCIAL CONDITIONS IN MOST EMERGING
ECONOMIES...

Monetary and forex conditions in most emerging economies eased
significantly in the final quarter of 2023, for both external and internal
reasons: expectations of an easing of US monetary policy, an across-the
board appreciation of currencies against the dollar, and the continued
slowing of inflation, helped by falling commodity prices. Most central
banks in Latin America and Central Europe continued to cut policy
rates. Bond yields followed this trend, but without amplifying it. Yields
also fell in countries where policy rates were held steady (mainly in
Asia), and even in Turkey where monetary tightening was still ongoing.

Appetite of fund managers for EM debt has returned. Excluding China,
non-resident portfolio investments in bond markets was particularly
strong in November and December, contrasting with the picture seen
in late 2022 (see chart). According to IMF economists, bond yields
in emerging economies over the last monetary cycle have been less
sensitive than in the past to changes in US bond yields. Relative to
the 'taper tantrum’ of 2013, the sensitivity coefficient has fallen by
two-thirds for Latin American countries and by 40% for those in Asia.

.BUT SOVEREIGN RISK IS RISING FOR THE MOST FRAGILE CASES AND
FOR LOW-INCOME COUNTRIES

In general terms, the solvency of emerging economy governments
should improve in 2024, thanks to the combined effects of lower
interest rates and upgraded growth prospects. The IMF has increased
its forecast for global growth by 0.2 percentage points since October
2023, with a notable increase in its forecast for the USA, where it
expects the landing to be much softer than previously thought (2.1%
growth in 2024, from 2.5% in 2023). The Fund has also uprated
forecasts for several of the major emerging economies (Brazil, India,
Mexico, Russia). It continues to expect growth in China to slow (from
5.2% to 4.6%), but by less than it predicted last autumn.

Be this as it may, amongst the emerging economies the risk of a
sovereign default has increased for three countries which were already
under pressure in 2023, namely Argentina, Egypt and Tunisia (See
below). Tunisia’s financing requirement has more than doubled, rising
to 17% from 8% of GDP before the pandemic. In Egypt, debt service
costs will account for 70% of revenue, which looks unsustainable. In
Argentina, the 2020 debt restructuring lightened the government's
interest burden but that of the central bank has only increased as it
has absorbed the monetary financing of the budget deficit, the cost
of sterilisation has reached 8% of GDP. In addition, the governments
in each of these three countries have foreign currency borrowings
and currency reserves are considered very inadequate. Argentina
is on financial life-support from the IMF, but support to Egypt was
interrupted in 2023 and Tunisia has still not reached agreement.

BOND FUNDS DEDICATED TO EMERGING COUNTRIES

excluding China

monthly flows in USD bn
35

s \

2015 2016 2017 2018 2019 2020 2021 2022 2023

CHART 1 SOURCE: IIF, BNP PARIBAS

2024 will be a high-risk year for low-income countries as well. The
geopolitical risk remains very high, with the continuing war in Ukraine
and tensions in the Middle East that Israel’s military intervention in
Gaza has only heightened. It is clearly the most vulnerable countries
that suffer most from the economic consequences of these conflicts.
The IIF notes that more than half of the 73 countries that have had
access to the debt service suspension mechanism have a high level of
sovereign risk or are in a position of debt distress (15 are in default).
As in 2023, repayments of long-term external debt by these countries
will be very high in 2024, at USD78 billion, after USD75 billion in 2023
- twice as much as in 2020.
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francois.faure@bnpparibas.com
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MARKETS OVERVIEW

OVERVIEW MONEY & BOND MARKETS
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=
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EUROZONE: THE SLOWDOWN IN BANK LENDING IS HAVING PALPABLE EFFECTS ON ACTIVITY AND INFLATION

The ECB's tightening of monetary policy between the summer of 2022 and September 2023 continued to have its effects on euro zone bank len-
ding in the fourth quarter of 2023. However, in the absence of a further turn of the screw since September 2023, these effects have not intensified
further. Outstanding bank loans to the private sector even accelerated slightly, year-on-year, in the fourth quarter (up 0.5% in December 2023
compared to 0.3% in September) in line with GDP (up 0.1% in the fourth quarter from 0.0% in the third). The credit impulse remains negative but
increased slightly for the first time since the ECB began to increase rates in July 2022.

The 157 banks surveyed by the ECB between 8 December 2023 and 2 January 2024 indicated that they had slightly tightened conditions for
loans to businesses. The main reasons cited were risk perceptions related to the economic outlook and the situation of firms. The deceleration
in business lending outstanding (+0.33% y/y in December 2023, from +3.8% in December 2022) resulted from the delayed effects of cumulative
rate rises since 2022 and a fall in demand. The latter particularly affected long-term loans and investment expenditure. Having hit bottom in
October 2023, the credit impulse remained negative in December 2023, at -5.9, but showed a recovery compared to the previous months (August
to November 2023), due to a largely technical improvement (favourable basis of comparison from late 2022). It is now above the level seen in
2009, in the aftermath of the financial crisis, and closing in on the levels observed in summer 2021 (-5.6 in August 2021).

The banks surveyed indicated that they had also tightened lending conditions for households in the fourth quarter of 2023, to a limited degree for
mortgage loans and more significantly for consumer credit. The increase in perceived risk, irrespective of the purpose of the loan, and lower risk
tolerance for consumer loans were the main reasons given. Over and above the higher cost of borrowing, weak consumer confidence and the de-
terioration of real estate market prospects hit demand for credit. In line with the trend that began in the summer of 2022, growth in outstanding
loans to households continued to decelerate in the fourth quarter (rising 0.3% y/y in December 2023, from 0.8% in September) whilst the credit
impulse for household lending has remained fairly stable since August 2023 (-3.6 in December).

The tightening of monetary policy and the heavy brake applied to outstanding loans to the private sector contributed to the sharp deceleration,
beginning in the spring of 2021, and then contraction in year-on-year terms between July and December 2023 of M3 money supply. This contrac-
tion, the first since 2009, and more particularly the fact that it has been on a scale (-1.3% in August 2023) not seen since the beginning of the
ECB's retropolated series (1981), has contributed to the fall in underlying inflation. According to the ECB's preliminary estimate, this measure
of money supply more or less stabilised, year-on-
year, in January 2024 (+0.1%). Over the same pe-

and tobacco) continued to fall (+3.3%, from +3.4%

in December), as did total inflation (+2.8%, from

+2_9%)_ 16 %

For the first quarter of 2024, banks are expecting

Credit Impulse*

Real GDP Growth vs Bank Lending
16 Annual growth rates**, %
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first time since the first quarter of 2022. This ana- SOURCE : ECB, ECB SURVEY ON THE DISTRIBUTION OF CREDIT, BLS, BNP PARIBAS CALCULATIONS

lysis should be taken in the context of the easing of

bond markets between October and December 2023, which, at the time of the survey, seemed to be pointing towards downward revision of fixed-
rate matrices. The movements seen since then have wiped out part of the fall in yields observed at the time of the survey, and the perception
would no doubt be less favourable today. Over the year as a whole, demand for borrowing will continue to be constrained by financing costs that
are still high relative to those seen prior to 2022 and penalised by expectations of adjustments in real estate markets.

Laurent Quignon
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UNITED STATES

The possibility of a US recession triggered by monetary tightening is looking less
and less likely given the resilience of an economy that continued to grow by 0.8%
g/g in Q4 2023 and by 2.5% on average over the year, thanks to the resilience
of household consumption and the strength of nonresidential investment. Our
central scenario is now that of a marked slowdown albeit without an economic
recession in H1 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
now look forward to a soft landing and start cutting rates progressively, from May
2024.

CHINA

The post-Covid rebound in economic growth weakened rapidly in 2023 and proved
to be weaker than initially expected. 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, defaults of developers and
growing difficulties of certain financial institutions. Export momentum stalled last
year due to the weakening in global demand and tensions with the US. Yet, Chinese
exports have recently regained strength and this trend is expected to continue in the
short term. Moreover, the government and the central bank have implemented new
policy stimulus measures since last summer. Economic activity has strengthened
slightly while consumer price inflation has remained very low. The authorities will
keep an accommodative policy mix in the short term, still being constrained by the
debt excess of the economy and the weak financial situation of local governments.

EUROZONE

The euro area narrowly escaped economic contraction in the last quarter of 2023.
Real GDP remained stable in Q4, with annual growth of 0.5% in 2023.The negative
effects of monetary tightening are expected to continue to weigh on economic ac-
tivity this winter. Activity is expected to inch higher in the first quarter of 2024, be-
fore a more pronounced recovery from spring onwards. This would be underpinned
by a first rate cut by the ECB, which we expect to happen in April. This monetary
easing would accompany the inflation decline, which is expected to come close to
the 2% target during the second quarter. Disinflation, along with the dynamism
of wages, is expected to support household purchasing power and consumption.
Growth should also be supported by NGEU disbursements and its deployment on
the ground.

FRANCE

France experienced 0% g/q growth in Q3 and Q4 2023 after a short-lived acce-
leration in Q2 2023 (+0.7% t/t, driven by exceptional factors, such as aeronau-
tics). In Q4, corporate investment has decreased for the first time (after significant
growth). In parallel, household consumption eroded and household investment
decreased markedly. Disinflation is now visible (the harmonized index grew by
3.4% y/y in January 2024, compared to 5.7% y/y in September 2023), but the im-
pact of higher interest rates should continue to be felt. As a result, we except 0.1%
growth g/q during the Q1 2024. Going forward, we expect no clear growth accele-
ration this year (0.6% in 2024 after 0.9% in 2023).

RATES AND EXCHANGE RATES

The last meetings of 2023 confirmed that the 25bp rate hike of the Fed funds in July
and of the ECB policy rates in September (deposit rate at 4.00%, refinancing rate at
4.50%) was very likely to be the last of an exceptional tightening cycle. The possibility
of a further monetary tightening has still not completely and officially disappeared,
but it has been a lot 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. However, on both sides of the Atlantic, policy rates in
real terms and the degree of monetary restriction would remain about unchanged.
And 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 expect 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 poli-
cy (YCC) by allowing a wider fluctuation in 10-year sovereign interest rates
around the target of 1%. Further adjustments to monetary policy are Lli-
kely, given that the country currently faces the fastest rate of inflation since
the early 1990s. We expect the BoJ to end its negative interest rate poli-
cy in March or April, while significantly easing its yield curve control policy.
We remain bearish regarding the US dollar, particularly from Q2 2024 and es-
pecially versus the euro, given that we expect fewer rate 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 Bol 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 25 2.0 14 8.0 41 2.7 2.3
Japan 09 21 0.8 0.9 25 3.2 21 19
United-Kingdom 4.4 0.3 -0.1 11 9.1 7.4 2.2 2.3
Euro Area 34 0.5 0.7 16 84 54 21 19
Germany 19 -0.1 0.2 13 87 6.1 2.2 20
France 25 0.9 0.6 14 59 57 2.2 16
Italy 39 0.7 09 15 8.7 6.0 15 25
Spain 5.8 25 18 2.1 8.3 3.4 24 15
China 3.0 52 45 43 2.0 0.4 15 17
India* 7.2 75 7.0 6.5 6.7 5.8 5.7 45
Brazil 29 31 18 18 9.3 4.6 36 39

Source : BNP Paribas (e: Estimates & forecasts)
Last update: 1 February 2024
* 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 Q4 2024 | Q4 2025
LRI 550 500 450 400 275
us (upper Limit)
T-Note 10y 415 400 395 395 4.00
Eurozone deposit rate 4.00 3.50 3.00 2.75 2.50
Bund 10y 245 235 220 220 2.50
0AT 10y 3.02 291 275 275 305
BTP 10y 425 400 395 390 420
BONO 10y 345 3.25 310 3.05 330
UK Base rate 525 5.00 475 425 3.00
Gilts 10y 390 375 365 355 365
Japan BoJ Rate 0.10 0.10 0.25 0.25 0.75
JGB 10y 095 1.20 135 135 135
Exchange Rates
End of period Q12024 Q22024 Q32024 Q4 2024 | Q4 2025
UsD EUR/USD 110 112 114 115 118
usb /1Py 145 141 138 135 130
GBP /USD 1.26 1.29 131 132 136
EUR EUR/ GBP 087 087 087 087 087
EUR/IPY 160 158 157 155 153
Brent
Quarter Average | Q12024 Q22024 Q32024 Q4 2024 | Q4 2025
Brent USD/bbL | 81 86 8 | &

Sources: BNP Paribas (Market Economics, Interest Rate
Strategy, FX Strategy, Commodities Desk Strategy)
Last update: 18 January 2024
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FURTHER READING

French trade balance in 2023: the deficit is narrowing, including in volume terms EcoBrief 5 February 2024
2024: a critical year EcoPerspectives 1 February 2024
Sri Lanka: FX reserves have increased but the situation remains fragile Chart of the Week 31 January 2024
The 'last mile of disinflation’, a narrative running on its last legs EcoWeek 30 January 2024
Eurozone: no recession in 2023 but mixed fortunes among Member States EcoBrief 30 January 2024
France: a business climate survey in line with continued disinflation EcoBrief 25 January 2024

France: Household financial savings rate remains high despite the sharp contraction

in financial investment fLows Chart of the Week 24 January 2024
Central banks: no hurry, no worry EcoWeek 22 January 2024
EcoTV The Graph - Electricity: France goes to 2024 in an Olympic shape EcoTV 22 January 2024
FRENCH ECONOMY POCKET ATLAS - JANUARY 2024 EcoCharts 19 January 2024
“Lenders of next-to-last resort”: too big a role for the Federal Home Loan Banks? EcoFlash 19 January 2024
2024: two anniversaries - And hopes for an inversion of the emissions curve Chart of the Week 17 January 2024
Global economy : the year has changed, the economic situation remains mixed EcoWeek 15 January 2024
Isrgsetisoir; tlgae((::l;en:b-eJranuarv 2024 | Inflation picked up in the euro area and the United EcoCharts 12 January 2024
Outlook 2024 decline of inflation and policy rates to support growth EcoTV 12 January 2024
Recruitment difficulties intensify in Japan Chart of the Week 10 January 2024
Global economy - 2024: lower central bank rates and then what? EcoWeek 10 January 2024
December issue EcoPulse 22 December 2023

Global economy: 2023: a year of transition with many surprises

Sub-Saharan Africa: multilateral creditors have redoubled their efforts to finance the

region

Housing supply challenges in France: an unsolvable issue?

EcoWeek

Chart of the Week

EcoConjoncture

21 December 2023

19 December 2023

19 December 2023
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