ECOWEEK P

66@@&@31@&@@@@@3@@5{3}@ A
tI infwhat mmﬂwgm@@@ |
pelliey cleeisions. Mowever e Respensivensss
@ﬂiﬂn@jﬂw@mﬂa@@m@m}y
ightenngloneacingleycle i, Wl
ﬂ@n@ﬁumﬂn@@ﬁ@ ),
n@iﬂh@@ﬂ g
a@ &8 Celr Powall’s s -

onferences

lllll

C—
-

=

|

ECONOMIC RESEARCH

The bank
@l BNP PARIBAS for a changing
wor



EcoWeek 24.26 /4 July 2024 economic-research.bnpparibas.com

TABLE OF CONTENT

5) /

EDITORIAL MARKETS OVERVIEW ECONOMIC PULSE

Under the bonnet: the Federal Recent market devel_opments Al}al.yS? Of Sfir:nedrecent economic data:
Reserve’s reaction function (foreign exchange, stock markets, internationat trade

interest rates, commodities, etc.)

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 24.26 / 4 July 2024

EDITORIAL

economic-research.bnpparibas.com

UNDER THE BONNET: THE FEDERAL RESERVE'S REACTION FUNCTION

Having a good understanding of a central bank's reaction function is important. It influences inflation and interest rate expectations, the
level of bond yields, investor risk appetite and economic confidence in general. In the US, different types of information help to improve our
understanding of the Federal Reserve's reaction function: monetary policy rules -which play a prominent role in the material prepared by
the Fed staff for the FOMC meetings-, the relationship between inflation, growth, unemployment and the federal funds rate in the Summary
of Economic Projections of FOMC members as well as speeches and press conferences. The latter continue to play a central role considering
that the responsiveness of the FOMC to economic data (inflation, unemployment, output gap) fluctuates over time.

Having a good understanding of a central bank’s reaction function
is important. It influences expectations in terms of inflation and
official interest rates and, by extension, the level of bond yields,
investor risk appetite and economic confidence in general’. This is
even more important as far as the Federal Reserve is concerned,
given the international spillovers of its policy decisions. Fortunately,
Fed watchers have a wealth of information available to improve their
understanding of what the central bank may do next. Admittedly,
at the end of the day the decision to hike, cut or leave the federal
funds rate unchanged will depend on the data - Jerome Powell and
his colleagues have insisted on this repeatedly-, but these data
should not be looked at in isolation. What matters is what they tell
us about the outlook for inflation and, given the Fed's dual mandate,
the unemployment rate. For the central bank watcher, this analysis
forms a basis for formulating policy rate expectations. A formalised
approach of this process consists of using monetary policy rules,
in which a small number of macroeconomic factors are used to
describe the reaction function of policy makers. In the US there is
a long tradition of monetary policy rules, going back to the early
1990s with the work by John B. Taylor and the rule called after
him2. They also play a prominent role in the inputs prepared by the
Federal Reserve staff for the FOMC meetings®. Key variables are the
neutral rate of interest, target inflation, the inflation gap, the output
gap, the unemployment gap, assumed weights of the respective
variables and an inertia coefficient, which reflects the gradualism
in the implementation of monetary policy*. Although the Llimited
number of variables focuses the attention on what really matters,
the recommended policy rate varies a lot depending on the model
specification. To illustrate this point, at the December 2018 FOMC
meeting the target range for the federal funds rate was raised to

2.25-2.50% whereas this rate based on the various monetary policy
rules ranged between 2.03% and 4.66%°. With this in mind, it may
make more sense to focus on the recommended change instead
of the absolute level. A recent paper by Athanasios Orphanides®
presents a rule whereby the quarterly change in the federal funds
rate is equal to 0.5 times the difference between the expected
nominal GDP growth and the natural rate of growth. This rule closely
tracks the observed evolution of the federal funds rate and can be
useful for the Fed watcher to conduct scenario analyses based on
different economic forecasts (chart 1)’.

The Summary of Economic Projections (SEP) of the FOMC members
also sheds light on their reaction function. Chart 2 shows the
projections for nominal GDP growth® and the upper end of the
target range of the federal funds rate. Chart 3 shows the projection
for personal consumption expenditures (PCE) inflation. The nominal
growth projections for 2022 have been revised upwards during
2022 on the back of a significant upward revision of the inflation
projection, so it seems that the latter has been the key driver of
the monetary tightening that started that year Until June 2023,
the nominal growth projection for 2023 and 2024 showed no clear
trend. However, it remained elevated, thereby justifying the restrictive
monetary stance, even more so considering that in the second half
of 2023 the nominal growth projections increased, driven by stronger
real growth expectations. Clearly, visual analysis of a single monetary
tightening cycle does not allow to make general conclusions. A
statistically rigorous approach has been followed in a recent Federal
Reserve paper in which the authors analyse the reaction function of
the median FOMC participant: how does the median projection for
the federal funds rate respond to changes in the median projection

1 For an analysis of the ECB's reaction function, see Under the bonnet: the ECB's reaction function, EcoWeek 19 June 2024

2 For an overview see: John B. Taylor, Monetary Policy Rules, University of Chicago Press, 1999.

3 See in this respect the Tealbook, a document officially titled “Report to the FOMC on Economic Conditions and Monetary Polic
scheduled FOMC meet/ng, contain in-depth analysis of current economic and financia
0

of Governors. It Is “distributed to the Committee prior to each regularl

projections, along with background and context on monetary policy alternatives.” It is released

Federal Reserve

4 The exact variables and weights differ depending on the formulation of the policy rule.

" which is produced by the sta[ﬁ at the Board
i jal conditions and
the public with a lag Of 5 y€ars. The latest availablé is December 2018. Source

5 Source: Report to the FOMC on Economic Conditions and Monetary Policy, Book A. Prepared for the Federal Open Market Committee by the staff of the Board of Governors of the
Federal Reserve System, December 7, 2018. As mentioned in footnofe 5, this is the latest meeting for which the data have been made public.

6 Athanasios Orphanides, Enhancing resilience with natural growth targeting, CEPR Discussion Paper DP18862, February 2024.

7 Orphanides defines the natural rate of growth as the sum of the Fed's inflation goal f 0%) and the growth rate o£ real potential GDP. For the latter, he uses as an estimate the

median response for the 10-year annual-average real GDP growth in the Survey of Professional Forecasters of the

ederal Reserve of Philadelphia. For expected nominal GDP

growth, he uses from the same survey, the median response for nominal income growth over four quarters.
8 The SEP does not provide information for nominal GDP growth. In chart 2 this has been proxied by adding the projection for real GDP growth and PCE inflation.
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for inflation and the unemployment rate®? The results indicate that the responsiveness to inflation and the output gap fluctuates over time

and that in the post-pandemic world the reaction to inflation has significantly increased. Clearly, such an outcome isn't surprising given the
recent inflation experience.

To conclude, the monetary policy rule proposed by Orphanides-, the analysis of the latest tightening cycle and an econometric estimation
of what drives changes in the interest rate projections of FOMC members -the ‘dot plot’- show the key role played by inflation (versus
target), nominal GDP growth and the difference between the latter and its long-term forecast in the policy decisions of the FOMC. However,
the responsiveness of the Committee fluctuates over time -every tightening or easing cycle is different-, which implies that Fed watchers
should complement the analysis of the variables mentioned above with close attention to the speeches of FOMC members as well as Chair
Powell's press conferences. In this respect, it is good to keep in mind that simple analytical approaches also may offer value. As shown in
chart 4, between the early eighties and the global financial crisis, there was a close relationship between observed nominal GDP growth

and the federal funds rate. Given the resilience of US growth and the slow disinflation in the current cycle, there is a good chance that this
relationship might be re-established.

William De Vijlder

9 The period covered is June 2012-March 2023. Source: Gonzalez-Astudillo, Manuel, and Rakeen Tanvir, Hawkish or Dovish Fed? Estimating a Time-Varying React/on Funcz/on of
the Federal Open Market Committee’s Median Participant, Finance and Economics Discussion Series 2023-070, Board of Governors of the Federal Resefve System, 2

FEDERAL FUNDS RATE AND SUMMARY OF ECONOMIC PROJECTIONS FOR
ESTIMATED FEDERAL FUNDS RATE BASED ON THE ORPHANIDES RULE NOMINAL GROWTH
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FEDERAL FUNDS RATE AND SUMMARY OF ECONOMIC PROJECTIONS FOR PCE
INFLATION NOMINAL GDP GROWTH AND EFFECTIVE FEDERAL FUNDS RATE
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MARKETS OVERVIEW

OVERVIEW MONEY & BOND MARKETS

Week 21-6 24 to 28-6-24 Interest Rates highest 24 lowest 24 Yield (%) highest 24 lowest 24
N CAC 40 7629 » 7479 20 3 €ECB 425 450 at 01/01 425 at 12/06 €AVG5-7y 264 264 at01/01 264 at 01/01
Eonia -0.51 -051 at 01/01 -051 at 01/01 Bund2y 299 323 at 10/06 253 at 01/02

N S8P 500 5465 » 5460 -0.1 %

- ° Euribor 3M 371 397 at 18/01 3.68 at 24/06 Bund10y ~ 246 266 at29/05 202 at 03/01
3 Volatility (VIX) 132 » 124 -08 pb pyuporigm 358 376 at 19/03 351 at 01/02  OAT 10y 326 326 at28/06 247 at 01/01
2 Euribor 3M (%) 369 » 371 +25 bp «ppp 550 550 at 01/01 550 at 0101 Corp.BBB 402 414 at10/06 375 at 01/01
N Libor $ 3M (%) 561 » 559  -2.0 bp  |iporam 559 561 at 20/06 5.53 at 01/02 $ Treas.2y 477 510 at 30/04 422 at 15/01
7 OAT 10y (%) 315 » 326 +10.7 bp Libor12M 6.04 604 at 01/01 604 at 01/01 reas.10y 437 470 at25/04  3.86 at 01/02
2 Bund 10y (%) 239 b 248 472 bp £or S5 525 at 001 595 at 0101 H‘\ghYleld 785 824 at 16/04  7.73 at 13/03
2 US Tr. 10y (%) 426 » 437 +116 bp Libor3m 530 533 at 06/03 530 at 22/03 £8ilt-2y di//8 496 at 23/05 398 at 01/01
7 [ Vs Gllar 107 » 107 +03 % _ libor12m 081 081 at 01/01 081 at 01/01 Atgz‘g% a2 441 at 23/05 360 at 01/01
Gold (ounce, §) 2332 » 2326 -03 % AL26624
2 0il (Brent, $) 859 » 863 +04 %

EXCHANGE RATES COMMODITIES

€= highest 24 lowest 24 2024 Spot price, $ highest 24 lowest 24 2024 2024(€)
Usb 107 110 at01/01 106 at 15/04 -3.0% 0il, Brent 863 916 at 12/04 758 at 08/01 +11.0% +14.4%
CESNNNILEY 087 2102/01 084 at 11/06 S Gold (ounce)  2.326 2432 at 21/05 1989 at 14/02 +12.6% +16.1%

CHF 096 099 a127/05 093 at 08/01 +3.6%
PY  172.40 172.40 al 28/06 155.33 at 02/01 +10.7% Metals, LMEX  4.164 4.652 at 21/05 3.558 at 09/02 +10.7% +14.1%

AUD 160 167 ai28/02 160 at 28/06 -0.9% Copper (ton) ~ 9.456 10.801 at 20/05 8.065 at 09/02 +11.7% +15.2%
CNY 779 7.88 al06/06 7.69 at 15/04 -0.6% wheat (ton) 204 2.5 at 28/05 191 at 15/03 -12.3% -9.6%
BRL 595 595 at28/06 531 at 13/02 +10.9% Corn (ton) 148 1.7 at 13/05 148 at 23/02 -1.5% -12.3%

RUB  92.44 102.67 af23/02 89.75 at 19/06 -6.4%
INR 89.37 9192 al01/01 88.68 at 12/04 -2.8%
At 28-6-24 Change

At 28-6-24 Change

EQUITY INDICES PERFORMANCE BY SECTOR (Eurostoxx50 & S&P500)

Index highest 24 lowest 24 2024 Year 2024 to 28-6, € Year 2024 to 28-6, S
World +16.9% I echrology +32.1% Technology
MSCI World 3512 3524 at 19/06 3114 at 04/01  +108% .15y B e 12259 Retail
North America +14.4% - Media HT7.0% Index
S&P500 5460 5487 at 18/06 4.689 at 04/01  +145% .y B el T Banks
Europe +8.7% B ndusty #59% Insurance
EUroStoxx50 4894 5101 at 15/05 4.403 at 17/01 8% g1y Insurance w3 Telecoms
CAC 40 7.479 8240 at 15/05 7.319 at 17/01 01% gy l Index W Construction
DAX 30 18235 18.869 at 15/05 16.432 at 17/01 8% ooy Retall e B 01l & Gas
IBEX 35 10944 11444 at 06/08 9.858 at 19/01 085 1 ' Telecoms oy Uilities
FTSE100 8164 8446 at 15/05 7.446 at 17/01 08% g ] 0il & Gas o Finandal services
Asla +0.6% | Consumption Goods 7
MSCl, loc 1414 1415 at 22/03 1242 at 03/01 +1.3% P 9.7% Health
Nikkei 39583 40888 at 22/03 33088 at 0401 +18%%  O0% | Construction MEI | Industry
Emerging -0.4% ‘ Car 68% ] Travel & leisure
MSCI Emerging (§) ~ 1.086  1.102 at 20/05 958 at 17/01 +0.6% -0.4% ‘ Commodities +5.9% ] Commodities
China 57 64 at 20/05 49 at 22/01 +39%  -29% I Travel & leisure X | Chemical
India 1073 1073 at 28/06 915 at 03/01  +167%  -3.4% Chemical 83| Household & Care
Brazil 1408 1800 at 01/01 1387 at 19/06  -10.5% .59 I Food industry 1% Food industry
At 28-6-24 Change -5.4% Real Estate +0.6% Media

-6.1% . Utilities -13.4% Car

SOURCE: REFINITIV, BNP PARIBAS
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ECONOMIC PULSE

INTERNATIONAL TRADE: BUSINESS ACTIVITY IS WITHSTANDING LOGISTICAL PRESSURES FOR THE TIME BEING

The increase in global shipping flows, and the resulting logistical problems, continue to push up freight rates and container ship prices, but are
not, at this stage, causing a significant slowdown in business activity or a major rise in import prices. The increase in prices gained momentum
in June: the Freightos Index (chart 5) climbed by 43% m/m last month, compared with an increase of almost 15% in May. At the end of June, the
index was 30% above the previous peak seen in mid-February, but still 60% below the record levels reached in autumn 2021.

Nevertheless, the increase in freight is concentrated on the flow of goods to and from China using container ships. Transport prices for dry bulk,
as measured by the Baltic Exchange Dry Index (chart 4), are, overall, in an upward phase, but their rise is more contained. The cost of transporting
crude oil (dirty tanker) or refined oil (clean tanker) even stabilised in the first half of 2024.

These supply disruptions are Llikely to have a more limited impact on global activity than when lockdown ended, as demand is now less sustained
than in 2021/2022. The Global Supply Chain Pressure Index, published by the New York Federal Reserve, rebounded as expected in May, but
remains at a historically low level (chart 3).

Global PMI indicators remained positive in the spring, above the expansion line. The index of new export orders in the manufacturing sector
(chart 2) edged down slightly, from 0.1 points to 50.4, but remains at a level consistent with the momentum of export volumes published by the
CPB. In April, world exports rose by 1.8% m/m and 2.5% year-on-year. The rise was mainly driven by China, which saw its exports rebound by
5.2% m/m, while the rest of Asia (excluding Japan) and the eurozone recorded a similar increase of 2.4% m/m. US exports edged up by 0.6% m/m,
while Japanese exports slipped by 0.2% m/m.

Guillaume Derrien

INDICATORS OF INTERNATIONAL TRADE

1. World exports by area, volume 2. Global manufacturing PMI,
(index 2010=100) New export orders 3. Global supply-chain pressures index
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Source: CPB, BNP Paribas Source: S8 Global (Markit), BNP Paribas Source: Federal Reserve of New York
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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
(+0.3% 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 raised some concerns before
an improvement in Q2. We forecast inflation to stand at +2.8% 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
diminish in 2024. Growth would stabilise at 0.3% g/q in Q2 before strengthening at
0.4 g/q in the last two quarters of the year. This improvement would also be under-
pinned by the interest rate cut cycle by the ECB. After lowering its policy rates for
the first time in June, we expect two more cuts in the second half of the year (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 sup-
port household purchasing power and consumption. Growth should also be boosted
by NGEU disbursements and its deployment on the ground.

FRANCE

French economy benefitted from a 0.2% g/q growth in Q1 (after 0.3% g/q in
Q4 2023), mainly supported by households' consumption of services and exports.
As disinflation is now visible (the harmonized index grew by 2.6% y/y in May 2024,
compared to 5.7% y/y in September 2023), our scenario for 2024 envisages a gra-
dual improvement and heralds an even better 2025 (with a growth forecast of
1.4%, after 1.1% 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. Although the ECB proceeded with a first rate cut
on June 6th, the timing of the first cut for the BoE and the Fed remains uncertain,
as does the number of expected cuts for the whole year. We expect the first BoE
rate cut to occur 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%, while the volume of JGBs will
be reduced soon. 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, especially
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 tightening its
monetary stance.

GDP GROWTH AND INFLATION

GDP Growth Inflation
% 2022 2023 2024e 2025e 2022 2023 2024e 2025e
United States 19 25 25 18 8.0 41 31 23
Japan 0.9 18 0.3 10 25 33 2.6 25
United Kingdom 4.4 0.1 0.6 12 9.1 73 2.6 2.2
Euro Area 35 0.6 0.9 16 84 5.4 2.3 20
Germany 19 0.0 0.3 14 87 6.0 2.6 25
France 26 11 11 14 59 5.7 2.5 19
Italy 4.2 10 11 14 8.7 59 10 18
Spain 5.8 2.5 2.6 2.1 8.3 3.4 3.1 2.2
China 3.0 5.2 5.2 43 2.0 0.2 -0.1 12
India* 7.0 8.2 6.9 6.7 6.7 54 4.7 43
Brazil 29 29 2.2 2.0 9.3 4.6 4.1 4.1

Source : BNP Paribas (e: Estimates & forecasts)
Last update: 1July 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
IR 550 550 525 475 425

us (upper limit)
T-Note 10y 4.25 4.20 4.20 4.20 4.20

Eurozone deposit rate 3.75 3.50 3.25 275 2.50
Bund 10y 2.35 1.95 2.00 225 2.50
OAT 10y 2.87 2.50 2.52 2.80 3.05
BTP 10y 3.70 3.35 3.45 3.80 4.00
BONO 10y 3.19 2.82 2.85 315 3.38

UK Base rate 5.25 4.75 4.50 4.00 3.50
Gilts 10y 4.00 3.80 3.70 3.55 3.65

Japan BoJ Rate 0.10 0.25 0.25 0.50 1.00
1GB 10y - 1.05 1.25 145 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 1.25 127 128 1.30 133

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

Brent

Quarter Average [ Q22024 Q32024 Q42024 | Q22025 Q42025

Brent USD/bbl [ 90 92 87 81 82

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

Strategy, Commodities Desk Strategy)

Last update: 24 June 2024
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