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EDITORIAL B

ADDRESSING THE PUBLIC DEBT CHALLENGE IN THE EU: THE ROLE OF THE NEW ECONOMIC GOVERNANCE

Recently an agreement has been reached between representatives of the European Council, the European Parliament, and the European
Commission on a new economic governance framework. It focuses on risk-based surveillance, differentiation between member states based on
their specific situation, the integration of fiscal, reform and investment objectives in a medium-term fiscal plan. The single operational indicator
in the form of a net expenditure path should facilitate communication and emphasizes the key role of discretionary primary spending rather
than tax increases in bringing public finances under control. The reference trajectory, in combination with the debt safeguard and the deficit
resilience safeguard, implies that many EU countries will have to undertake a sustained adjustment effort lasting several years.

With the Treaty of Maastricht of 1992, an EU economic governance
framework was established to coordinate economic policies to achieve EUROZONE: PUBLIC BUDGET BALANCE AND DEBT
the EU’'s economic objectives®. The latter concern the soundness

and sustainability of public finances, sustainable economic growth

and convergence, addressing macroeconomic imbalances as well as 2023 estimate

reforms and investments to enhance growth and resilience. A key 180

component of the framework is the Stability and Growth Pact (SGP) ~ _ 160 o

-adopted in 1997- and its rules for the monitoring and coordination of S 140 ttaly

national fiscal and economic policies.? Its preventive arm sets for each ¥ 120 e _

EU member state a budgetary target. In addition, Eurozone countries < 100 _ o Fin Dortugal

are also subject to the corrective arm, which “ensures that member = Belgium I Cyprus
states adopt appropriate policy responses to correct excessive deficits R _ Slovenia ®Finland eroalia ®
(and/or debts) by implementing the Excessive Deficit Procedure.” g 60 e o Sermary S

Economic convergence and sustainable public finances are important & 40 Malia ® omhuama. ;emd
because they bring economic stability and reduce the contagion risk 20 ® o UEmbOUTE

between countries. It is crucial in the Eurozone in view of its influence 0

on the transmission of monetary policy. Healthy public finances also -6 -5 -4 -3 2 -1 0 1 2 3
provide fiscal policy leeway to address the consequences of adverse Public budget balance, % GDP

shocks and avoids that monetary policy would be the only instrument CHART

that can be deployed. In February 2020, a debate was launched on SOURCE: EUROPEAN COMMISSION, BNP PARIBAS

reviewing EU economic governance. On that occasion, the European
Commission argued that “the surveillance framework has supported
the correction of its existing macroeconomic imbalances and the re-
duction of public debt” and considers that it has also promoted sus-
tained convergence of economic performances and closer fiscal policy
coordination in the Eurozone.*However, looking at the Commission es-
timates for 2023 budget deficits and public debt, one is struck by the
huge dispersion (chart). Moreover, the Commission also noted that the
fiscal stance had often been pro-cyclical and that member states had
consistently favoured current expenditures rather than investments.

Recently, an agreement has been reached between representatives
of the European Council, the European Parliament, and the Euro-
pean Commission on a reform of the fiscal rules.> Reducing debt ra-
tios and deficits should be done “in a gradual, realistic, sustained and
growth-friendly manner while protecting reforms and investment in
strategic areas such as digital, green, social or defence.” Member
states must submit national medium-term fiscal structural plans.

1 Source for this paragraph: Economic governance framework - Consilium (europa.eu). The framework focuses on policy coordination and the surveillance of member states’
economic policies and “relies on the principles of monitoring, prevention and the corréction of imbalances that could pose risks for member states’ economiés.”

2 The other components are the Treaty on the Functioning of the EU and its reference values for government deficit and public debt levels (3 % and 60 % of gross domestic
product respectively, the so-called Maastricht criteria), the Six-pack and two-pack regulations -fiscal surveillance, macroeconomic imbalance procedure- and the code of conduct
documents with guidelines to interpret the six-pack and two-pack regulations.

3 Source: European Commission.

4 Source: Commission presents review of EU economic governance and launches debate on its future, European Commission, 5 February 2020 (Commission presents review of EU
economic governance (europa.eu)).
5 Source: Economic governance review: Council and Parliament strike deal on reform of fiscal rules - Consilium (europa.eu), 10 February 2024. This came after the(fresentation
by the Commission on 26 April 2023 of its proposals for a reformed economic governance and the approval on 21 December 2023 by the European Council of a mandate for nego-
tiations and consultation with the European Parliament.
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When government debt exceeds 60% of gross domestic product (GDP)
or where the government deficit exceeds 3% of GDP, the Commission
will submit a ‘reference trajectory’, indicating “how member states can
ensure that by the end of a fiscal adjustment period of four years®,
government debt is on a plausibly downward trajectory or stays at
prudent levels over the medium-term.” The agreement contains two
safeguards that the reference trajectory must comply with. Under the
debt sustainability safeguard, the “projected general government de-
bt-to-GDP ratio decreases by a minimum annual average amount of
1 percentage point of GDP as long as the general government debt-
to-GDP ratio exceeds 90% and 0.5 percentage point of GDP as long
as the general government debt-to-GDP ratio remains between 60%
and 90%."” To this end, a net expenditure path is determined and in-
corporated in the national medium-term fiscal structural plans.® The
plans and expenditure paths need to be endorsed by the Council. The
net expenditure path would be such that it brings the general govern-
ment deficit below 3% by the deadline set by the Council. The minimum
annual structural improvement is set at 0.5% of GDP. The deficit resi-
lience safeguard requires that fiscal adjustment would continue until a
structural resilience margin of 1.5% of GDP relative to the 3.0% of GDP
reference value of the Maastricht Treaty has been built. Under this
safeguard, the annual improvement in the structural primary balance
to achieve this margin is set at 0.4% of GDP (0.25% if the adjustment
period has been extended to 7 years).?

economic-research.bnpparibas.com

Finally, a control account set up by the Commission will keep track of
the annual and cumulative deviations of net expenditures compared
to the target path. Under specific circumstances, the Council, upon a
recommendation from the Commission, could allow deviations from
this path.®®

To conclude, the new economic governance framework has several
key characteristics: risk-based surveillance, differentiation between
member states based on their specific situation, the integration of fis-
cal, reform and investment objectives in a medium-term fiscal plan.
The single operational indicator in the form of a net expenditure path
should facilitate communication and emphasizes the key role of discre-
tionary primary spending rather than tax increases in bringing public
finances under control. The reference trajectory, in combination with
the debt safeguard and the deficit resilience safeguard, implies that
many EU countries will have to undertake a sustained adjustment ef-
fort lasting several years.

William De Vijlder

6 “Member states will be allowed to ask for an extension %thefourfyearﬁscal adjustment period to maximum sevené/ears, if they carry out certain reforms and investments

that improve resilience and growth potential and support

scal’sustainability and address common priorities of the E

Theseé include achieving a fair, green and digital transi-

tion, ensuring energy security, strengthening social and economic resilience and, where necessary, the build-up of defence capabilities.”
7 Source: European Council, Proposal for a regulation o{the European Parliament and of the Council on the effective coordination of economic policies and multilateral budgetary

surveillance and repealing Council Regulation (EC) No

466/97 - Mandate for negotiations with the European Parliament, Brussels, 20 December 2023

8 More specifically, the path concerns “nationally financed net primary expenditure, that is to say expenditure net of discretionary revenue measures and excluding interest
expenditure, cyclical unemployment expendituré as well as expenditure on Union programmes fully matched by revenue from Union funds.” One-offs and other temporary mea-

sures are excluded from net expenditure.
9 Source: see footnote 7.

10 “In the event of a severe economic downturn in the euro area or the Union as a whole, or in the event of exceptional circumstances outside the control of the government with
a major impact on the public finances of the Member State concerned, provided that it does not endanger fiscal sustainability in the medium term.” The increase of government

investment in defence should also be considered as a relevant factor.

gl BNP PARIBAS
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MARKETS OVERVIEW

OVERVIEW MONEY & BOND MARKETS
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EQUITY INDICES PERFORMANCE BY SECTOR (Eurostoxx50 & S&P500)
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EURO-DOLLAR EUROSTOXXS0 S&P500
4800 5 200
4 600 5000
121 4400 4800
116 4200 4 600
4000 4400
111 4200
106 3800 4000
} 3600 3800
1.01 3400 3600
096 : : : ; : : : ; : : :
2021 2022 2023 2024 2021 2022 2023 2024 2021 2022 2023 2024
VOLATILITY (VIX, S&P500) MSCIWORLD (USD) MSCI EMERGING (USD)
3300 1530
37.00 3200 1 440
3100 1350
2900
27.00 2800 1170
1080
22.00 2700
2 600 990
17.00 2 500
2 400 %00
1200 | ‘ ‘ ‘
2021 2022 2023 2024 2001 2022 203 s0oa 2001 2092 2003 2004
10Y BOND YIELD, TREASURIES VS BUND 10Y BOND YIELD 10Y BOND YIELD & SPREADS
5.25 375 Year 2024 to 16-2
450 3.99% Greece 164 bp
375 3.00 3.97% ftaly 162 bp
3.00 2.25 3.27% Spain 91 bp
295 150 3.10% Portugal 75 bp
150 291% Belgium 56 bp
0'75 0.75 2.90% Austria 54 bp
) \ 000 ot 2.85% Finland 49 bp
0.00 W“ 2.81% France 45 bp
-0.75 -0.75 2.67% Ireland 31bp
2021 2022 2023 2024 2021 2022 2023 2024 0 67% Netherlands 31 bp
—Bunds — US Treasuries —Bunds  —0AT 2.35% Germany
OIL (BRENT, USD) METALS (LMEX, USD) GOLD (OUNCE, USD)
130 5700 2100
ﬁg 5 400 2 040
100 5100 1980
% 4800 1920
o 4500 1 860
4200
70 1800
3900 1740
60 3600 1680
2021 2022 2023 2024 2021 2022 2023 2024 2021 2022 2023 2024
SOURCE: REFINITIV, BNP PARIBAS
=l The bank
@ BNP PARIBAS for a changing

' world



EcoWeek 24.07 /19 February 2024 gconomic-research.bnpparibas.com

ECONOMIC PULSE

TRENDS IN UNCERTAINTY INDICATORS IN JANUARY: A SLIGHT INCREASE ON BALANCE

—— US: Economic Policy Uncertainty Index —— US Business Uncertainty: Sales Revenue Growth
6.0
400
55
350
300 50
250 45
200 4.0
150 35
100 3.0
50 25
0 20 . . . . . : : :
2006 2008 2010 2012 2014 2016 2018 2020 2022 2024 2017 2018 2019 2020 2001 2022 2023 2004
Sources : Economic Policy Uncertainty, BNP Paribas Sources: Atlanta Fed/Chicago Booth/Stanford Survey of Business Uncertainty (SBU), BNP Paribas
After a short respite in December, uncertainty about US economic policy, based on media cove- ~ However, in January, American companies expressed renewed confidence in their revenue growth. This
rage, rose again in January. This resurgence in uncertainty was likely caused by the latest US in-  positive development is probably due to Q4 2023 GDP growth, which remained high and above expecta-
flation figures, which proved more persistent than expected: it remained above 3% in Janua- tions. It should be noted that the uncertainty indicator currently stands at its lowest level since April 2020.
ry (3.1% year-on-year, according to the BLS Consumer Price Index) and turned out to be higher
than consensus expectations (2.9%). During its mid-December meeting, the Federal Open Mar-
ket Committee (FOMC) made it clear that it would not be appropriate to cut rates in the absence
of certainty as to whether inflation was on a sustainable downward path towards its 2% target.
5OO—Geoy;}oUtical Risk Index (7-day moving average) =~ ——1Jan. 2024 (Average) ——US Business Uncertainty: Employment Growth
40
450
400 35
350 30
300 25
250 20
200
150 15
100 10
50 05
0 T T 00 .

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 '2017 2018 2019 2020 2021 2022 2023 2024

Sources: GPR Index (MATTEOIACOVIELLO.COM), BNP Paribas Sources: Atanta Fed/Chicago Booth/Stanford Survey of Business Uncertainty (SBU), BNP Paribas

The geopolitical risk index, which is also based on media coverage, rose in the final week of January Uncertainty around employment prospects alsofellin January for the second monthin arow. This followed
after falling during the first and third weeks of the month. Despite this fairly high volatility, the index three months of rising uncertainty, likely due to the continuing resilience of the US labour market (reacce-
was still high in January, excluding the peaks seen at the beginning of a major shock (such as Covid-19, leration of nonfarm payroll gains, stability of the unemployment rate, and hourly wage growth dynamism).
the war in Ukraine, the Middle East conflict and the 2015 terrorist attacks in France).

5 — Dispersion* Eurostoxx 50 —— Dispersion* S&P500 —— Eurozone: Uncertainty Indicator ——Building
70 e [ NAUS LY Retail 10
——Services ——Consumers [rhs]
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Sources: European Commission , BNP Paribas
Sources: Refinitiv, BNP Paribas

The market-based uncertainty indicator* continued to fall in the United States in January, whereas it~ In the Eurozone, the European Commission’s economic uncertainty index rose slightly in January, main-
started rising again in the Eurozone in the last week of the month ly due to the increase in the services sector. Conversely, uncertainty decreased in the retail trade and
construction sectors and, to a lesser extent, in industry and among consumers. All of these develop-
ments are still limited and the economic uncertainty indicator has been on a slightly downwards

j i h 2022.
* dispersion of the daily returns of stock market index components general trajectory since the end of 20

Tarik Rharrab
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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 June
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%, refinan-
cing 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.
Positive developments on the inflation front, which is getting closer more visibly
to the 2% target, together with the expected weakening of growth, pave the way
for the first rates cuts in April for the ECB. For the Fed, the resilience of activity
and inflation pushes back the first rate cut to June. 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.
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 Li-
kely, given that the country currently faces the fastest rate of inflation
since the early 1990s. We expect the Bol to end its negative interest rate
policy in March, 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 20 14 8.0 4.1 2.7 24
Japan 09 19 0.4 09 25 32 21 19
United-Kingdom 44 0.1 -0.1 11 9.1 7.4 2.0 24
Euro Area 34 0.5 0.7 16 84 5.4 20 20
Germany 19 -0.1 0.2 13 8.7 6.1 22 2.0
France 25 0.9 0.6 14 59 57 22 16
Italy 39 0.7 09 15 8.7 6.0 15 25
Spain 5.8 2.5 1.8 2.1 8.3 34 2.4 1.5
China 3.0 5.2 45 43 2.0 0.4 15 17
India* 7.2 7.5 7.0 6.5 6.7 58 57 45
Brazil 29 31 18 18 93 46 3.6 39

Source : BNP Paribas (e: Estimates & forecasts)
Last update: 16 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 550 525 500 450 325
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 080 090 1.00 1.20 135
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: 16 February 2024
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Eurozone : positive momentum of business sentiment but pay attention to prices

European electricity: greening gathers pace

The German debt brake: the merits and limitations of fiscal rules

A selective appetite for EM debt

EcoTV

Chart of the Week

EcoWeek

EcoEmerging

15 February 2024

14 February 2024

13 February 2024

13 February 2024

Inflation tracker - January 2024 | Disinflation likely to continue EcoCharts 9 February 2024
Will Africa see free trade take off in 20247 EcoTV 8 February 2024
Sovereign risk in Emerging Markets: the usual suspects under pressure EcoWeek 5 February 2024
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
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