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The financial markets have recently undergone a
significant shift in their outlook for the United States
and the rest of the world following the election of
Donald Trump in November. This article delves into
the underlying reasons for this change, the potential
impacts on the global economy, and the strategies that
Europe and other economies might adopt in response
to these challenges.

Markets have completely changed their
outlook since the election of Donald Trump

There has been a notable change in sentiment, and as
always, the question is what was initially priced in.
For the US, the expectation was an immediate
implementation of pro-growth policies. Instead, we
have witnessed the rollout of the least growth-friendly
parts of Trump's agenda, namely tariffs, which are
essentially taxes. This process is ongoing, with more
measures expected. Additionally, we have seen federal
spending cuts and reductions in the federal workforce,
which, in fairness, might have been anticipated from
the start. However, many did not foresee this. The
rollout of these policies has also led to a spike in
uncertainty, which is highly detrimental to economic
activity. We have observed signs of a pronounced
slowdown in retail sales and manufacturing
production, along with a marked deterioration in
several confidence indicators. Despite this, the US
economy remains robust. It started from a strong
position, allowing it to decelerate while still
maintaining strength. The labour market remains very
robust, with the unemployment rate at a record low,
just above 4%. The direction of travel is concerning,
and it could deteriorate further, depending on the
evolution of the trade war in the coming weeks.
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Can Europe become autonomous in terms
of defence?

The question of whether Europe can achieve
autonomy in defence over the medium term is
crucial. Currently, Europe does not have the means to
do so. However, it is not the case that Donald Trump
has declared an immediate withdrawal from NATO.
The issue is more about the direction of travel.
Realistically, Europe is giving itself around five years
to reach a greater level of autonomy. This requires
immediate spending, which is why the recent
German decision is so encouraging. At the European
level, and in conjunction with the UK, which is vital
for the continent's defence, decisions are being made
to free up fiscal space and increase defence spending.
There are technological and production capacity
aspects to consider, in addition to financial ones.
Europe has relied on the US security umbrella since
the Second World War, and this cannot be undone in
a matter of weeks. However, we believe it is going to
happen. Europe perceives an existential threat and is
determined to do whatever it takes to achieve this
level of autonomy.
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What strategy should Europe adopt in
response to Donald Trump's tariffs?

It is essential to distinguish between negotiation
tactics and the optimal steady state. As economists,
we know that lower tariffs are better. Therefore, we
should strive to avoid any escalatory spiral. However,
negotiating with Donald Trump requires a different
approach. He responds better to strength than to
weakness. In this context, the stance taken by the EU
so far is appropriate. The EU has stated that it does
not want tariffs, considering them a tax on
consumers and businesses. However, if the US
imposes tariffs, the EU will retaliate. This approach is
risky but necessary. The European Commission is
fully aware of the need to minimize self-harm.
Importantly, trade with the US is not the main engine
of growth for Europe, accounting for less than 10% of
its total trade. The EU's main trading partner is itself.
Therefore, increasing intra-single market trade can
easily offset a decline in trade with the US. Europe
has had a significant current account surplus for
decades, driven by an export-oriented growth model.
As Europe ramps up investment in infrastructure and
defence, we expect this surplus to shrink, shifting
towards a more domestically-driven growth model.
China has similar ambitions, although there are
reasons to be sceptical about the speed of this
transition. If the US succeeds in reducing its trade
deficit and remains the consumer of last resort, it will
force the rest of the world to adopt a more
domestically-driven growth model. This scenario is
not necessarily bearish for Europe, given its high
savings rate, which provides room for increased
consumer spending if confidence returns.

* = BNP PARIBAS

A WEALTH MANAGEMENT

What will central banks do in the face of
these uncertainties?

The European Central Bank (ECB) and the Federal
Reserve (Fed) are in very different positions. The ECB
is dealing with an economy operating below full
potential and a downward trend in inflation across all
components, including services. Recent data have
been encouraging, positioning the ECB to continue
cutting rates towards neutrality, estimated at around
2%. The ECB has room to cut rates further, with
additional cuts expected in the next quarter. The ECB
must navigate the negative shock from US trade
policy and potential retaliation, balanced by the
positive impact of the German fiscal boost and
increased defence spending. Overall, the ECB can be
confident in bringing inflation back to 2% while easing
monetary policy further. The Fed, on the other hand,
faces higher inflation and de-anchoring inflation
expectations among households. Market measures of
inflation expectations remain stable, but the Fed must
consider the potential price impact of high tariffs. The
economic environment has changed significantly
since the first Trump administration, making it
unlikely for the Fed to cut rates this year unless the
economic damage from policy rollout leads to a
recession and labour market deterioration. Currently,
the US is experiencing stagflationary dynamics,
limiting the Fed's ability to cut rates in this
environment.
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DISCLAIMER

This marketing document is communicated by the Wealth
Management Métier of BNP Paribas, a French Société
Anonyme, Head Office 16 boulevard des Italiens, 75009 Paris,
France, registered under number 662 042 449 RCS Paris,
registered in France as a bank with the French Autorité de
Controle Prudentiel et de résolution (ACPR) and regulated by
the French Autorité des Marchés Financiers (AMF). As
marketing material, it has not been prepared in accordance
with legal and regulatory requirements aimed at ensuring the
independence of investment research and is not subject to any
prohibition on dealing ahead of its dissemination. It has not
been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use
of BNP Paribas SA, BNP Paribas Wealth Management SA or
their affiliates (“BNP Paribas”) and the persons to whom this
document has been delivered. It may not be distributed,
published, reproduced or disclosed by any recipient to any
other person, nor may it be quoted or referred to in any
document, without the prior consent of BNP Paribas.

This document is provided solely for information and shall not
constitute an offer or solicitation in any state or jurisdiction in
which such an offer or solicitation is not authorized, or to any
person to whom it is unlawful to make such offer, solicitation
or sale. It is not, and under no circumstances is it to be
construed as, a prospectus.

Although the information provided herein may have been
obtained from published or unpublished sources considered to
be reliable and while all reasonable care has been taken in
the preparation of this document, BNP Paribas does not make
any representation or warranty, express or implied, as to its
accuracy or completeness and does not accept responsibility
for any inaccuracy, error or omission. BNP Paribas gives no
warranty, guarantee or representation as to the expected or
projected success, profitability, return, performance, result,
effect, consequence or benefit (either legal, regulatory, tax,
financial, accounting or otherwise) of any product or
transaction. Investors should not place undue reliance on any
theoretical historical information regarding such theoretical
historical performance. This document may contain or refer to
past performance; past performance is no guarantee for future
performance.
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The information contained in this document has been drafted
without prior knowledge of your personal circumstances,
including your financial position, risk profile and investment
objectives.

Prior to entering into a transaction each investor should fully
understand the financial risks, including any market risk
associated with the issuer, the merits and the suitability of
investing in any product and consult with his or her own legal,
tax, financial and accounting advisors before making his or her
investment. Investors should be in a position to fully
understand the features of the transaction and, in the absence
of any provision to the contrary, be financially able to bear a
loss of their investment and willing to accept such risk.
Investors should always keep in mind that the value of
investments and any income from them may go down as well
as up and that past performance should not be seen as an
indication of future performance. Any investment in a product
described herein is subject to the prior reading and
understanding of the legal documentation concerning the
product, and in particular the one which describes in details
the rights and obligations of investors as well as the risks
inherent to an investment in the product. Save as otherwise
expressly agreed in writing, BNP Paribas is not acting as
financial adviser or fiduciary of the investor in any transaction.
The information, opinions and projections expressed herein
reflect the opinion of their author at the time of writing; they
are not to be relied upon as authoritative or taken in
substitution for the exercise of judgment by anyone, and are
subject to change without notice. Neither BNP Paribas nor any
BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information,
opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas
may receive distribution fees on which you can obtain more
information upon specific request. BNP Paribas, their
employees or administrators may hold positions in these
products or have dealings with their issuers.

By accepting this document, you agree to be bound by the
foregoing limitations.
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