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Political risk threatens signs of a recovery 

The summer months brought encouraging signals of a recovery in the euro area, and of a 
reacceleration of the global economy. Economic policies should guarantee favourable conditions 
for growth in 2014 as well. However, politics has turned into a source of risk both in Europe and 
in the US, with the latter more relevant in the short term. 

During the summer, global economic activity indices improved sharply. The most interesting 
aspect of the summer turnaround is that for the first time in the past decade the acceleration is 
being driven by the advanced countries, that are going against the prevalent trends in the 
emerging economies. More in detail, in addition to a change in pace in confidence indices in the 
US manufacturing sector, initial signs of a recovery have emerged in the euro area, that has 
exited the recession precipitated by the debt crisis. 

Manufacturing PMIs – Advanced and emerging 
countries  

 CPB international trade indices  

 

 

Note: advanced = weighted average of USA, Euro zone, Japan, 
United Kingdom, Canada, and Australia. BRICS = weighted 
average of Brazil, China, India, Russia, and South Africa 

Source: Intesa Sanpaolo elaborations – Research Department 

 Note: change in the quarterly moving average vs. the same 
period of the previous year 

Source: Intesa Sanpaolo – Research Department, on CPB data 

In the next few months, the recovery will be led by the advanced economies, where imports will 
pick up and have propulsive effects on global trade, which has been growing at very modest 
rates since 2012. This change in scenario should reflect favourably on the emerging economies 
that are ore integrated in global commercial flows (for instance: China, Turkey, Korea) or more 
sensitive do domestic demand in Europe (Central and Easter European countries). 

The underlying pace of global output growth, as also global trade, remains low. This reflects the 
asynchrony of local economic cycles recorded in the past twelve months or more, in turn 
resulting from alternating economic policy or financial shocks. Low synchrony is confirmed by 
industrial growth diffusion indices, which are still below their long-term averages. In this aspect, 
and this aspect alone, the present recovery bears similarities to the one of 2002-03. Asynchrony, 
while resulting in a slower recovery that is also less favourable to small countries dependent on 
foreign demand, makes economic expansion more sustainable. This is because a moderate pace 
of growth reduces the risk of boom-and-bust cycles in commodity markets, and should 
therefore also limit the risk of price instability and discourage monetary restriction. 

With all due exceptions, outlined below, the outlook for the next few quarters features markedly 
accommodative monetary conditions, moderately restrictive fiscal policies, and no particular 
tensions on commodities.  
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Low synchrony of national cycles   Close-to-zero rate regime still in place  

 

 

Note: Diffusion index of positive y/y changes in manufacturing 
output, over 33 countries 

Source: Intesa Sanpaolo – Research Department 

 Note: average real interest rates in the OECD area: 3m interbank 
rate for the s/t, and yield of 10Y government bonds for the l/t, 
net of current inflation 

Source: Intesa Sanpaolo – Research Department 

On the fiscal front, cyclically-adjusted balances are expected to improve further in the United 
States and in the euro area, where, however, fiscal tightening is easing. The opposite applies to 
Japan, where fiscal policy should become more restrictive. Fiscal policy should remain neutral on 
the whole in the emerging economies. 

As regards monetary policy, the zero-rate and abundant liquidity strategy will be kept in place in 
2014 as well. As already noted last June, however, the front is starting to come undone. The 
Federal Reserve has prospected a reduction in the pace of asset purchase flows, although the 
market’s vigorous reaction has hitherto prevented this from happening. In Europe, the ECB is 
allowing a gradual reduction in excess reserves, although this is not reaping the restrictive 
effects that could be feared, because it is offset by the rise in monetary multipliers. Also, the 
ECB is attempting to prevent undesired upward motions of the curve both by offering 
information on the likely path of interest rates (forward guidance), and by promising new long-
term monetary base creation operations. The only country where monetary stimulus will 
certainly not be reduced is Japan. However, the Federal Reserve’s behaviour leads us to think 
that monetary conditions are more likely to prove overly accommodative than overly restrictive. 

Economic growth by geographical region  
 2010 2011 2012 2013 2014E
United States 2.5 1.8 2.8 1.6 3.1
Japan 4.7 -0.6 2.0 1.9 1.7
Euro area 1.9 1.6 -0.6 -0.3 1.0
East Europe  3.6 3.7 2.8 1.5 2.4
Latin America  5.6 4.1 2.7 2.2 3.0
OPEC 3.8 4.8 5.5 3.8 4.3
East Asia  9.1 7.0 6.2 5.4 5.6
Africa 3.8 3.6 3.4 3.6 3.9
World growth  5.2 3.9 3.1 3.1 3.4
 

Note: average y/y changes in real GDP  

Source: Intesa Sanpaolo - Research Department 

What are the main threats to the prospect of a recovery? One concern that mounted over the 
summer months, when interest rates were reacting vigorously to the Fed’s preannouncements, 
was that monetary restriction in the United States could plunge the emerging economies into a 
crisis. However, compared to 1997-98, in the present historical phase the emerging economies 
are showing a more solid financial structure, with substantial currency reserves, less demanding 
debt servicing, and a more favourable current account balance. While there are obviously some 
exceptions, the overall situation seems much less prone than it was at the end of the 1990s to 
evolve into a wide-scale crisis triggered by capital movements. 
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Import months covered by reserves: 1997 and 
2012 

 Debt servicing/Exports: 1997 and 2012 

 

 

Note: the square represents the weighted average GDP in the 15 
emerging economies considered. Source: Intesa Sanpaolo – 
Research Department 

 Note: the square represents the weighted average GDP in the 15 
emerging economies considered. Source: Intesa Sanpaolo – 
Research Department 

Another potentially disruptive factor could be a recrudescence of the debt crisis in the euro area. 
In the course of 2013, the opposite trend was in place, and receding financial instability tied to 
the European debt crisis supported the recent signs of a recovery in confidence in peripheral 
euro area countries. However, during the summer disconcerting developments on the Italian 
political scene began to looming ominously over this picture. Under pressure from Berlusconi’s 
PDL, Italy was heading for early elections without having either passed a budget for 2014, or 
formulated an economic policy strategy suited to address the structural weaknesses of the 
country, within a context still characterised by very public debt levels and a lack of growth. Not 
only would new elections have offered no guarantee at all of Italy being governable, but they 
also posed the risk of setting forth once more government coalitions that include parties led by 
discredited leaders who are indifferent to the fate of their country, or bearers of platforms that 
are incompatible with financial stability: ingredients of a perfect storm that could have triggered 
a new explosion of tensions over debt. PDL moderates eventually decided to support the 
government, forcing Berlusconi to back down in the hope of preventing the collapse of his 
party. Hopefully, the side-lining of right-wing radicals will kick-start the government action, that 
came to an halt during the summer. The trend of improving financial stability can resume, 
although progress must be achieved both on the institutional front (the country needs an 
electoral system that can guarantee stable majorities) and on the economic one (policies leading 
to a sustainable reduction in the debt ratio). 

Overview by region 

The expected acceleration in growth in 2014, from 1.6% to 3.1%, is due to various mutually 
reinforcing factors: reduction of the fiscal straitjacket, increased consumption and non-
residential investment, and further expansion in the housing sector. Each of these demand 
components will be supported by fundamentals: adjustment of household finances, increase in 
property wealth, extremely accommodative financial conditions. Monetary policy provided a 
surprise by indicating that the stimulus would be extended. The Fed has undertaken to continue 
until 2015-16, even under a new chairman, with a much more accommodating monetary policy 
than that seen in similar cyclical phases. Fiscal policy is on a virtuous path of deficit reduction. 
The deficit should fall to 2% in 2015, with public debt stabilising by 2018. However, Congress is 
divided and increasingly in conflict, which is making short-term management difficult and 
hampering efforts to tackle various ballooning deficit issues and the unsustainable level of long-
term debt. This is the biggest risk to the scenario. 
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The latest figures confirm that the Euro zone reached its low point in the cycle in early 2013. 
The economy then entered a recovery phase, which although modest, could last at least two 
years. In 2014, GDP will rise by only 1%. For the time being, the recovery is being driven by 
exports (especially from the peripheral countries, with Spain leading the pack), but all the other 
components will need to gradually line up if even a modest recovery in domestic demand is also 
to be under way next year. In addition, the weak labour and credit markets - as well as the 
correction in the housing market still under way in some countries - will also curb growth. 
Barring any surprises on the commodities front, inflation will remain broadly stable: 1.5% this 
year and 1.6% next. Monetary policy will remain accommodative: while interest rate cuts seem 
highly unlikely, the ECB is set to extend the full allotment until at least the end of 2014, as well 
as carry out additional extraordinary long-term refinancing operations (LTROs) to soften the 
effects of the expiry of the two three-yearly operations made in 2011 and 2012. 

Japan's economic recovery was robust in the first half, and economic indicators point to 
continuing solid growth in the second half of the year. The cyclical upturn has confirmed the 
role of private consumption as a driver for growth, thanks to the improvement in the labour 
market and nominal income and the return of positive inflationary expectations. Lastly, 
investment has also turned the corner and has, once again, started to make a positive 
contribution to growth in demand. GDP is likely to rise by 2% in 2013 and by 1.7% in 2014. 
Although generally positive, the outlook is subject to enormous uncertainty. It is particularly 
vulnerable to developments in fiscal policy, as the decision on October's expected consumption 
tax hike approaches. Inflation returned to positive territory in June, bolstering the credibility of 
the monetary policy strategy. As a result, yields have started to fall again. Banks are moving their 
assets from JGBs to loans, while the BoJ's purchases are controlling yields; real rates are negative 
along the entire curve. 

We are marginally revising down our growth forecasts from 7.8% to 7.6% for 2013 and from 
7.5% to 7.3% for 2014 owing to the weaker trend in consumption. The upturn in consumer 
spending is set to be modest given the trend in consumer confidence in the last few months and 
the moderation of disposable income. The expected slowdown in credit aggregates over the 
next few quarters, also in light of the increase in non-performing loans, will have a greater 
influence on growth rates next year. Inflation remained broadly unchanged over the summer 
despite the rise in food prices, which nevertheless will weigh on the inflation trend in the next 
few months. Inflation will rise to 3.2% in 2014. 

India's situation is rather more difficult. GDP growth is expected to slow, only partly offset in the 
second half of the year by the anticipated positive performance by the agricultural sector on the 
back of a favourable summer monsoon season. Meanwhile, investments are not expected to 
recover until the second half of 2014. Monetary policy is affected by the country's high inflation 
and pressure on capital outflows abroad. The effects of the currency depreciation, together with 
pressure on the balance of payments, the recent deterioration in the macroeconomic data and 
the poor outlook for consumer spending and investment have prompted us to revise our growth 
forecasts downwards, from 5% to 4.7% for the current year, and from 6% to 5.1% for 2014. 
Risks to the outlook remain to the downside.  
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Commodities: geopolitical risks but weak fundamentals 

Negative yields from the start of the year 

Considering the commodity universe from the end of June, energy and precious metals have 
yielded the best returns, owing to the increase in the risk premium on the markets as a result of 
recent developments relating to geopolitical tensions and concerns surrounding oil supply 
(owing to risks of production and transport interruptions in the Middle East), gold and platinum 
(due to the union negotiations underway in South Africa). Industrial metals have remained 
relatively stable, on the one hand buoyed by signs of improvement in the economic cycle in 
developed countries, while, on the other hand, held back by increased supply and concerns of a 
slowdown in China. Agricultural commodities have lost ground, driven downwards by the data 
published to date, which indicate an abundant summer cereal harvest. 

In the coming months, market sentiment towards commodity investments will primarily be 
influenced by the evolution of the macroeconomic scenario. In particular, investors will seek to 
assess the solidity of the ongoing recovery, the relative strength of emerging and developed 
economies and the future development of US economic policies. All of these elements will have 
important repercussions on the expected performance of the American dollar, the strengthening 
of which remains the main downside risk for all major commodities.  

It should be noted that within the commodity universe, the various segments will continue to 
present mixed returns due to the unique nature of supply and demand fundamentals and the 
various drivers that characterise individual commodities. 

S&P GSCI Total Return Indices 

 
 Source: Intesa Sanpaolo elaboration on Bloomberg data 

Macroeconomic outlook and commodities 

In the next few months, commodities markets will closely observe US monetary and fiscal 
policies, given that it will be necessary to face once again the issues of debt ceiling and budget 
cuts in a climate of poor cooperation between Democrats and Republicans.  

The commodities markets’ initial reaction to the delay in the US monetary policy reversal was 
highly positive, but we do not expect this euphoria to last long. Indeed, the gradual reduction of 
the securities purchase programme was simply postponed by several months for reasons of a 
macroeconomic nature (due to fiscal consolidation, which is still ongoing, as well as due to the 
tightening of financial conditions observed in recent months) and of a political nature (in view of 
the approach of the end of the extraordinary budget measures and the debt ceiling, as well as in 
view of uncertainty surrounding the appointment of a successor to Bernanke, a factor of 
particular concern for the Fed during a period of monetary policy reversal). We foresee that, as 
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soon as expectations of a forthcoming implementation of a less expansive monetary policy begin 
to consolidate once more, market sentiment towards commodities will deteriorate again, even 
though the expected turn in policy will be justified by considerable signs of the strengthening of 
the US economy and, it may be hoped, will be accompanied by a high degree of transparency in 
communication by the Fed of the timeline for unconventional measures. In addition, we will not 
see an immediate drain of liquidity from the system. Indeed, according to the most recent 
statements by various members of the Committee, monetary policy changes should follow a 
slow, gradual process. For the commodity universe, the main risks related to the change in US 
monetary policy are lesser liquidity on the markets and the strengthening of the dollar. We 
currently believe that liquidity should not represent a serious problem, because the Fed’s budget 
will remain extensive and other central banks (e.g., the Bank of Japan) will maintain their 
expansive monetary policies. Furthermore, considering that the markets should already have 
amply incorporated expectations of less expansive US monetary policy into prices, we believe 
that, from an asset allocation standpoint, commodities will not be valued on the basis of the 
expected outstanding liquidity, but rather on the basis of the expected return relative to other 
asset classes, which depends on fundamentals and the current phase of the economic cycle. On 
the contrary, we are more concerned by the risk of a future appreciation of the American dollar, 
given the strong negative correlation between the US currency and commodity prices. 

In the fourth quarter of the year, commodity markets will closely observe the development of 
the global economic cycle. At present, the analysis of the economic cycle shows a scenario of 
moderate growth, in which considerable risk factors remain. In our central scenario, economies 
are expected to continue to present highly uneven growth rates from one geographical area to 
another. In particular, we expect that macroeconomic data will continue to confirm the recovery 
of the US economy (although discussion regarding the debt ceiling will regain momentum), 
whereas greater difficulties will be experienced in Europe and Asia due to political uncertainty 
(owing to the debate concerning the structural reforms to be approved at the European level 
and the decision regarding the increase of VAT in Japan in 2014) and due to persistent 
economic weakness (given the fragility of European peripheral countries). On the whole, we 
foresee the consolidation of expected improvements in developed countries and the stabilisation 
of emerging countries at lower growth levels than in the past.  

If the macroeconomic outlook outlined above were to be confirmed (excluding unexpected 
shocks related to geopolitical risks or significant changes in the market balance estimates for the 
main commodities), we would expect commodity prices to moderate slightly in the coming 
months and to remain stable in 2014. It should be emphasised that, owing to the significant risk 
factors that continue to threaten the recovery, the markets will remain jittery, still leaving ample 
room for speculative movements. Commodities in particular will be extremely sensitive to 
surprises in the macroeconomic data published in emerging and developed countries (primarily 
China, the United States and Europe), as well as to the risk of strengthening of the American 
dollar. 

Our forecasts for the commodity universe 

Our forecasts for the commodity universe in the fourth quarter of 2013 and in 2014 are deeply 
influenced by the current estimates of the supply and demand fundamentals for individual 
commodities, by our baseline macroeconomic outlook and by the expected evolution of 
geopolitical equilibriums, which remain subject to considerable factors of uncertainty.  
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Commodity price forecasts 
 2010 2011 2012 2013p 2014p
Oil (Brent, USD/barrel) 79.5 111.3 112.0 108.5 111.3
 +29.2 +40.0 +0.6 -3.1 +2.6
Commodities excl. fuel (1990=100) 161.3 190.0 171.1 167.3 164.9
 +26.5 +17.9 -10.0 -2.3 -1.4
Metals (1990=100) 202.3 229.7 191.0 178.2 170.1
 +48.2 +13.5 -16.8 -6.7 -4.5
Agricultural commodities (1990=100) 125.1 153.5 134.0 128.6 121.0
 +33.2 +22.7 -12.7 -4.1 -5.9
 

Note: annual average levels and changes 

Source: Intesa Sanpaolo Research 

In particular, our oil estimates incorporate a high risk premium to account for instability in the 
Middle East. Indeed, even if it is possible to avoid an imminent military intervention in Syria, we 
do not expect a definitive resolution of the conflict owing to the complexity of the Syrian 
political situation and the significance of the interests at stake on an international scale. In 
addition, it should be remarked that the international negotiations concerning the Iranian 
nuclear programme are currently deadlocked and that Libyan oil production reached the lowest 
levels since the end of the war in August due to tensions between the Government and other 
organisations operating in the country. Accordingly, we project that in the coming months oil 
prices will decline from the peak reached at the beginning of the month, to stabilise at a level of 
approximately USD 110 for Brent and USD 107 for WTI, owing to persistent geopolitical 
concerns, and we foresee that in the second half of 2014 prices will increase slightly owing to 
the expected improvement in global demand.  

Turning to precious metals, over the next few months we expect gold and silver to weaken 
further owing to the structural decrease in investment demand and the difficulties experienced 
by the Indian economy. In India – the world’s top gold consuming country – imports of the 
precious metal will be limited by the depreciation of the rupee and the measures undertaken by 
the Government in order to reduce the trade deficit. We maintain our estimate that platinum 
and palladium will over-perform in the segment, thanks to their exposure to industrial demand 
and vehicle sales. 

On the whole, we expect prices for industrial metal to remain stable in the coming months, 
inasmuch as the positive effects of the improvement in consumption in advanced economies 
should be offset by concerns surrounding the slowdown of consumption in emerging countries 
and weak overall supply and demand fundamentals. Indeed, global inventories of most metals 
are high and supply is abundant (and, in many cases, expected to expand). The main downside 
risk for the segment remains an excessive slowdown of the Chinese economy. However, even if 
macroeconomic data were to miss expectations, industrial metals, with the exception of copper, 
are not likely to suffer overly extensive prices drops due to the support provided by high 
marginal production costs. 

Agricultural products’ performances will be very mixed, in line with their different supply and 
demand fundamentals and their specific exposures to unique risk factors. The main market 
drivers will be estimates of global production and consumption, which are vulnerable to climatic 
and political risks. 
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United States – still on course for 3% 

 The US recovery continues, despite the substantial fiscal tightening applied in the first half. 
Our growth forecast is 1.6% for 2013 and 3.1% for 2014.  

 The acceleration expected in 2014 is due to various mutually reinforcing factors: a reduction in 
the fiscal straitjacket, increased consumption and non-residential investment, further 
expansion in the housing sector. Each of these demand components will be supported by the 
fundamentals: adjustment of household finances, increase in property wealth, extremely 
accommodative financial conditions. 

 The risks to growth in 2014-15 are balanced and mainly relate to economic policy. Short-term 
fiscal policy is on a virtuous path of deficit reduction. The deficit should fall to 2% in 2015, 
with public debt stabilising by 2018. However, Congress is divided and increasingly in conflict, 
which is making short-term management difficult and hampering efforts to tackle various 
ballooning deficit issues and the unsustainable level of long-term debt. In the near term in 
particular, we will see a continuation of shorter-term budget bills and short-term debt ceiling 
extensions, with recurring spikes in tension and risks of unexpected errors.  

 Monetary policy provided a surprise, with an even more expansionary than expected stance. 
The Fed has undertaken to continue until 2015-16 – even under a new chairman – with much 
more accommodative monetary policy than that seen in similar cyclical phases. The 
expansionary bias is credible and is another argument in support of growth accelerating to 
3% in the next two years.    

Forecast Table 
 2012 2013F 2014F 2012 2013 2014 
   4 1 2 3 4 1 2 3
GDP (constant prices,y/y) 2.8 1.6 3.1 2.0 1.3 1.6 1.5 2.2 2.7 2.9 3.2
q/q annual rate   0.1 1.1 2.5 2.2 2.9 3.1 3.4 3.6
Private consumption 2.2 2.0 2.7 1.7 2.3 1.8 1.9 2.9 2.8 2.9 3.0
Fixed investment - nonresid. 7.3 2.8 6.7 9.8 -4.6 4.7 5.0 6.5 6.9 7.2 7.5
Fixed investment - residential 12.9 13.5 12.7 19.8 12.5 14.2 10.8 9.6 12.0 14.2 15.6
Government consumption -1.0 -2.1 -0.5 -6.5 -4.2 -0.4 -1.2 -0.8 -0.4 -0.3 0.0
Export 3.5 2.4 5.9 1.1 -1.3 8.0 3.8 5.8 5.4 6.8 6.5
Import 2.2 1.8 4.8 -3.1 0.6 6.9 3.7 4.9 4.8 4.7 4.6
Stockbuilding (% contrib. to GDP) 0.2 0.0 0.0 -0.4 0.2 0.1 0.0 0.0 0.0 0.0 0.0
Current account (% of GDP) -2.7 -2.3 -2.1 -2.5 -2.6 -2.3 -2.2 -2.1 -2.2 -2.1 -2.1
Federal Deficit (% of GDP) -7.3 -5.1 -4.5    
Gov. Debt (% of GDP) 102.8 106.4 106.6    
CPI (y/y) 2.1 1.5 1.6 1.9 1.7 1.4 1.5 1.3 1.3 1.7 1.7
Industrial production 3.6 2.2 3.6 2.4 4.0 0.4 1.7 4.1 3.4 4.2 4.9
Unemployment (%) 8.1 7.5 7.0 7.8 7.7 7.6 7.3 7.3 7.3 7.2 6.9
Fed Funds 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25
Effective exch. rate (1990=100) 73.5 76.1 76.8 73.1 74.8 76.4 76.6 76.5 77.7 76.6 76.3
 

Note: Percentage annualised growth rates over previous period, if not otherwise specified. Source: EcoWin, Intesa Sanpaolo 

Giovanna Mossetti 
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Expansion is continuing, despite fiscal shocks 

Growth in the USA is continuing on a positive though volatile path. The highly data-dependent 
FOMC has responded to this volatility, which is around a still "moderate" trend, by maintaining 
its pace of bond buying and postponing tapering again. Has anything changed significantly since 
June/July? The reason for not tapering the stimulus in September lies in the mixed set of data, as 
well as the fear that fiscal consolidation and the recent tightening in financial conditions are 
hampering the pace of improvement. The Committee therefore decided to "await further 
evidence that progress will be sustained". Economic growth will remain moderate overall, but 
will be fairly satisfactory given the fiscal tightening in the first half. With public spending less of 
a drag in the second half, we are likely to see the expected upturn in growth, which already 
picked up between the end of 2012 and mid-2013.  

Our scenario has growth accelerating due to 1) a smaller drag exerted by fiscal policy, 2) an 
upturn in non-residential fixed investment, 3) a moderate recovery in consumption as the impact 
of higher taxes comes to an end, net wealth continues to increase and the labour market 
improves, 4) further growth in residential investment, which will make a larger contribution due 
to the increasing percentage of GDP accounted for by the sector. These factors are supported by 
lending conditions that are still extraordinarily accommodative and by the marked improvement 
in household budgets and the housing sector. Our growth forecast is for 1.6% in 2013 (partly 
due to quarterly volatility this year), accelerating to 3.1% in 2014. The risks to our 2014 
forecasts are fairly balanced, and depend on the as yet uncertain shape of future economic 
policy.   

We would need to look at 2015 and beyond to identify the real risks to our US outlook at 
present. The macroeconomic environments looks positive over a 2-year horizon, with a growth 
forecast of 3-3.5%, inflation gradually falling to 2%, the deficit steadily reducing, the debt/GDP 
ratio stabilising, and the Fed's expansionary bias providing a solid safety net. The reversal in 
monetary policy will increase the risks from 2015 onwards, given the difficulties of exiting from 
unconventional policies without precedent in US history. The adjustment in rates, liquidity and 
credit when the Fed seeks, albeit gradually, to taper the stimulus could cause significant volatility 
in growth.  

Private domestic demand still growing moderately 

Growth is being driven by private consumption and residential investment, but non-residential 
investment will also make an increasing contribution to the recovery from mid-2013.   

Consumption: slow path to normality. Consumption will continue to increase moderately. The 
sharp fiscal tightening at the start of 2013 slowed growth in disposable income and hampered 
any acceleration in spending, despite highly expansive financial conditions and improving 
household finances. In July 2013, growth in real disposable income was 0.8% yoy – around half 
the year-earlier figure – and 1.7% yoy in real consumption; in August 2013, growth in real 
disposable income was back to the previous year's levels and is set to increase further in the 
coming quarters. Thanks to the improved labour market, the smaller fiscal brake, the steady rise 
in net wealth and the reduction in debt servicing, the outlook for consumption remains positive, 
which should allow spending to grow more quickly in 2014. However, with salaries moderating 
and employment levels still well below pre-recession levels, consumption growth will remain 
around 3% qoq ann. 

Growth still double-digit in residential investment. The residential housing sector has temporarily 
slowed. The confidence of construction firms is at the peaks seen in 2005, and prices have 
accelerated in response to supply bottlenecks. Residential investment has risen to 3.3% of GDP 
from a low of 2.5% at end-2012, contributing on average 0.4 percentage points to growth 
between end-2012 and mid-2013. The rise in mortgage rates and house prices has slowed the 
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pace of growth in building and sales, but our central scenario remains one of increased demand 
with slowing price growth and an improving labour market. Our forecasts show an upturn in the 
second half of 2013, with growth in 2014 at 12.7% after 14.7%e in 2013.  

Upturn in non-residential private investment. The manufacturing sector was hampered in the 
second quarter by automatic public spending cuts and weak international demand. The 3Q data 
are positive, with output, orders and deliveries all on an uptrend. Sector surveys show an 
increase in planned capital outlays in the next six months compared with marked weakness in 
2Q. Capital investment by companies is picking up, driven by greater confidence in the 
sustainability of both domestic and foreign demand. Most of the recent growth in capex has 
been in structural spending, which typically lags the cycle. We forecast non-residential capex 
growth in 2014 of 6.7%, up from 2.8%e in 2013. 

Foreign trade should be virtually neutral in 2014, with 5.9% growth in exports and 4.8% in 
imports.  

Fig. 1 – Fiscal brake slackening, growth picking up  Fig. 2 – Consumption has bucked tax increases and public 
spending cuts  

 

Source: Thomson Reuters – Datastream. GDP = yoy change; other variables = qoq ann. 
contribution to growth  

 Source: Thomson Reuters – Datastream 

 

Fig. 3 – Household spending continues to improve  Fig. 4 – Uplift in manufacturing ISM after spring hiatus   
 

Source: Thomson Reuters – Datastream  Source: Thomson Reuters – Datastream 
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Fig. 5 - Job trend more robust  Fig. 6 – Unemployment rate: clear downtrend 
 

Source: Thomson Reuters – Datastream  Source: Thomson Reuters – Datastream. U-6 = unemployment rate, which includes 
discouraged workers; workers marginally attached to the labour force and workers in 
part-time employment for economic reasons 

Fiscal policy – Plus ça change...  

The fiscal outlook continues to improve, at least in the short term. The federal deficit started 
falling in 2012; fiscal year 2013 should close with a deficit around 40% lower than the previous 
year, at USD -640Bn (3.9% of GDP), from USD -1,087Bn (10% of GDP) in 2012. The data to 
August show a 13% increase in revenues for the first 11 months of the fiscal year and a 4% yoy 
fall in spending. The increase in revenues is mainly due to an uptick in the rates for payroll tax 
and taxes on households, but also to income growth. Expenditure was affected by the 
automatic cuts and a large "autonomous" fall in the defence component. The impact of fiscal 
tightening will weaken from next year, mainly in terms of revenues and to a lesser extent 
expenditure. Although the deficit is set to increase to USD 560Bn, it will fall to 3.4% of GDP. 
Federal and state policy has finally become moderately expansionary. 

Although the "numbers" have improved out to 2015, two risk factors continue to colour the 
fiscal outlook: the long-term trend and a divided and increasingly conflict-ridden Congress. The 
Congressional Budget Office (CBO) has published its new long-term forecast. It projects a 
virtuous cycle of deficit reduction in the first decade, with the deficit/GDP ratio falling from 
3.9% currently to 2.1% in 2015, and staying below 3% out to 2020. In this scenario, the 
debt/GDP ratio will fall to 68% in 2018-19, from 73.6%e in 2014. However, the long-term 
trends are less positive: under current legislation, the deficit/GDP ratio will steadily increase from 
2015 onwards, rising to 3.3% in 2023 and 6.4% in 2038, and will continue to grow in 
subsequent decades. This will raise the debt/GDP ratio to 100% in 2038. The upward spiral in 
deficit and debt is also fuelled by higher interest costs on an ever increasing level of debt. Once 
again the signal in the long-term outlook for federal public spending is for a mix of cuts in 
healthcare and pension spending, together with higher taxes, if the deficit and debt are to 
stabilise in the outlying decades. 

The conflicts dividing Congress have negative implications and risks in both the long and short 
term. First and foremost, the division between the two branches means that the problem of 
unsustainable long-term public finances remains unresolved, with the Republicans vetoing tax 
increases and the Democrats blocking cuts in mandatory spending. But the impact of a divided 
Congress is also being keenly felt in the short term. Congress has failed to approve a budget for 
three years, and with temporary spending bills expiring over and again and the debt ceiling 
being regularly reached, there is mounting tension, particularly in the run-up to the mid-term 
elections, as is currently the case. We forecast that the series of very short-term spending bills 
will continue, and that it will be possible to delay the debt ceiling beyond the midterm elections 
in November 2014. In the meantime, the political debate will continue to ignore the 
fundamental problems caused by pension and healthcare costs rising faster than revenues.  

104

169

0

50

100

150

200

250

300

Ju
l-1

2

A
ug

-1
2

Se
p-

12

O
ct

-1
2

N
ov

-1
2

D
ec

-1
2

Ja
n-

13

Fe
b-

1
3

M
ar

-1
3

A
pr

-1
3

M
ay

-1
3

Ju
n-

13

Ju
l-1

3

A
ug

-1
3

Nonfarm payrolls, monthly change, '000 ave.

194
ave 
13H1

208 
ave 
12Q4

152
ave 
12Q3

13.5

14

14.5

15

7.2

7.4

7.6

7.8

8

8.2

Ju
l-1

2

A
ug

-1
2

Se
p-

12

O
ct

-1
2

N
ov

-1
2

D
ec

-1
2

Ja
n-

13

Fe
b-

1
3

M
ar

-1
3

A
pr

-1
3

M
ay

-1
3

Ju
n-

13

Ju
l-1

3

A
ug

-1
3

U-6, rhs Unemployment rate, lhs



Macroeconomic Outlook 
September 2013 
 

14 Intesa Sanpaolo – Research Department 

 

Monetary policy: the Fed started, then stopped, thinking about an exit strategy.  

The Fed surprised the markets by not changing its bond buying programme at its September 
meeting. The factors cited by the FOMC for maintaining the stimulus were: 1) the fiscal 
consolidation still under way; 2) the "tightening of financial conditions observed in recent 
months”, and 3) recent mixed data. The FOMC's decision was surprising, given that it had 
started a communication campaign in May to prepare for tapering "later in the year" if the 
situation evolved as expected. Up to mid-August, the Fed's statements were consistent with a 
probable tapering in the near term, and not all the macroeconomic news was bad. Comments 
after the meeting stressed that the decision was a close call: the opinions expressed by 
participants after the meeting showed various nuances in the interpretation of the data and 
provided no clear signals about the future of the programme.   

The statement said that mortgage rates had risen “further”, while fiscal policy is restraining 
growth. Despite continuing to forecast further moderate recovery, it stated that “the tightening 
of financial conditions observed in recent months, if sustained, could slow the pace of 
improvement in the economy and labour market”. Taking account of fiscal tightening, 
therefore, the Committee is awaiting more evidence before adjusting the pace of its purchases. 
During the press conference, Bernanke made no mention of linking unemployment rates to a 
roll back in policy and confirmed that there were no "magic numbers" to which to refer. The 
statement became even more opaque regarding the future of the bond buying programme, 
apart from maintaining an explicit separation between the size of the balance sheet and rate 
hikes. The macroeconomic projections, as expected, were cut for growth and unemployment at 
the end of 2013. The new projections for 2016 show growth and unemployment at around 
their long-term levels and inflation at around 2%. In terms of rate projections, the 
overwhelming majority of members are expecting the first hike in 2015, with a very moderate 
pace: the median rate is expected to be 1% by end-2015 and 2% by end-2016. Despite the 
adjusted projections for 2013, the expected rates are no different from June. 

September's decision could have been influenced by the uncertainty around the "political 
autumn" on two fronts. On the one hand, the end of the provisional budget and the debt 
ceiling were close to the FOMC meeting: in the absence of a strategy to resolve the conflict 
between Republicans and Democrats, and with the fresh risk of Treasury payments being frozen, 
the Fed could have attached importance, slightly, to the risks of tension generated by a possible 
government “shutdown”. On the other hand, the appointment of a candidate as Fed 
chairperson has become politicised and clouded in uncertainty, and there is a risk of conflicts 
and delays if the clash between the White House and Congress is not resolved, at least 
temporarily.  

What are the new forecasts for monetary policy now? The surprise caused by the FOMC in 
September is not a signal for changing our view of the macroeconomic outlook. The 
improvement is ongoing, as indicated both in the statement and by Bernanke. At the press 
conference, Bernanke highlighted the progress in the labour market, allaying fears that the main 
reason for the falling unemployment rate is the decline in the participation rate.  

If September's decision not to taper was caused by uncertainty over political developments, we 
forecast that once October's fiscal obstacles are overcome and a successor for Bernanke has 
been appointed, the Fed will re-start the process of preparing for tapering, especially if the data 
confirms that growth has picked up and the labour market has improved. The market's reaction 
will be difficult to predict, given the loss of credibility the Fed has suffered through its statement. 
Our forecast is that December will be the first meeting that votes for tapering, unless there are 
exceptionally positive surprises from the data. Given the communication difficulties in this phase, 
it is highly likely that any turning point will come in meetings with a press conference, as is the 
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case in December. The fact that January will see the reins of the Fed pass from Bernanke to a 
new "untested" chairperson (even if it is Yellen, uncertainty is inevitable) increases the 
probability of a December reversal.  

The change in monetary policy will probably take place in distinct phases:  

1. More contained stimulus: reduction in the pace of bond buying, probably focused on 
Treasuries at the start and then MBS, implemented gradually and concluding by mid-2014. 

2. Stable stimulus: unchanged balance sheet with no selling of bonds; the amount held will 
reduce naturally as large amounts start to expire in 2016. 

3. Reduction of stimulus/tightening: hike in the fed funds rate and bank deposits with the 
Fed. This will be the real turning point towards an exit: the Fed is currently still signalling 
that it will pursue an exceptionally gradual adjustment, with rates of 2% in 2016, growth 
well above potential, inflation close to 2% and an unemployment rate below the long 
term. It remains to be seen whether the Fed can keep to the course it has now indicated or 
will change to an at least neutral policy in 2016. 

In terms of both monetary and fiscal policy, the risks will increase from 2015 onwards with a 
new Fed (2014 will see the appointment of four of the seven Board members), which promises 
more accommodative policy than we have seen in past cycles. Up to mid-2015, we think that 
the Fed will stick to the line it has been feeding the markets.  

Fig. 7 – Broad consensus on timing of reversal...  Fig. 8 – ... but marked spread of opinions on appropriate level 
 

Source: Federal Reserve Board. Forecasts at 18 September 2013  Source: Federal Reserve Board. Number of participants forecasting a given fed funds 
rate by year. Forecasts at 18 September 2013 

 
Fig. 9 – Fed assets above USD 3.6Trn  Fig. 10 – All quiet on the inflation front 

 
 

Source: Federal Reserve Board. Figures in USD Bn  Source: Thomson Reuters – Datastream. Intesa Sanpaolo forecasts 
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Fig. 11 – The federal budget is improving; revenues are up, costs are 
down, interest is stable  

 Fig. 12 – Deficit/GDP: temporary disappearance 

 

Source: Thomson Reuters – Datastream. Figures as a % of GDP  Source: Congressional Budget Office 
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Euro zone – Emerging from the “great recession”… 

The scenario in brief 

 After contracting for six quarters, the Euro zone emerged from recession in the spring, with 
growth of 0.3% qoq. We believe that the recovery phase could continue into the second half 
of the year, although probably at a slower pace (0.1-0.2% qoq). In any event, the latest 
figures confirm our hypothesis that the cycle in the Euro zone reached its trough in early 
2013; since then the economy has entered a recovery phase (perhaps lasting at least two 
years), which will nevertheless be modest: we forecast GDP growth of 1% in 2014.  

 For the time being, the recovery is being driven by exports (especially from the peripheral 
countries, with Spain leading the pack), but all the other components will need to gradually 
fall in line if we are also to see a modest recovery in domestic demand next year. In addition, 
growth will also be curbed by the weak labour and credit markets, the ample slack in the 
economy and the correction of imbalances in the housing market still under way in some 
countries.   

 The main risk to the recovery scenario remains a possible resurgence of the financial crisis, 
which could be brought on by political stalemate or more disappointing than expected public 
accounts data, with peripheral countries (Italy, Spain, Greece and Portugal) again at the 
epicentre. Political instability in Italy currently represents the greatest risk in this regard. We 
attach a lower probability to external risks relating to the impact on foreign demand of a 
disappointing economic performance in the rest of the world, the strengthening of the euro's 
real exchange rate or any increases in commodity prices as a result of renewed geopolitical 
tensions. 

 Overall, we predict that Euro zone inflation will average 1.5% this year and 1.6% next year. In 
2015, inflation should stabilise at 2014 levels. We estimate that core inflation will remain 
stable at around 1.1% yoy in 2014 and in 2015 (2012: 1.8%), with risks on the downside 
given the ample slack in the economy, the all-time high unemployment rate and wage 
declines in the Periphery.  

 The ECB will maintain a dovish rhetoric in the coming months. Forward guidance will be 
confirmed. By year end the ECB will likely announce new LTRO which will likely be conducted 
in 2014H1. A slight cut of the refi rate to reduce the width of the corridor and dampen 
volatility of short-term rates may come only in the event of the accommodative rhetoric and 
openness on liquidity proves insufficient. 

Euro Area  – Macroeconomic forecasts 
 2012 2013E 2014E 2012 2013 2014 

4 1 2 3 4 1 2 3
GDP (constant prices, y/y) -0.6 -0.3 1.0 -1.0 -1.0 -0.5 -0.3 0.4 0.9 0.9 1.1
- q/q change   -0.5 -0.2 0.3 0.1 0.2 0.3 0.3 0.3
Private consumption -1.4 -0.5 0.7 -0.5 -0.2 0.2 0.1 0.2 0.2 0.1 0.2
Fixed investment -3.7 -3.2 1.9 -1.2 -2.2 0.3 0.5 0.5 0.5 0.5 0.6
Government consumption -0.6 0.3 0.6 0.1 0.0 0.4 0.1 0.2 0.1 0.1 0.1
Export 2.7 1.3 4.3 -0.5 -1.0 1.6 1.3 1.0 1.0 1.0 0.9
Import -1.0 0.0 4.3 -0.9 -1.1 1.4 0.9 0.9 1.2 1.0 1.0
Stockbuilding (% contrib. to GDP) -0.5 -0.1 0.0 -0.1 0.4 -0.1 -0.3 0.0 0.1 0.1 0.0
Current account (% of GDP) 1.3 2.0 2.1 2.5 1.3 2.2 2.0 1.9 1.4 1.4 1.4
Deficit (% of GDP) -3.7 -3.2 -3.0    
Debt (% of GDP) 90.6 93.6 94.0    
CPI (y/y) 2.5 1.5 1.6 2.3 1.9 1.4 1.4 1.3 1.4 1.7 1.5
Industrial production (y/y) -2.3 -1.7 1.9 -2.0 0.3 0.5 -1.3 -0.3 0.6 1.6 1.4
Unemployment (%) 11.4 12.1 11.8 11.8 12.0 12.1 12.1 12.1 12.1 12.0 11.7
3-month Euribor 0.57 0.21 0.20 0.20 0.21 0.21 0.22 0.21 0.20 0.20 0.20
 

Note: Percentage annualised growth rates over previous period, if not otherwise specified. Source: EcoWin, Intesa Sanpaolo 

Anna Maria Grimaldi 
Paolo Mameli 
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The recession is over, but the recovery will be slow 

After six quarters of contraction, the Euro zone economy emerged from recession in the spring 
quarter, with growth of 0.3% qoq (yoy GDP growth remains in negative territory, at -0.5%). We 
believe that the recovery phase may continue in the second half of the year, albeit probably at a 
slower pace (0.1-0.2% qoq), if we consider that growth in 2Q was driven by one-off factors 
such as calendar and weather effects. 

Overall, the economy is confirming our cycle dating hypothesis which appeared in this 
publication two years ago1 and was then repeated six and three months ago2, when, based on 
an analysis of turning points in the inventory and industrial output cycle, we projected that the 
low point of the cycle would occur in early 2013. Specifically, three months ago, we noted that 
the significant easing of tensions on the financial markets had not yet been reflected in a 
significant improvement in real economic activity, but we also believed that it was only a matter 
of time before positive developments in the financial crisis - which played such a significant role 
(through its impact on confidence and lending) in pushing the real economy into recession - 
would be reflected in a recovery in businesses confidence indices and thereby in real activity. 
What we have seen in the last three months (see Fig. 1) is that business and household 
confidence indicators have started to clearly reflect the improvement in the cycle, and have 
entered expansionary territory for the first time in two years. It is true to say that for now, the 
recovery is more apparent in confidence indicators than in hard data (the fall of one and a half 
percentage points in industrial output in July is a case in point), but here too, it is only a matter 
of time before the improvement in industry surveys is reflected in a strengthening of recovery in 
output (July's figure could be explained by this indicator’s typical volatility in the summer; see 
Fig. 2). 

Fig. 1 - The easing of tensions on the financial markets has 
finally started to filter through to business confidence indices 

 Fig. 2 - It is only a matter of time before the improvement in 
business confidence has a significant impact on hard data, 
particularly in industry 

 

Source: Intesa Sanpaolo chart from Thomson Reuters Datastream and Markit data  Source: Intesa Sanpaolo chart from Eurostat and Markit data 

                                                           
 
1 Intesa Sanpaolo, “Macroeconomic Outlook September 2011”, page 26: “the next turning point, at best, 
could be late 2012-early 2013”; “the economic trend will remain very weak at least until late 2012/early 
2013, and only in late 2013 could we see a noticeable recovery in output.” 
2 Intesa Sanpaolo, “Macroeconomic Outlook March 2013”, page 21: “the low point of the cycle could be in 
the first quarter of 2013; in any event, in our scenario, a recovery in output (albeit gradual and modest) can 
only be expected in the second half of the year”. Intesa Sanpaolo, “Macroeconomic Outlook June 2013”, 
page 19: “the first quarter of 2013 is likely to have been the low point of the cycle in the Euro zone”. 
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All things considered, an expansionary cycle seems to have begun, the fifth expansionary phase 
in the CEPR chronology since 19703. We can observe (see Table 1), however, that the last 
recession did not last for a particularly long time compared with others "certified" by the CEPR 
(six quarters, in line with the historical average), nor was it particularly "severe" (at least if 
measured based on the size of the fall in GDP). However, it was particularly damaging (especially 
in terms of output gap levels and unemployment rate), as not since the 1970s had there been a 
recession following on so shortly from the previous one (barely 9 quarters of expansion 
compared with the historical average of 39). Consequently: 1) it is difficult to predict the 
duration of the next expansionary phase, which could come to an end in the second quarter of 
2015 if the cycle was as short as the previous one, but be considerably longer without such a 
"traumatic" episode as the last debt crisis; 2) the fact that the last recession occurred so soon 
after the previous one has caused a fall in productive capacity that could curb the extent of the 
recovery. As a result, the recovery could be considerably more moderate than that recorded in 
the past cycles: in our scenario (see Fig. 3), GDP will only return to levels preceding the last 
recession in the second half of 2014 (and to levels preceding the debt crisis, i.e. before the last 
two recessions, at the end of 2015). 

Tab. 1 - The short duration of the last expansionary phase is 
an anomaly of the recent cycle… 

 Fig. 3 - … which will make the recovery rather “flat”  

Cycles Duration 
Peaks Troughs  

1974q3 1975q1 14 (at least) 2
1980q1 1982q3 20 10
1992q1 1993q3 38 6
2008q1 2009q2 58 5
2011q3 2013q1 9 6

Average before the last recession  39 6
Source: CEPR, Intesa Sanpaolo estimates for the last cycle 

 

 
  Source: Intesa Sanpaolo chart and forecast based on Eurostat data 

In any case, the recovery still seems fragile and subject to risks, chiefly a possible resurgence of 
the financial crisis, in the wake of political upheaval or a disappointing trend in public finances in 
the main peripheral countries (Italy, Spain, Greece and Portugal). Furthermore, the recovery still 
seems to be driven by exports, but to strengthen further, growth needs to come from domestic 
demand (probably first from investments, then from consumer spending). With regard to 
exports, we also note that annual export growth in the Euro zone (0.7% in 2Q13) was almost 
entirely generated (see Fig. 4) by peripheral countries, particularly Spain (contribution: 0.5%, 
compared with 0.1% from Italy and negligible contributions from Germany and France). This is 
explained by the fact that the internal rebalancing process within the Euro zone is causing a 
competitive devaluation, which in countries like Spain is significantly driving up exports. In 
addition, global demand indices show that exports could pick up in the second half of the year 
also for core countries, and therefore for the whole of the Euro zone (see Fig. 5). 

                                                           
 
3 http://www.cepr.org/content/euro-area-business-cycle-dating-committee 
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Fig. 4 – Spain is so far the only main Euro zone country to show 
a significant recovery in exports 

 Fig. 5 – Leading indicators point to a recovery in exports from 
the second half of the year, however 

 

Source: Intesa Sanpaolo chart based on Eurostat and Markit data  Source: Intesa Sanpaolo chars from Thomson Reuters-Datastream and Eurostat data 

There are also signs that domestic demand is rebounding. While corporate investment seems to 
be the first component capable of picking up the baton from export growth, the situation looks 
more fragile for household consumption, which is weighed down by both weak growth in real 
disposable incomes and the negative wealth effect mainly generated by falling property prices. 
In this regard, since early 2013, there have been signs that disposable income has risen from its 
lows, not only in real terms (thanks to the fall in inflation, see Fig. 6) but also in nominal terms. 
In contrast, we have yet to see an upturn in households' net wealth (either in nominal or real 
terms, see Fig. 7). 

Fig. 6 – Consumer spending is currently being curbed by weak 
growth in both income… 

 Fig. 7 - … and wealth 

 

Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream and Eurostat data  Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream and Eurostat data 

The correction under way in the property market does not seem to be over, especially in certain 
peripheral economies (see Fig. 8). The only peripheral country in which house prices seem (for 
the last few quarters) to be stabilising is Ireland (which, after Spain, was the country to have 
been most affected by the property bubble). The correction still seems to be in progress in Spain, 
Greece and Italy, not to mention the Netherlands, a "core" country that has seen a drop in 
house prices comparable to that recorded in the peripheral countries (indeed, extending the 
analysis to the 1990s, the Dutch property bubble, mainly driven by the phenomenon of "easy 
mortgages", was bigger than the one seen in Spain). In contrast, Portugal does not seem to be 
experiencing a property crisis comparable with those of other countries. Needless to say, despite 
recording price growth in the last two years, Germany has been immune to the phenomenon. 
The countries that have recorded the highest house price growth since the Euro zone came into 
existence are Belgium and France; in particular, France shows the greatest divergence from the 
long-term average in the ratio between house prices and household disposable income: +31.1% 
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in the first quarter of 2013, versus +14.7% for Spain. This is a sign that the danger of a property 
bubble in these two countries should not be underestimated. 

Fig. 8 – House price indices in the main Euro zone countries (4Q 1999=100) 

 
Source: Intesa Sanpaolo chart based on Oxford Economics Forecasting data from national sources 

The other drag on the recovery in consumer spending is the persistent weakness in the job 
market. In this regard, the deterioration still seems to be in progress, given its usual lag 
(approximately half a year) behind the economic cycle. However, based on our projections on 
the cycle (see Fig. 9), the unemployment rate could stop rising in the last few months of the 
year, before starting to fall in 2014. The inversion would trigger, with a lag, a recovery in labour 
income from work, which should be reflected in household disposable income (see Fig. 10). 

Fig. 9 – The cyclical inversion will also trigger a reversal in the 
unemployment trend, with a lag… 

 Fig. 10 - … which in turn should be reflected in labour costs 

 

Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream and Eurostat data  Source: Intesa Sanpaolo chart from Eurostat and Markit data 

However, the job market recovery will undoubtedly not be spectacular, given the significant 
slack that persists in the economy. In fact, high unemployment levels are a reflection of 
significant unused productive capacity (i.e., excess supply over demand), given that the last 
recession took place when the economy had not recovered enough to bring activity back to pre-
crisis levels. The significant unused capacity is also curbing growth in corporate investment. 
Based on our estimates (see Fig. 11) for the main Euro zone economies (with the exception of 
Germany), we do not expect the output gap to close even at the end of the forecasting horizon 
(2016-18). 
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Fig. 11 - Output gap in the main Euro zone economies 

 
Source: Intesa Sanpaolo chart from OECD data and Intesa Sanpaolo forecasts 

The weakness in lending is also putting a brake on consumer spending, and above all, 
investment. According to the latest August data (see Fig. 12), lending to households is broadly 
flat on a year ago, while lending to non-financial corporations has contracted sharply, to -3.8% 
yoy. A breakdown of figures by country shows that lending to businesses also slowed in August 
in core countries, particularly in Germany and the Netherlands, although it has contracted much 
more quickly in peripheral countries (see Fig. 13). According to the latest Bank Lending Survey, 
lending conditions are again broadly neutral. In any case, there do not seem to be restrictions on 
the supply-side, and the drop in lending to businesses is instead being driven by demand-side 
weakness (see Fig. 14). The dispersion of loan rates also seems to be stabilising (see Fig. 15). In 
short, we can assume that, with the usual lag behind the cycle (given that financial supply-side 
restrictions seem to have been greatly reduced), we may also see a recovery in demand and an 
improvement in lending conditions in 2014. 

Fig. 12 – Lending to the private sector continues to fall   Fig. 13 - Lending to businesses is flat in core countries and 
falling in peripheral countries 

 

Source: Intesa Sanpaolo chart from Bloomberg data  Source: Intesa Sanpaolo chart from ECB data 
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Fig. 14 – Lending conditions are now neutral, but demand for 
loans is still negative 

 Fig. 15 - The dispersion of loan rates within the Euro zone has 
stabilised 

 

 

Source: Intesa Sanpaolo chart from ECB data  Source: Intesa Sanpaolo chart from ECB data 

To sum up, the necessary components are gradually falling in line for a recovery, albeit a modest 
one, in consumer spending in 2014 (+0.7% in our estimates, after -0.5% in 2013). We expect 
to see a more lively rebound in investment (+1.9%, from -3.2%), driven by corporate spending 
on machinery and equipment, while construction remains fragile. Against a backdrop of 
significant growth (4.3% in our estimates) in both exports and imports, the contribution of 
foreign trade to GDP should remain positive but drop to 0.2% from 0.8% this year. Overall, 
Euro zone GDP could grow by 1% next year, after falling by three tenths of a point this year. 

Fig. 16 - Leading indicators suggest that household 
consumption may also recover 

 Fig. 17 – The positive contribution of net exports will drop in 
2014, while domestic demand should return to positive 
territory 

 

Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream and Eurostat data  Source: Intesa Sanpaolo chart from Eurostat and Markit data 

The main risk to the recovery scenario remains a possible resurgence of the financial crisis, which 
could be brought on by political stalemate or more disappointing than expected public accounts 
data, with peripheral countries (Italy, Spain, Greece and Portugal) again at the epicentre. Political 
instability in Italy currently represents the greatest risk in this regard. We attach a lower 
probability to external risks relating to the impact on foreign demand of a less brilliant economic 
performance in the rest of the world, the strengthening of the euro's real exchange rate or any 
increases in commodity prices as a result of renewed geopolitical tensions. 
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Inflation well below 2% and reduced risk 

Inflation in the Euro zone slowed to 1.3% in August, down from 2.6% in August 2012. The 
drop was largely driven by the energy component, which slowed from 8.9% yoy in 2012 to -
0.3% yoy. Food had a modest impact on overall consumer price inflation, with lower prices for 
processed products offsetting the spring spike in fresh products prices Non-energy industrial 
goods inflation dropped to 0.2% yoy from 3.3% yoy the previous year, while services inflation 
slowed to 1.4% yoy from 1.8% yoy in August 2012. Measures of underlying inflation also 
declined over the past 12 months. Prices excluding energy and fresh food – the ECB's standard 
benchmark– stabilised at 1.3% in the summer months, down from 1.7% yoy in August 2012. 
Inflation excluding energy, fresh foods and tobacco fell to 1.1% from 1.5% yoy in August 2012. 
Core inflation excluding administered prices and taxes, or cyclical inflation, slowed to 0.4% yoy 
from 0.6% yoy in 2012, though up from the April low at 0.1% yoy. Obviously, the euro average 
masks significant discrepancies: cyclical inflation fell more rapidly in the peripheral countries than 
in the core states. Cyclical inflation in Greece has been negative since March 2010, while 
Ireland, Portugal and Spain returned to negative territory in August. 

We predict that inflation in the Euro zone will drop to 1.2% yoy in September, primarily driven 
by energy prices, and will remain at this level until the end of the year. Overall, the inflation 
profile is still highly dependent on the energy sector, which can be affected by unexpected oil 
price volatility. We have assumed an average oil price of USD 113 per barrel in 2014 as against 
USD 111 in the first nine months of 2013. We are maintaining our forecast of an average 
euro/dollar exchange rate of around 1.28-1.29 for 2014, down from 1.31 in 2013. If the 
exchange rate remains at current levels, it will depress domestic prices, through import prices 
and potentially halting the weak recovery within European manufacturing. Food prices are likely 
to tail off slightly in the second half of 2013 in the absence of any unexpected developments in 
the fresh food segment. 

Upstream pressures in the production chain have been contained, despite higher PMI prices paid 
– up to 51.2 in September after 6 months at 45. Yet, the index remains consistent, with a fairly 
modest increase in production prices. The PMI prices increased to 50.8 in September, up from 
the average of 48.4 seen between March and July. 

The PMI services prices paid index stabilised at 54.1 in September, in line with previous six 
months average. In August, the European Commission survey showed unchanged pricing 
intentions, As always, upstream price dynamics is highly dependent on unexpected 
developments in raw materials prices. 

Overall, we predict that Euro zone inflation will average 1.5% this year and 1.6% next year. In 
2015, inflation should stabilise at 2014 levels. We estimate that core inflation will remain stable 
at around 1.1% yoy in 2014 and in 2015 (2012: 1.8%). The drop reflects the significant output 
gap (-4.1% according to the most recent OECD estimates for 2014), high unemployment rates 
and wage moderation (Euro zone average was 1.7% yoy in June, down from 2% yoy). We 
expect these factors to remain unchanged in the next six months, particularly in the peripheral 
countries. Average unemployment in the Euro zone has been unchanged at 12.1% since March, 
a record high since the series began and about three points above the recent OECD structural 
unemployment estimates (9.8% for 2013). We do not anticipate a significant decline in 
unemployment until the end of 2014. 

The outlook suggests low inflation will continue also beyond after 2014, given the Euro zone's 
poor economic prospects. Inflation forecast for this year and next are well below 2%. On 
September 9th, the consensus forecast estimated inflation at 1.5% in 2014, unchanged from 
June. The ECB's July survey of professional forecasters puts inflation at 1.5% in 2013 and 2014, 

Anna Maria Grimaldi 

Outlook for inflation in the 
Euro area 

Upstream pressure under 
control; euro exchange rate 
could be a threat if it remains 
unchanged 

Core inflation risks are low but 
no deflation expected for the 
Euro zone as a whole 
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down 0.2% and 0.1% respectively from the May survey. The professional forecasters' five-year 
estimates remained stable at 2%, although the mean forecast dropped to 1.9% from 2%. 
Market expectations as derived from inflation swaps and forwards remained more or less 
unchanged in the last three months. 

Also the ECB confirmed that core consumer price growth will remain low over the forecast 
horizon. The ECB's forward guidance reflects the fact that medium-term inflation forecasts 
remain unchanged at significantly below 2% and risks are balanced. In our opinion, consumer 
prices are more likely to decline than to become unbalanced. The risk of deflation appears to be 
limited in the Euro zone as a whole as the output gap should begin to close in the second half 
of 2014. Labour costs could increase in Germany, Austria and the Netherlands, where 
unemployment is close to the NAIRU. Nevertheless, the risk of deflation in the peripheral 
countries cannot be ruled out, given the slowdown in labour costs and the magnitude of the 
output gap. For peripheral countries inflation outlook, much depends on a return to positive 
GDP and domestic demand. 

Inflation will remain significantly below 2% until 2015 and beyond  Falling inflation in the last 12 months mainly driven by energy prices

 

 

 
Source: Intesa Sanpaolo chart from Eurostat data   Source: Intesa Sanpaolo chart from Eurostat data  

 
Core inflation declined significantly, particularly net of tax and 
administered prices 

 Pronounced fall in core inflation net of administered taxes and 
prices (cyclical inflation) in peripheral countries 

 

 

 

Source: Intesa Sanpaolo chart from Eurostat data  Note: Euro zone core (DE, FR, NL, BE) and peripheral countries (IT, ES, PT, IE, EL), 
weighted average values for HICP countries. Source: Intesa Sanpaolo chart from 
Eurostat data  
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Inflation profile still dependent on energy and fresh food trends  Renewed upstream pressure from production chain 

 

 

Source: Intesa Sanpaolo chart from Eurostat data   Source: European Commission, Eurostat and Intesa Sanpaolo calculations  

 
Large output gap set to remain until 2015  High unemployment… 

 

 

 
Source: OECD, European Commission, Eurostat and Intesa Sanpaolo  Source: Eurostat and Intesa Sanpaolo 

 
… and wage slowdown will keep core inflation well under 
check until mid-2014 

 Labour costs have declined more in peripheral countries than in 
the core Euro zone 

 

 

Source: Eurostat and Intesa Sanpaolo  Note: Euro zone core (DE, FR, NL, BE) and peripheral countries (IT, ES, PT. IE, EL), 
weighted Euro zone GDP. Source: Eurostat (labour cost index) and Intesa Sanpaolo 
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Output gap still significant in peripheral countries, suggesting 
that cyclical inflation could move towards deflation 

 Yet the bulk of labour market decline is set to affect the core 
but also peripheral Euro zone countries 

 

 

 
Note: Peripheral countries (IT, ES, PT, IE, EL). Aggregated output gap is calculated 
using weighted Euro zone GDP and aggregated inflation using weighted HICP 
values. Source: Eurostat and Intesa Sanpaolo 

 Peripheral countries (IT, ES, pt, IE, EL). Weighted unemployment calculated as a 
percentage of total unemployment in the Euro zone.  
Source: Eurostat (labour cost index) and Intesa Sanpaolo 

ECB: ready to use all instruments, but likely to deliver only new LTROs 

With the introduction of the forward guidance last July, the ECB pre-committed to keep interest 
rates, the refi rate, and the deposit rate “at present or lower levels for an extended period of 
time”. The statement did not add any noteworthy details compared to the July bulletin, in which 
the ECB indicated that FG: 1) has been provided “before exhausting the scope for further 
reductions in the key ECB interest rates”, and that “the uncertainty surrounding the expected 
conditional path of monetary policy can be reduced, independently of the level of the very short-
term interest rates”; 2) is independent from the commitment to maintain full allotment in 
refinancing operations at least until July 2014; 3) is fully compatible with the ECB’s price stability 
mandate.  

In the past weeks the ECB reassert its commitment to keep monetary policy accommodative as 
long as expectations “of subdued outlook for inflation extending into the medium term” will 
remain unchanged. The macro outlook remains fragile, as acknowledged by the ECB, and 
upward pressures on consumer prices are unlikely to emerge even beyond 2014. Draghi himself, 
during the hearing at the European Parliament on 23 September, said that he expects pressures 
on the underlying consumer price trend to remain low even in the medium term, given the 
weakness of the economy and the high unemployment rate. In addition, lending to the private 
sector contracted at a faster rate in August (-2.0% y/y, from a previous reading of -1.9% y/y), in 
the wake of a sharper contraction in loans to enterprises (-3.8% y/y from -3.7% y/y), whilst 
loans to households (+0.1% y/y) continued to stagnate.  

In the coming months the ECB will confirm its “unchanged overall subdued outlook for inflation 
extending into the medium term”. The ECB will therefore reassert its forward guidance and an 
easing bias. Yet, we think it is still highly unlikely the ECB will tie the future path of interest rates 
to a quantitative thresholds for economic variables, as the FED and the Bank of England did. 

The statements which followed the August and September meetings, and the comments made 
by some Council members referred explicitly to the high unemployment rate in the euro area, 
but we do not think this preludes to a more objective reformulation of the forward guidance. 
During his latest press conference, Draghi indicated that the version of forward guidance 
adopted by the ECB is “qualitative” in nature, i.e. not dependent on “precise state conditions” 
of the economy. The real innovation which the guidance brought is the precommitment from 
the ECB to a “downward bias in interest rates for an extended period of time”. 
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We think a policy rate cut is unlikely, and may come only if liquidity measures prove insufficient 
in limiting market expectations. In his latest press conference, Draghi indicated that the ECB 
would consider acting on the refi rate only if money market conditions deteriorated to the point 
of compromising the assessment of risks to price stability in the medium term. 

The introduction of the forward guidance compressed market expectations for euro area short-
term rates back in July. During the summer, the gradual reduction of excess reserves towards 
the 200 billion threshold, and the movement of US rates, pushed Euribor futures back up. The 
FED’s decision to postpone the tapering pushed expectations back down (Fig. 3). The ECB’s 
September bulletin acknowledges that forward guidance has proved effective in reducing rate 
volatility within the corridor, but not as powerful in leveling short term rates. On September 25th 
money market expectations were hovering at levels close to those touched in July immediately 
after the announcement of the forward guidance from the ECB, and should not pose risks to 
the assessment of price stability in the medium term. 

ECB stands ready to offer new LTROs, if needed 

Markets remain concerned that the drop in excess reserves may generate volatility within the 
corridor Draghi and other Governing Council members signaled that the ECB is ready to act to 
keep monetary policy accommodative, and that it will consider launching other medium-long 
term operations. Yet, we do not see the urgency to set a date for another long term refinancing 
operation already this week given that market expectations are under check. Furthermore, as 
clarified by Draghi following the latest meeting, the 200 billion euro threshold is indicative, and 
it is hard to determine the level of excess reserves below which the EONIA rate could move from 
the floor of the corridor. The threshold depends on the context: reduced market fragmentation 
and the gradual return to normal conditions explain the repayment of funds, reducing the 
excess reserves required to guarantee the smooth functioning of the system. Therefore, it should 
in no way be taken for granted that a drop below the 200 billion threshold will trigger a sharp 
movement in interest rates. 

The decline of excess reserves to 215 billion euros on 23 September, from a peak of 800 billion 
in March 2012 (following the second 36-month LTRO), is largely due to the repayment of 330 
on a total of 1018 billion euros (32%) in 3-year funds taken out at the auctions. So far the bulk 
of the repayments came from core country banks, and should be read as a signal that market 
conditions are gradually getting back to normal. Only recently, peripheral country banks have 
started to reimburse 3-year fund are at a very slow pace, as part of the banking system in these 
countries is still challenged to raise funds on the market. By no coincidence, in recent weeks the 
pace of the repayment of 3-year funds slowed significantly, to 2.4 billion euros a week on 
average between June and September, from 8.0 billion a week on average between February 
and June. The trend of excess reserves is also determined by the system’s liquidity requirements, 
i.e. autonomous factors and minimum reserves. The trend of autonomous factors has 
accelerated in the past few months (Fig. 10), as a result of increasing demand for funds from the 
public sector, and smaller recourse to the ELA, which may both be taken as positive indications 
on the system’s state of health. Simultaneously, recourse to the deposit facility has decreased (to 
50 billion from 88.1 on average in July). 

Given that market expectations have eased back and that the pace of reimbursement of 3-year 
funds will likely decelerate in the coming months, the ECB will reassert its intention to closely 
monitor all market developments and that it is ready to launch one or more long-term 
refinancing operations next year, in order to lower the liquidity cliff tied to the two 36-month 
LTROs coming to maturity in December 2014 and March 2015. Yet, we think the formal 
announcement can wait until December in order to carry out the operation in 1H 2014. From an 
operational standpoint, the new auctions could be tied to the old, offering the option of 
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switching the funds. As regards duration, it may be appropriate to opt for a shorter maturity 
than the previous LTROs, with the aim of encouraging the system to gradually become less 
dependent on ECB funds: the idea of an auction with a maturity of even longer than three years 
is unlikely in our view, if the aim of guaranteeing stability can be achieved working with 
durations more in line with the central bank’s normal auction regime. In the meantime, the ECB 
is likely to announce by December the extension of the full allotment regime at least until the 
end of 2014. 

In conclusion in the coming month will not introduce new stimulus measures but will keep a 
dovish rhetoric and that it stands ready to use new LTROs if money market conditions were to 
compromise the accommodative monetary policy stance. The formal announcement of new 
LTROs and of the extension of the full allotment should come by December. We think a policy 
rate cut is unlikely, and may come only if liquidity measures prove insufficient in limiting market 
expectations. 

Fig. 1 – Lending to the private sector still nose diving in the 
Periphery 

 Fig. 2 - Dispersion of lending rates within the euro area 
stabilised over the summer 

 

 

 
Source: ECB and Intesa Sanpaolo elaborations  Source: ECB and Intesa Sanpaolo elaborations 

 
Fig. 3 – Market expectations on short-term rates moved down 
to the July levels after the FOMC decision to delay tapering 

 Fig. 4 –EONIA FRA influenced by excess reserves  but also by 
movements of US rates 

 

 

 
Source: Bloomberg and Intesa Sanpaolo elaborations  Source: Bloomberg, ECB and Intesa Sanpaolo elaborations 
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Fig. 5 – Reduction in excess reserves due to slow as the 
repayments of 36-month LTRO funds should decelerate as…  

 Fig. 6 – … most of 36-month LTRO funds now held by 
peripheral country banks  

 

 Bn euro Sep-11 Dec-11 Mar-12 Jun-13 Jul-13 Aug-13
Austria 7.3 15.9 20.6 6.8 6.6 6.2
Belgium 16.7 40.4 40.0 14.5 14.5 14.4
Germany 31.1 55.7 74.5 12.8 12.2 12.0
France 86.7 118.5 171.2 95.9 93.2 93.2
Greece 77.8 76.9 78.9 61.1 62.0 62.4
Ireland 100.4 107.2 85.1 46.1 43.6 43.3
Italy 104.7 210.0 270.1 255.5 247.7 241.5
Netherlands 16.2 10.3 30.0 15.0 15.0 14.8
Portugal 45.6 46.0 56.3 49.4 50.1 51.5
Spain 79.1 132.4 316.3 253.1 251.9 249.3
Cyprus 7.7 5.5 5.9 0.3 0.4 1.6
Eurozone 574.4 824.8 1158.8 826.1 813.4 806.1
 

Source: ECB and Intesa Sanpaolo elaborations  Source: National central banks and Intesa Sanpaolo elaborations 

 
Fig. 7 – ECB’s balance sheet is shrinking fast yet this is an 
endogenous normalisation, as… 

 Fig. 8 - … the drop in OMOs is matched by a reduction in the 
funds held with the ECB and by an increase in autonomous 
factors, suggesting the monetary policy impulse is feeding 
through  

 

 

 

Source: ECB and Intesa Sanpaolo elaborations  Source: ECB and Intesa Sanpaolo elaborations 
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Germany: slow recovery, awaiting for a new coalition 

After the weakness observed in late 2012 and early 2013, the German economy turned the 
corner in the spring, to then slow somewhat in the summer. In the second half of this year, 
growth will remain moderate, at least in the industrial sector. In 2014, GDP is expected to 
increase by 1.7% compared with the 0.4% average forecast for 2013, approximately half a 
point above the Euro zone average. Growth will continue to shift from net exports towards 
domestic demand, and mainly to consumer spending and construction investment, yet the trade 
surplus will continue to shrink very slowly. Germany’s contribution to the rebalancing process 
within the Euro area will therefore remain modest. Overall, our assessment of the German 
economy is unchanged compared with the June scenario. The forecasts remain subject to 
downside risks, stemming in particular from a weaker exports’ performance and a softer Euro 
zone recovery than we have assumed. 

The German elections on 22 September confirmed Angela Merkel for a third mandate, but the 
FDP, CDU’s partner in the outgoing government, did not pass the 5% threshold to make it into 
parliament for the first time in the post-war period. Negotiations to form a new government 
have not yet started, but the CDU will probably govern in a grand coalition with the SPD. A 
coalition change will not necessarily lead to a more expansive fiscal policy. Possibly under a 
“grand coalition” government, taxes on higher incomes and businesses will be raised.  Angela 
Merkel will probably have to compromise on taxation in exchange for a smaller increase in social 
spending than the SPD wanted (for more details on the two parties' domestic policy positions, 
see the Focus section below). It is highly desirable that the government makes progress during 
its current term on domestic reform to re-launch medium-term growth (1.3% according to the 
most recent OECD forecasts, compared with 1.9% estimated on average for the developed 
countries). In recent years, Germany’s economic performance has reaped the benefits of the 
reforms of the early 2000s, but no substantial progress was made under the last government. At 
6.9%, unemployment is already in line with the OECD’s estimate of frictional unemployment, 
and progress must therefore be made to increase participation in the labour market (particularly 
by women). The infrastructure gap with the Euro zone average must also be narrowed, at least 
in part, and funding of alternative energy sources tackled - at costs that do not impair firms’ 
competitiveness in the medium term. 

Short-term outlook: After slowing early in the year, GDP recovered more strongly than expected 
in the spring (+0.7% qoq). Yet, the trend is partly due to calendar effects (timing of Easter) and 
a rebound in industrial and construction activity, as well as retail sales, after the weather related 
weakness at the start of the year. The July figures for orders and industrial output show a weak 
start to the summer quarter. We anticipate that industrial output will remain stagnant at best, 
and that GDP will grow at a less sustained rate in the third quarter. +0.3%-0.4% qoq. Leaving 
quarterly volatility aside, the cycle has clearly turned, but for the time being confidence indices 
still suggest moderate growth, at least in the industry sector. The manufacturing PMI rose again 
in the summer, to 51.3 from 48.7 on average in the second quarter. The expectations 
component of the IFO survey for the manufacturing sector rose further in the summer, but 
remains at levels consistent with a cautious optimism and substantially below the 2010-2011 
levels (see Fig. 2). Assessment on future orders improved in July and August, before 
deteriorating again in September, but elevated export expectations and the trend in the global 
PMI lead us to hope for some acceleration in exports in the last few months of the year. 
Services, meanwhile, should grow more strongly, since in the summer the PMI index was 
approximately 52.8 on average, compared with 49.9 in the second quarter. The better 
performance by services compared with industry is due to German domestic demand, which 
gained pace in the spring following the aberration in early 2013. We expect to see domestic 
demand to grow at a sustained pace over the forecasting horizon (+0.6% in 2013 and +1.8% in 
2014).  

 

Anna Maria Grimaldi 

Q2 growth will not be 
confirmed as it was partly due 
to exceptional factors 
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Compared with the June scenario, we maintain a positive view on household consumption, 
which we expect to accelerate to +1.5% in 2014 from the +1.1% estimated for the current 
year, boosted by still broadly expansive financial conditions, the robust labour market and 
growth in nominal salaries of nearly 2.4% yoy this year and next (although wages slowed inform 
the 2,6% growth seen in 2012), lower inflation and expansionary fiscal measures planned for 
this year. Of all the existing measures, the most significant impact on the cycle should come 
from the cut in social security contributions from 19.6% to 18.9%. 

We confirm a positive outlook for the construction industry and investment prospects, over and 
above the upturn in the second quarter, after an exceptionally severe winter. The trend in orders 
and permits, particularly in residential construction, and the increase in capacity utilisation, 
suggests construction investment of around 1.0% qoq through the end of2014. The sector is 
supported by favourable financial conditions: the interest rate on new residential mortgages 
(with a rate-setting period of between five and ten years, the most representative category) fell 
to 2.57% in June 2013 from 3% a year previously. The investment cycle for machinery seems to 
have turned in the spring, but we do not expect any significant acceleration in the next two 
quarters. Capacity utilisation rose in Q2 but remains below its long-term average. The decline in 
domestic orders for capital goods in July suggests that for now, businesses still have a cautious 
approach to plant expansions, despite supportive financial conditions. German businesses have 
been steadily increasing their investment abroad in the last few years compared with domestic 
investment, and we believe that this trend will continue. On average, we expect business 
investment to decline by 1.7% in 2013 (due to the weak start to the year) and to grow by 3.5% 
in 2014. 

The labour market: employment creation in Germany during this recovery will be more 
moderate than in previous cycles, as, during the recession, businesses have cut their workforces 
only marginally while adjusting working hours. The cyclical slowdown had an almost 
imperceptible effect on unemployment, which has been static at 6.8% for about 12 months. 
Economic surveys carried out in the summer point to stable labour market conditions. We 
therefore forecast that employment growth will stay at around 0.5%-0.6%, also in 2014, but 
that the upward trend in numbers of hours worked seen in the spring will continue (see Fig. 9). 
Meanwhile, unemployment could fall more slowly than in previous recoveries, partly because the 
frictional unemployment rate has already been reached (6.8% according to the latest OECD 
estimates). Unless there is a marked rise in the workforce, which is unlikely even assuming 
migration flows of around 300,000 people per year, it is hard to see unemployment dropping 
significantly below current levels. 

Disposable income will be sustained by salaries growth of just under 2.5% on average in 2013. 
The agreements signed between March and June include lower increases than those agreed in 
the first part of the year, and on average between 2% and 3% over 21 months. Salaries, 
including bonuses and ancillary benefits, slowed to 2.2% in June, from 3.0% in March. Labour 
costs will increase by 2.5% in 2013 and 2.6% in 2014, partly as a result of lower social security 
contributions. Unit labour costs will be penalised by creeping productivity growth in both 2013 
and 2014, which will put pressure on domestic prices. During its election campaign, the SPD 
promised to introduce a national minimum wage of EUR 8.5 an hour. Angela Merkel has said 
that she favours a sectoral minimum wage negotiated by social parties. In fact, sectoral 
minimum wages are already in force in 13 production sectors. The sector wage ranges between 
EUR 7.5 an hour for temporary workers and EUR 13.7 for qualified construction workers. 

Inflation dropped to 1.4% yoy in September, from 2.0% in December 2012, partly due to on 
falling contribution from the energy component. Average annual inflation is expected to come 
in at 1.6% in 2013 and 1.7% in 2014 (2012: 2.1%). Underlying inflation could rise from 1.6% 
to 1.8% in 2014 as labour costs increase. 

Consumer spending picked up 
up (0.4% yoy) due to the 
uptrend in real salaries 
(+0.9%) in 2013 and 
expansive financial conditions 
and fiscal policy 

Capex: weak cycle, as German 
companies invest abroad 

Favourable lending conditions 
will continue to sustain 
residential construction 

Recovery without employment 
after a recession with no 
further unemployment 

Growth in real salaries of just 
under +1.0% 
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Public finances. The public budget could close in balance also this year at +0.1%, compared 
with +0.2% in 2012 and not with a slight deficit as we estimated in June. The cyclical downturn 
at the start of the year does not seem to have had a significant effect on revenues and 
expenditure flows, since the trend in employment, wages and consumption has not changed 
significantly. Tax revenues in the first half of 2013 amounted to EUR 227.5Bn, compared with a 
target for the year of EUR 260Bn. Fiscal policy measures (reduction in social security 
contributions from 19.6% to 18.8%; the expansion of deductible expenses on personal tax; the 
abolition of specialist medical charges; and the introduction of tax incentives for property 
renovation) will probably be offset by a fall in interest expenditure and, according to the 
Bundesbank, additional revenues due to a positive fiscal drag. We forecast a balanced budget in 
2014, when the effect of the business cycle will be counterbalanced by a slightly more 
expansionary fiscal policy. We expect the structural balance to remain at 2012 levels for the next 
two years. Public debt should fall to 78.8% of GDP in 2014, from 81.9% of GDP in 2012. 

Fig. 1 – Industrial output data hint to slower GDP growth in the 
summer (+0.3%-0.4% qoq) after +0.7% qoq in 2Q 

 Fig. 2 – Demand relative to stocks  shows no appreciable 
improvement 

 

 

 

Source: Intesa San Paolochart based on Markit and FSO data  Source: Intesa San Paolo chart based on Markit and FSO data 

 
Fig. 3 – Production and orders expectations recovered but point 
to limited growth 

 Fig. 4 – Exports decelerated in July, but the global PMI is 
suggesting some acceleration in international trade by year-
end 

 

 

Source: Intesa Sanpaolo chart based on IFO Institute data  Source: Intesa Sanpaolo chart based on Markit and FSO data 
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Fig. 5 – The trend in permits and...  Fig. 6 - … orders suggests that investment in construction 
remains well-oriented 

 

Source: Intesa Sanpaolo chart based on FSO data  Source: Intesa Sanpaolo chart based on FSO data 

 
Fig. 7 - An uncertain picture for investment in machinery after 
the signs of recovery in the spring 

 Fig. 8 - Consumption rising rapidly, buoyed up by strong salary 
growth 

 

 

Source: Intesa Sanpaolo chart based on Bundesbank and FSO data  Source: Intesa Sanpaolo chart based on Bundesbank and FSO data 

 
Fig. 9 – Hours worked increased in the spring, a sign that the 
recovery is gathering pace 

 Fig. 10 – Unemployment will fall only marginally over the 
forecasting horizon 

 

 

Source: Intesa Sanpaolo chart based on FSO data  Source: Intesa Sanpaolo chart based on FSO data 
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Fig. 11 - GDP growth increasingly driven by domestic demand  Fig. 12 – Germany’s fiscal virtues will not be put at risk by the 
grand coalition 

 

Source: Intesa Sanpaolo chart based on FSO data  Source: Intesa Sanpaolo chart based on AMECO data 

 
Germany – Macroeconomic forecasts 

 2012 2013 2014 2012 2013 2014 
4 1 2 3 4 1 2 3

GDP (constant prices, y/y) 0.9 0.4 1.7 0.3 -0.3 0.5 0.6 1.5 1.9 1.7 1.7
- q/q change   -0.5 0.0 0.7 0.3 0.4 0.4 0.5 0.4
Private consumption 0.7 1.1 1.5 0.1 0.2 0.5 0.4 0.4 0.4 0.3 0.4
Fixed investment -1.4 -1.1 3.7 -0.5 -2.1 1.8 0.8 0.8 0.8 0.9 0.9
Government consumption 1.0 1.1 1.8 0.1 0.1 0.6 0.5 0.6 0.4 0.4 0.2
Export 3.8 1.5 4.6 -1.6 -0.7 2.2 2.0 0.8 0.8 1.1 1.1
Import 1.8 1.6 5.9 -0.9 -0.4 2.0 1.4 1.0 1.7 1.5 1.0
Stockbuilding (% contrib. to GDP) -0.6 -0.1 0.1 0.1 0.4 -0.2 -0.5 0.0 0.3 0.2 -0.1
Current account (% of GDP) 7.0 7.2 6.4 6.9 7.0 7.3 7.6 7.2 6.7 6.6 6.5
Deficit (% of GDP) 0.2 0.1 0.0    
Debt (% of GDP) 81.9 80.7 78.6    
CPI (y/y) 2.0 1.5 1.6 2.0 1.5 1.5 1.6 1.3 1.6 1.6 1.4
Industrial production -0.4 -1.1 1.0 -2.5 0.1 1.3 -0.8 0.0 0.0 0.9 1.0
Unemployment (%) 6.8 6.9 6.8 6.9 6.9 6.8 6.8 6.9 6.9 6.8 6.7
 

Note: Percentage annualised growth rates over previous period, if not otherwise specified. Source: EcoWin, Intesa Sanpaolo 

Focus: a challenging path lies ahead for Merkel 

Angela Merkel will go through a challenging season this Autumn, despite her election victory on 
22 September. With 41.5% of the votes, the CDU/CSU won 311 seats, 74 more than in 2009, 
but five short the 316 threshold that would have allowed the Chancellor’s formation to govern 
alone. For the Christian Democrat s, this was the best result since 1990, when the German 
electorate entrusted the Bundestag to Helmut Kohl for a third term, as a reward for his role in 
German reunification. For the first time in post-war history, the FDP, Merkel’s junior coalition 
partner in the outgoing government, did not make through the 5% threshold and will not be 
represented in Parliament. The AFD, the euro-sceptic party, also failed to win more than 5% of 
the vote. The most likely scenario is still a grand coalition with the SPD, which won 25.7% of 
the votes and 192 seats (only 46 more than in 2009). A CDU-Greens coalition is unlikely, not 
only because polls show that CDU voters would prefer a coalition with the Social Democrats, but 
also because the Bundesrat is controlled by the SPD, and Angela Merkel would therefore be 
governing with split chambers. Talks with the SPD (which is holding a party convention as we 
write) have not yet started and could again turn out to be lengthy and tense. It took the CDU 
and SPD 65 days to reach an agreement back in 2005. The SPD’s opposition candidate, Peer 
Steinbrück, said that he is against a grand coalition, i even during the television debate on 
September 1st, partly because the SPD lost votes in the 2005-09 government and he fears that 
this could happen again. 
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A coalition with the SPD would be moderately positive for the bond markets, but not necessarily 
for German equities. 

A grand coalition would probably not lead to changes in European austerity or the gradualist 
approach to European issues. The two parties differ on domestic policy, and this is where the 
debate will be focused. 

We review below the CDU, SPD and Green programmes to find out what the implications of a 
grand coalition and/or a CDU-Green coalition might be, for both domestic policy and the 
management of European issues. 

A change of coalition and Europe 

An analysis of the main parties’ programmes suggests that their positions on European issues 
are more or less aligned, since they reflect German public opinion, which favours the euro but is 
tired of providing financial aid to peripheral countries. Apart from disagreements between 
Merkel and Steinbrück over the Greek bail-out and the effective costs of aids to Member States, 
there have been no significant challenges over the line to take on managing the Euro zone debt 
crisis or reforms to the institutions and treaties. The new government will regain freedom of 
action, but we believe that the focus will move only slightly away from austerity towards 
growth. The German public is still in favour of the fiscal consolidation process. In Germany, the 
structural deficit threshold of -0.35% was introduced well before the Fiscal Compact and with 
the approval of both the CDU and the SPD. 

Aid for Member States and euro bonds 

The SPD and the Greens are more open to a more generous approach towards countries in 
difficulty. Both parties said that they might support the European Redemption Fund4 which was 
much debated in June 2012 as a possible mechanism for increasing European aid to countries in 
need. The CDU has not ruled out European funds and greater fiscal integration, but only in the 
medium term, and when the process of fiscal consolidation in will be well under way in those 
countries under excessive deficit procedure. 

Reform of the European institutions 

The SPD has said that it favours reforms that would give more responsibility for government to 
the European Commission and the introduction of a European investment, fund and the 
issuance of project bonds to finance infrastructure in fiscally precarious countries. But even in 
the case of a Red-Green coalition, it is hard to envisage any shift in the German position towards 
growth policies. We do not believe that there is broad enough support for a transfer of power at 
European level within the CDU. 

The main parties all oppose the direct banks recapitalisation via the ESM. The SPD said it would 
support more stringent common banking regulation to prevent speculators from generating 
financial crises. 

With regard to the central bank, the parties have confirmed the importance of the ECB’s 
independence, but the SPD could favour, at the margin, a monetary policy that takes growth 
into larger account of. 

                                                           
 
4 The ERF was proposed by the German Council of Economic Experts. The fund would cover Member State 
debt above 60% of GDP by issuing guaranteed securities. The issue of securities would be subject to both 
guarantees and stringent conditions, and would provide for the introduction of limits on debt not covered 
by the fund’s issues. This was before Draghi’s announcement about OMTs, which in fact allayed fears about 
the vigour of European crisis management mechanisms. 
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Domestic policy: a change of coalition could mean higher taxes and more spending 

In terms of domestic policy, the election campaign focused on social policy and the 
redistribution of income. The CDU and SPD held different positions, especially on taxation, wage 
policies and the management of public spending. 

The SPD’s key campaign promise was the introduction of a minimum wage of EUR 8.5 an hour. 
The Greens supported the proposed measure, which would have affected approximately 6 
million German workers. Far left party Die Linke, meanwhile, proposed a minimum wage of EUR 
10 an hour. The CDU said it favours sectoral minimum wages, agreed on a regional basis 
through industry level bargaining. 

With regard to the tax regime, and specifically personal income tax, the SPD proposes to (i) raise 
the tax rate on incomes over EUR 100,000 from 45% to 49%, (ii) increase capital gains tax from 
25% to 32%, (iii) introduce a wealth tax of 1% on assets of over EUR 2 million and (iv) 
introduce a financial transaction tax. The Greens would like to raise the tax rate to 49% on 
incomes above EUR 80,000 and abolish the capital gains tax, but to introduce a flat wealth tax 
of 1.5% on assets of over EUR 1 million, as well as higher corporation tax and inheritance tax. 
The far left want to raise taxes on incomes above EUR 65,000 and introduce a super tax of 75% 
on incomes over EUR 1 million. The CDU has not proposed any significant changes to the 
current tax regime, other than tweaking the tax break inflation indexation to prevent automatic 
transition to higher income brackets (kalte Progression). Angela Merkel – probably to gain 
support among the left – signalled she would be in favour of higher deductions and tax credits 
for families with dependent children. 

With regard to the pension system, the SPD wants to bring the retirement age back to 63. The 
Greens have promised “a sufficient guaranteed minimum pension” and to bring pensions in the 
East in line with those in the West. The cost of these proposals could be in the order of EUR 50-
60M in additional spending per year. The far left would like to lower the retirement age to 65, 
financing the increase in pension spending by raising taxes. The CDU has pledged to keep the 
retirement age at 67, although it has proposed a pension increase for mothers with children 
born before 1992 (amounting to an increase of EUR 650 a year for approximately 8 million 
families). The liberals would like to deregulate the retirement age after 60. 

With regard to public spending, the SPD and the Greens have promised to increase social 
spending, with, in particular, EUR 20 million in additional resources for education (crèches and 
support for working mothers) to be funded through taxation reform. The CDU has promised to 
boost investment in technology and increase spending on infrastructure and social security. 

Energy policy proposals have played no small role in the debate, given Germany’s decision to 
abandon nuclear power. The problem lies in ensuring that the country has sufficient domestic 
energy capacity from alternative sources, without compromising cost competitiveness. The CDU 
is against the use of government subsidies to fund the transition to renewable energy sources. 

A change of coalition could therefore have significant implications for domestic policy, in view of 
the different positions held by the CDU-CSU and SPD, particularly on income and taxation 
policy. Despite its staunch opposition during the election campaign, in the last few days the 
CDU has become more open to taxation changes. The allocation of key ministerial positions will 
also be central to the negotiations. We think it probable that Wolfgang Schäuble will again be 
appointed Minister of Finance, since he played a pivotal role in managing the debt crisis and 
because there is no obvious replacement for him within the SPD. With regard to the 
management of spending and employment policies, it is not clear whether a change in the 
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coalition would promote the reforms needed to increase participation in the labour market, 
particularly by women, and to raise public-sector and private-sector investment. 

In conclusion, a grand coalition between the CDU and the SPD will not lead to any major 
changes on the European issues, we think. The main parties are not, far apart when it comes to 
European issues. On more than one occasion, Angela Merkel has also resorted to the support of 
the opposition (SPD) when bringing the Parliament to vote on European issues. The question is 
whether, in the last four years of leadership, she will able to effect a shift in public opinion 
towards more European integration. However, the process of European transformation and 
treaty reform might be accelerated more by the 2015 elections in the peripheral countries, 
which are suffering from unacceptable unemployment levels and prolonged recession, than by a 
change of coalition in Germany. 
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France: delays to recovery 

The surprise performance of French GDP in the second quarter (+0.5% qoq from -0.2% qoq), 
which far exceeded expectations, prompted hopes of a rapid exit from recession. However, the 
signs that emerged during the summer cast something of a pall over the general optimism. We 
forecast a scenario of weak growth of 0.1-0.2% as an annual average in 2013. Downside risks 
will remain, due in particular to the manufacturing sector’s difficulty in returning to growth. 
However, the June recovery was evidence of an encouraging trend in domestic demand 
(+0.3%), which returned to making a positive contribution for the first time since September 
2012. Annual GDP growth stepped up markedly in the summer compared with the first quarter 
(0.3% yoy, from -0.5% yoy). This acceleration could continue into the third and fourth quarters 
(0.4% yoy in 3Q and 0.7% yoy in 4Q). Output could therefore grow from 0.2% qoq in the 
autumn (revised upwards from 0.1% qoq) and 0.2% qoq in December. The 2014 forecast has 
been revised downwards to an annual average of 1.2%. From January, the CICE (French: tax 
credit for competitiveness and employment) will be fully implemented, raising the tax credit 
from 4% to 6% on gross payroll declared between 2013 and 2014, and releasing EUR 20Bn in 
total to be used for investment, of which half will be in 2014 and the remaining EUR 10Bn in 
the following two years. 

Consumer spending is expected to stay positive in the third quarter (+0.3% qoq) but weaker 
than the surprise summer surge (+0.4% qoq). Strong fiscal pressure, which reached a peak this 
year, is an inevitable drag on this variable, so much so that President Hollande has had to 
acknowledge it, pledging that no new taxes will be introduced for 2014 and that fiscal pressure 
overall will not increase (since 2012 to date, new taxes amounting to EUR 27Bn in total have 
been brought in). A negative employment trend will also affect the rest of the year and 2014 by 
damping down consumer purchasing power.  

The period of weakness in corporate investment, which fell by another 0.1% qoq in June, 
should reach a turning point in the third quarter, when we forecast a return to growth, albeit a 
hesitant one (+0.1% qoq). However, as an annual average this aggregate will remain very 
depressed (-1.9% yoy) and more disappointing than the June forecasts (-1.7% yoy). 

Net exports made a zero contribution to growth in the second quarter, and we expect to see a 
broadly similar performance in the next three months. The increase in imports, boosted by a fair 
recovery in domestic demand, could be offset (but probably not fully) by exports, driven mainly 
by the signs of recovery seen in the Euro zone in the second half of the year.   

The contribution of changes in inventories to the formation of GDP in the autumn will be close 
to zero compared with the level in the second quarter (+0.2% qoq). 

Unemployment is still President Hollande’s main problem, and is harming electoral support: 
according to a recent survey, he had a public approval rating of only 23%, just above 
Mitterrand’s record low of 22% in 1991. The budget presented at the end of September (see 
below) confirms that the key objective for next year is to reverse the trend in the unemployment 
curve. Unemployment, after reaching 10.9% (a 15-year peak) in Q2 2013, we expect jobless 
numbers to rise again in the rest of the year, to reach 11%. We forecast annual averages of 
10.7% this year and 11.0% next. The measures implemented so far had not been expected to 
reverse the trend, given the usual lag behind the cycle, but there is a real risk that they will not 
produce substantial effects next year either, also given the downwards revision to 2014 growth 
estimates. However, the government has made genuine efforts, allocating approximately EUR 
1.7Bn to next year’s budget to create 250,000 jobs for young people aged 16 to 25 and thus 
combat youth unemployment. 

Valerio Ceoloni 

Consumption remains weak 

Exports and imports increase 

Unemployment is still rising 
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With regard to price trends, inflation continued to slow due to lower energy prices and weak 
domestic demand. We believe that this trend will continue until October, followed by a recovery 
in consumption that will push up prices in the final part of the year (1.0% yoy). We therefore 
expect inflation to confirm our previous estimate of an annual average of 0.9% this year. 
Inflation is expected to rise to 1.2% next year, driven by the planned hike in VAT rates and 
accelerating growth. The core component (excluding energy and food), which had slowed 
steadily to a low of 0.7% in June, picked up slightly in the summer: we now expect an annual 
average of 0.8%, one-tenth less than our previous estimate. We are maintaining our forecast of 
core inflation of approximately 1.0% yoy for 2014.   

The pension reform presented on 27 August, which will be approved by year-end, aims to 
stabilise the social security system by 2020 for the next two decades (2020-2040) by 
progressively increasing the contributions required from employees, without overhauling the 
structure of the system. The increase from next year will be 0.15%, rising to 0.3% in 2017. The 
overall increase to be borne by companies and contributors in 2014 will be EUR 2Bn, of which 
EUR 1.1Bn will be paid by the State. Except for minimum pensions, the sums paid out will only 
be adjusted for the cost of living twice a year (April and October). The retirement age will not be 
raised until at least 2020. From 2020 onwards, however, the contribution period may be 
extended, which will ensure the system's stability, and, from 2030, reduce spending on 
retirement pensions by EUR 2.7Bn a year. Lastly, a “security system” (Comité de surveillance) has 
been put in place, which, year after year, will monitor the balance sheet of the national pension 
scheme to check that it does not drift from the path to equilibrium, in which case it will 
recommend measures to the government to get it back on track. 

The public deficit amounted to 4.8% yoy in 2012 compared with 5.3% yoy in 2011, an 
improvement of 0.5%, which in a year of zero growth meant a structural adjustment of 1.2% 
of GDP. Last year’s efforts will continue this year, when the structural adjustment will be 1.9% 
of GDP and will probably reduce the deficit/GDP ratio to 4.0%-4.1% (compared with 
government estimates of a decrease to 3.7%). The 3.0% target has therefore been postponed 
until 2015, as France has been granted a year's grace by Europe. The 2014 adjustment is 
estimated at one GDP point. Meanwhile, the structural balance should decrease this year to -
2.2%, from -3.7% last year, chiefly reflecting the rationalisation of the tax system (reduced 
scope of tax exemptions and mandatory deductions) and curbs on spending (which will be 
evenly spread across all levels of public administration, from the centre to the periphery), before 
rising by one-tenth of a point in 2014, to -2.3%. Social services spending by government 
increased in 2012 to 3.5% compared with 3.1% in 2011, mainly due to unemployment benefit 
(+5.3% in 2012 compared with -0.6% in 2011). Spending is expected to slow during 2013, but 
only slightly, to +3.3%: against reduced old age pension payments, we expect to see a further 
increase in unemployment benefit. Overall social security expenditure in 2014 is forecast to 
decrease markedly, to 2.4%, due to the economic recovery, which should go at least some way 
towards reducing the proportion of social security spending represented by unemployment 
benefit. 

The budget document presented in mid-September by the Hollande government sets out a 
package of measures amounting to EUR 15Bn (0.9% of GDP). Compared with last year, 
government action will shift the centre of gravity from increasing revenues to cutting spending. 
The 2013 budget provided for a structural effort of 1.7% of GDP, comprising 1.5% in new 
revenues and only 0.2% in spending cuts. This year the ratio has been reversed: spending cuts 
will account for 0.7% (approximately EUR 11.4Bn) and new revenues 0.2% (approximately EUR 
3.6Bn). The cuts will be spread across all levels of the public administration (central and local 
government), while the bulk of new revenues will come from households. Fiscal pressure on 
businesses has been reworked but not alleviated. The decision not to ease fiscal pressure on 
companies could hamper the effectiveness of the CICE (French: tax credit for competitiveness 

Inflation will remain controlled 
next year 

Curbing the public accounts is 
taking longer than expected at 
the beginning of the year 

2014 budget disappoints 
hopes of a strong boost to the 
economy 
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and employment), which will provide tax relief for businesses of EUR 10Bn in 2014, in an 
attempt to boost productivity by reducing the tax burden. In terms of the reduced cost to 
government, total savings will be EUR 5.2Bn: EUR 2.6Bn will be recovered through the 
rationalisation of central structures, EUR 0.9Bn through a reduction in the workforce 
(approximately 2,000 fewer employees), and another EUR 1.7Bn will be recovered through 
reduced wage cuts. A further EUR 3.3Bn will be clawed back from local administrations 
(excluding universities and employment offices). Lastly, EUR 2.9Bn will chiefly be generated 
through the cancellation of investment projects, reduced subsidies and incentives (car bonuses, 
indexing of housing subsidies, etc.) and reductions to health insurance (from hospital stays to 
pharmacy prescriptions). Overall, the proportion of GDP accounted for by the State will decrease 
from 57.1% to 56.7% in 2014 (although it was 56.6% in 2012). New revenues (EUR 3.6Bn) will 
be almost entirely sustained by households, since fiscal pressure on businesses has been 
“stabilised” (and reworked) for 2014. The key measures in this area are the VAT hike (already 
planned), a measure on the “family income ratios” (EUR 1Bn), the abolition of the tax reduction 
on education spending (EUR 0.4Bn) and collective health funds (EUR 1Bn), while the 10% 
increase provided on pensions for retirees who have raised large families will be subject to 
income tax (EUR 1.2Bn). Fiscal pressure is expected to reach a peak of 46.1% next year, from 
46.0% this year, and total income tax revenues will rise by EUR 3.4Bn to EUR 75.3Bn: the “tax 
pause” promised by Hollande is therefore a simple stabilisation of tax pressure. The government 
has revised its optimistic growth forecasts for the current year and next year downwards: GDP is 
expected to grow by only 0.1% in 2013 (compared with an initial forecast of 0.2%), with 0.9% 
growth predicted for 2014 (compared with a previous estimate of 1.2%). The 2013 deficit/GDP 
ratio has therefore also been revised to -4.1% from 3.7%. Next year's deficit forecast has been 
revised to -3.6% from -2.9%. The structural balance will fall from – 2.6% in 2013 to -1.7% in 
2014 (before the revision, the trend was expected to go from -2.0% in 2013 to -1.0% in 2014). 
Public debt is therefore expected to rise further, from 93.4% this year to 95.1% in 2014: 
interest expense will rise to EUR 46.7Bn next year. 
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Italy: exit from the recession nearing (if politics helps) 

The timid signals of a rebound of the economic cycle, noticeable already in the spring, 
strengthened over the summer. All the surveys now agree that economic activity, if nothing else, is 
not deteriorating further. Already in 2Q 2013, GDP growth slowed significantly less than at the 
beginning of the year (-0.3% from -0.6% q/q), and confidence indices, both referred to 
households and in the business sector, were back in expansive territory almost unanimously in the 
summer quarter. However, the recovery is much more apparent in confidence indices than in real 
data (which in any case is by no means unusual in cycle-reversal phases); indeed, while business 
and consumer confidence surveys have returned into expansive territory for the first time in over 
two years (although for what concerns consumer confidence the discontinuity tied to the change 
in survey methodology, introduced in June, may result in an overestimation of the current 
improvement), the indications provided by real data are markedly less univocal in this sense; the 
July industrial output reading was especially emblematic, down surprisingly by over one per cent in 
the month, after two slight monthly increases, and back in line with the lows hit in the spring of 
2009; if on the hand the decline could be explained by typical summer quarter volatility, as also 
recorded in Germany and France (and could therefore be reabsorbed in August and September), 
on the other it rings an alarm bell, indicating that it is still probably still too soon to talk of a 
recovery in activity, even in the industrial sector, which is typically the first to indicate a reversal of 
the cycle (also due to its greater sensitivity to foreign demand); this is all the more true for services, 
more closely dependent on domestic demand, still fragile at present, and therefore more distant 
from exiting the recession (as confirmed by the PMI survey, which shows a marked recovery in 
manufacturing, as opposed to on-going recession in the services sector). Another signal that the 
recovery has probably not begun yet was sent off by the breakdown of Istat confidence surveys 
carried out with enterprises and households, which showed that the recovery in sentiment is driven 
more by future expectations (typically more volatile) than by views on the current situation (more 
based on “fundamentals”), and more by an assessment of the national economic picture than on 
the personal situation of the respondents (which remains “critical”). In essence, to describe the 
current economic picture, it seems more appropriate to say that activity is attempting to stabilise, 
rather than experiencing a full-fledged recovery; based on our central scenario, a solid recovery 
should only materialise between the end of this year and the beginning of 2014. 

Forward-looking indicators point to cycle reversal   Divergence still in place between domestic demand and the 
contribution of foreign trade, but narrowing  

 
 

 

Note: IESI= Istat Economic Sentiment Indicator; the cyclical component of GDP (right 
axis) is obtained by means of a Hodrick-Prescott filter. Source: Intesa Sanpaolo 
elaborations on Istat data 

 Source: Intesa Sanpaolo elaborations on Istat data 
 

 

Another “caveat” is the fact that the recovery will once again be driven by foreign demand, 
whereas domestic demand is unlikely to make a positive contribution already this year (and is 
forecast to pick up only starting next year). However, the maximum divergence between foreign 
demand and domestic demand, recorded a year and a half ago, is narrowing, indicating that the 
economy is heading for a less imbalanced path.  
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As regards foreign demand, we expect an acceleration in the second half of the year, as hitherto 
exports have been “rescued” by demand from non-EU countries (OPEC is by far the largest 
contributor to export growth in year-on-year terms, followed at a distance by the Asian 
countries, Russia, and the United States), whereas EU countries (and euro area countries first 
among them) have contributed negatively. We expect the negative contribution made by 
exports to euro area partners, which is already attenuating, to change sign and turn positive in 
the next few months. On the whole, indications provided by both business confidence surveys in 
terms of foreign orders, and by the proxies of global demand for Italian products, are 
compatible with an acceleration in exports in the months ahead. Therefore, the improvement of 
the trade balance trend, hitherto due mostly to plunging imports, but which between the end of 
2013 and the beginning of 2014 should benefit from less negative imports and a stronger 
contribution of exports, could consolidate. 

Contribution of the developed countries to y/y Italian export 
growth: negative for the main euro area  countries (Germany, 
France and Spain) 

 Contribution of the emerging countries to y/y Italian export 
growth: OPEC tops the board 

 
 

Source: Istat, OECD and Intesa Sanpaolo elaborations  Source: Istat, Bank of Italy and Intesa Sanpaolo elaborations 

Only at a later stage will the baton of growth be passed on to domestic demand. Already in the 
closing months of 2013 a transmission pull could become visible on investments (especially in 
machinery and equipment, whereas in our view the anomalous  rebound in investments in 
means of transport outlined by 2Q national accounts data will be reabsorbed), while a recovery 
in consumption will only materialise next year. On this front, we observe the following: 1) 
confidence surveys in the manufacturing sector show that, while the recovery continues to be 
driven by foreign orders, pessimism on domestic orders easing significantly; 2) as regards 
demand for consumption from households, which remains the weak link in the economy, it is 
still too early to see a recovery; however, improving sentiment does not seem to be transitory, 
but tied to signals of a recovery in the real disposable income of households, and therefore 
seems destined to translate, albeit at a delay (in waiting for unemployment to peak) into a 
recovery next year of households spending as well. 
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Business and consumer confidence (despite potential 
disruptions due to the change in survey methodology 
introduced in June) point to a recovery 

 Even consumption, without doubt the weakest link in the 
chain, is showing initial signs of a rebound 

85

90

95

100

105

110

70
75
80
85
90
95

100
105
110

Aug-07 Aug-09 Aug-11 Aug-13

Business Confidence Consumer Confidence
 

 
 

Source: Istat and Intesa Sanpaolo elaborations  Source: Istat and Intesa Sanpaolo elaborations 

In a nutshell, it is still too early in our view to declare that Italy has definitively exited the 
recession, but the recovery, albeit at a lag (in the order of 3-6 months) and with lower intensity 
compared to France and Germany, will also materialise in Italy. In our view, the tree main drivers 
will be:  

1) improving economic conditions in Italy’s main trade partners (still Germany and France, which 
combined account for almost 25% of Italian exports);  

2) a gradually less restrictive fiscal policy and easing financial conditions, i.e. an improvement in 
the two main recessive factors in 2012-2013, the two channels through which the debt crisis 
caused such a severe and lengthy recession (what’s more, hard on the heels of the previous 
recession). As regards fiscal policy, already before the Letta government took office, the 
projections of the EU Commission were indicating that fiscal policy orientation (as measured 
based on the changes in structural budget balances as a percentage of GDP) would be markedly 
less restrictive already this year (0.4% of GDP vs. 2.2% in 2012), and even slacker in 2014 
(0.2% of GDP);with the measures approved by the Letta government, the fiscal policy stance has 
turned broadly neutral. For what concerns financial conditions, while it is true that in recent 
weeks country risk indices have risen back (in relative terms especially, with the BTP-Bonos 
spread reversing, for instance), on mounting political uncertainty, the absolute levels of 
government bond yields remain close to their lows for the past three years; the weighted 
average cost of new government issues in 2013 has hitherto been 2.2%, a hefty 80bps less than 
in 2012; if this trend continues, the improved financial conditions could translate (albeit only 
once expectations start to outline a recovery in economic activity) into an improvement of credit 
terms for households and enterprises; obviously, this factor is the one most burdened by the 
uncertainty of the political situation, which as we will see represents the main risk weighing on 
the recovery scenario (see Focus below); 

3) the payment of arrears owed by the PA, stepped up to at least 7 billion euros by the Letta 
government, and which could have an overall positive impact on 2014 GDP of more than half a 
percentage point (see Focus below). 

These considerations would justify an upward revision of Italian GDP growth estimates: in fact, 
following the signs of a recovery outlined by some confidence indicators, many forecasters seem 
to have started the process of revising their growth estimates upwards for the 2013-2014 
biennium. On our part, while we acknowledge that less negative than expected 2Q GDP growth 
data (-0.3% q/q vs. -0.6% q/q at the beginning of the year) raises the estimate for 2013 to -
1.8%, from -2% previously, we stick to our view that a real return to growth on a quarterly 
basis will only materialise in the autumn months (we expect the summer quarter to show a 
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slightly negative sign, or at best a stabilisation in activity). For 2014, we acknowledge that the 
factors mentioned above signal upside risks to our forecast of 0.5% GDP growth; however, the 
risk of resurging financial tensions tied to political uncertainty are potentially capable of 
impacting growth quite hard in 2014 (and already at the  end of 2013). Therefore, until 
uncertainty over the political scenario eases, we opt to keep unchanged our forecast for a 
modest recovery in economic activity next year. 

Focus – Is this the turning points of the cycle? 

Is the longest recession on record since historical data series began (at least in terms of the 
quarterly GDP series: nine quarters from 3Q 2011 to 2Q 2013) truly ending? To try to answer 
this question, we have updated the cycle dating exercise we carried out a year and a half ago5, 
when we attempted to chronology traditionally recorded in Italy by Isae (and previously by Isco) 
and, after the latter institution was closed, by Istat in its Yearly Report for 20106. A year and a 
half ago, we forecast that the low point of the cycle would be hit between December 2012 and 
April 2013; today, that forecast of ours seems to have hit the mark, all considered (the recession 
in the manufacturing sector seems to have ended in July, when considering industrial output, of 
in November 2012, when considering its cyclical component alone7). 

To start off, we will restrict our analysis to the reversal of industrial output, the most important 
economic cycle indicator considered by Istat. Based on industrial output levels, the recession 
(which began in April 2011) seems to have ended in July. The contraction phase will therefore 
have lasted 27 months, two more compared to the expansion phase (which began in March 
2009 and therefore lasted 25 months). This is a much shorter period than the historical average 
for the expansion phase, and much longer for the recessive phase. However, it should be said 
that (in the industrial sector at least), the latest recession does not emerge as being the longest 
in history, as both the severe recessions experienced at the beginning of the 1980s and 1990s, 
and the (much softer) recession of the early 2000s, seem to have lasted longer. The real problem 
was the short duration of the previous expansive phase (just over two years); only one growth 
cycle, dating back to 1975-1976, lasted less, but in that case the recession was also very short; 
only on one other occasion in history (the 1977-1983 cycle) has a contraction phase lasted more 
than the expansive phase (in other words, the debt crisis – which caused the latest recession 
hard on the heels of the previous recession, despite the fact that the cycle was still not “mature” 
for a recession – may be compared in terms of its effects on the economic cycle to the oil shock 
of 1979!) 

In any case, the July trough seems to have opened the 14th post-war cycle. How long can this 
expansionary phase last? If its duration should prove to be in line with the very short previous 
growth cycle (25 months), or with the shortest expansive phase recorded in history and 
mentioned above (21 months), the expansion could last only until the spring/summer of 2015. 
If, on the other hand, no recessive event comparable to the debt crisis or to a geopolitical shock 
intervenes, and the positive growth phase evolves in line with the historical average, it could last 

                                                           
 
5 See Views on the Italian Economy, March 2012. 
6 The methodological approach used is the one drawn up by the National Bureau of Economic Research 
(NBER), in which a recession is defined as an absolute and prolonged drop in activity levels, widespread to 
different sectors of the economy. The definition is made operational by analysing the cycle turning points 
(“peaks” and “troughs”) of a certain number of economic variables. In this paper, the analysis of cyclical 
turning points considers six variables deemed significant for the Italian cycle (weight of overtime work hours, 
industrial output, goods transported by rail, value added on sellable services, investments in machinery, 
equipment and means of transport, imports of investments goods) and synthetized in a coincident 
composite indicator. 
7 The cyclical component of the industrial output and GDP series in this section are obtained using the 
Hodrick-Prescott filter in its standard version for monthly/quarterly series. 
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between 43 months (when considering the average since the 1990s) and 47 months (post-war 
average), i.e. the expansion phase which began in the summer of 2013 may end in the spring of 
2017. In any case, at least the 2014-2015 biennium should enjoy an expansive cycle. 

Dating of Italian post-war macro-cycles, base on industrial output turning points 
 TURNING POINTS DURATION IN MONTHS 

Start troughs Peak End troughs Expansion Recession Complete
   cycle

I May-45 Sep-47 Mar-48 28 6 34
II Mar-48 Apr-51 May-52 37 13 50
III May-52 Sep-57 Aug-58 64 11 75
IV Aug-58 Jan-64 Aug-64 65 7 72
V Aug-64 Jan-71 Apr-71 77 3 80
VI Apr-71 Jun-74 Apr-75 38 10 48
VII Apr-75 Jan-77 Jun-77 21 5 26
VIII Jun-77 Mar-80 Aug-83 33 41 74
IX Aug-83 Dec-89 Jul-93 76 43 119
X Jul-93 Dec-95 Dec-96 29 12 41
XI Dec-96 Dec-00 May-03 48 29 77
XII May-03 Aug-07 Mar-09 51 19 70
XIII Mar-09 Apr-11 Jul-13 25 27 52
XIV Jul-13 ? ? 

    

POST-WAR AVERAGE  47 17 64
AVERAGE SINCE THE 1990s 43 20 63

    

“Short” cycle hypothesis 
(21/25m) 
“Medium” cycle hypothesis” 
(43/47m) 

 Expansion until APR/AUG-15 
 Expansion until FEB/MAY-17 

 

Source: Istat (Yearly Report 2010), Intesa Sanpaolo 

The above breakdown of the evolution of industrial output between cycle and trend allows us to 
make other considerations. Contrary to widespread belief, during the latest recession, the 
plunge in the cyclical component of GDP would appear to be much smaller than in the 2008-
2009 recession. A part of the decline in industrial output seems to have been due to a slower 
trend, i.e. to a loss in productive capacity; indeed, the short expansion phase of 2010-2011 did 
not translate into an inversion of the downtrend in productive capacity which began with the 
2008-2009 recession. Clearly, it is a matter of debate whether the trend as outlined by a 
Hodrick-Prescott filter may be considered on a par with the concept of “potential productive 
capacity”, and this cannot be taken as evidence of a loss of capacity. That said, taken at face 
value the exercise would provide the following indications: 1) as the downward shift compared 
to the trend recorded during the latest recession (which may be considered as a proxy of the 
output gap) was not exceptionally wide, the rebound could also be relatively modest; 2) on the 
other hand, an equally short recovery, or in any case a modest one, as we expect for 2014-2015 
(comparable, at least in size, with the 2010-2011 recovery) may not be enough to reverse the 
downtrend in productive capacity (with its most despicable social consequences, especially in 
terms of unemployment levels). 
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The cyclical component of industrial output (long-term monthly 
series filtered using the Hodrick-Prescott methodology) 

 Trend component of industrial output (long-term monthly 
series filtered using the Hodrick-Prescott methodology) 

 
 

Source: Intesa Sanpaolo elaborations on Istat data  Source: Intesa Sanpaolo elaborations on Istat data 

It should be said that similar conclusions are yielded by the cycle-trend breakdown carried out 
(also with the HP methodology) on GDP rather than on industrial output. The drop in the cyclical 
component recorded during the latest recession, however, is slightly larger when considering 
GDP, or rather the decline is smaller of the trend component, i.e. of potential GDP compared to 
potential output. Therefore, the latest recession (more so than the one in 2008-2009) seems to 
have caused a more significant destruction of productive capacity in manufacturing than in the 
productive system as a whole. In other words, the debt crisis, which began as a financial crisis, 
ironically seems to have had the effect of reducing the weight (and importance in terms of the 
overall cycle) of industry on the economy as a whole. Again, this conclusion holds only insofar as 
statistical filtering is not misled by the length of the recessionary phase. 

The cyclical component of GDP and industrial output series 
(quarterly series since 1991 filtered using the Hodrick-Prescott 
methodology) 

 Trend component of GDP and industrial output series 
(quarterly series since 1991 filtered using the Hodrick-Prescott 
methodology) 

 
 

 Source: Intesa Sanpaolo elaborations on Istat data   Source: Intesa Sanpaolo elaborations on Istat data 

Other considerations may also be made. In order to determine whether the present phase marks 
a reversal of the cycle, focus should not be primarily on the coincident indications offered by a 
variable such as industrial output, but rather on forward-looking indicators. In this paper we 
leave aside the informational value of “structural” indicators, such as the OECD’s leading 
indicator or real M18, to the advantage of the informational value of the synthetic indicator of 
business confidence in Italy, made available by Istat starting in July last year. This indicator, as 

                                                           
 
8 However, both have been confirmed as reliable indicators of cycle turning points, approximately one year 
in advance: when the recession still hadn’t peaked, already in 3Q 2012 these indicators highlighted a high 
probability of the recessive phase being exited around one year later. 
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highlighted by Istat in its Yearly Report for 2012, may be considered as a valid forward indicator 
of cycle turning points, with an average advance notice of one quarter in case of lows, and 
almost two quarters in case of highs. In the present case, the index hit a low in 2Q 2013, which 
represents a good indication that the turning point for GDP growth this cycle should come in 3Q 
2013. 

Dating of the most recent Italian cycles, based on the turning points of the Istat Economic 
Sentiment Indicator (and of the cyclical component of GDP), data on a quarterly basis 

 GDP IESI
Number of cycles  5.0 5.0
Average cycle duration  12.4 12.8
Average expansion  7.8 7.0
Average recession  4.6 5.6
Turning points  
Min 1993q3 1993q1
Max 1996q1 1994q4
Min 1996q4 1995q2
Max 1997q4 1998q2
Min 1998q4 1999q1
Max 2001q1 2000q2
Min 2003q3 2003q3
Max 2004q3 2004q3
Min 2005q1 2005q2
Max 2008q1 2007q2
Min 2009q1 2009q1
Max 2011q3 2010q3
Min 2013q2
Avg. delay/advance vs. GDP  
Turning points  -1.4
Lows  -1.0
Highs  -1.8
(Directional coherence) 62%)
-> PROBABLE GDP LOW  2013q3
 

Source: Istat (yearly Report 2012), Intesa Sanpaolo 

As regards the “depth” of the latest recession, based on the declines incurred by the more 
“cyclical” variables, such as GDP, industrial output, and corporate investments, it does not 
emerge as being greater than the average for the most important recessions of the past 40 
years. The problem, once again, lies in the fact that the latest recession came very soon after the 
previous negative phase, as for the first time in history the following recovery failed to restore 
activity levels to pre-crisis levels. As a result, today the distance from the peaks of the main 
variables is much greater than the maximum “peak-trough” distance recorded in each of the 
previous cycles. This has important implications in terms of the effects on unemployment levels 
(and structural unemployment in particular) and on enterprise mortality. These two aspects are 
behind the drop in potential output being caused by the two recessive episodes of the “great 
crisis”. It should be said that, based on our scenario, not even in 2017 (the longest forecasting 
horizon) will the levels of the main variables considered return to their pre-crisis levels. 

Trend of selected variables during the major recessions of the past 40 years, and current difference vs. the latest high  
INDICATORS 1974-75 1992-93 2007-09 Average 2012-13 % diff. between latest 

reading and the previous 
high

Industrial output -15.9 -8.4 -26.2 -17.8 -12.6 -26.1
Investments in machinery, equipment and means of transport -17.7 -21.3 -21.6 -20.2 -14.5 -26.2
GDP -3.8 -1.4 -7.2 -4.1 -4.5 -8.9
 

Source: Istat and Intesa Sanpaolo elaborations. Latest data referred to July 2013 for industrial output, and 2Q 2013 for investments in machinery, equipment and means of transport,
and GDP 
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Distance from highs in mid-2013 
 %
GDP -7.2
Imports -14.2
Private consumption  -5.8
   Durables  -25.0
   Non-durables  -10.4
   Services  -2.1
Public spending  -5.0
Gross fixed investments  -23.4
   Machinery and equipment  -21.6
   Means of transport -40.1
   Construction  -25.0
Exports -4.7
 

Source: Intesa Sanpaolo elaborations on Istat data 

 

Focus – The economic measures of the Letta government: less IMU 
and more arrears payments. But several issues remain unsolved 
The main economic measures approved until now by the Letta Government are: 1) D.L. 54/2013 
(refinancing of the “cassa-integrazione in deroga” redundancy fund and delay of the first 
instalment of the IMU property tax); 2) D.L. 63/2013 (increase/extension of the relief for energy-
saving measures and restructuring work in real estate); 3) D.L. 69/2013 (so-called “to do” 
decree, containing “urgent provisions for companies, infrastructure and the simplification of 
administrative, fiscal and civil proceedings”); 4) law containing various measures to simplify tax 
and citizenship-related issues; 5) D.L. 76/2013 (a labour plan including contribution relief for 
youth employment and the deferment from 1 July to 1 October of the increase from 21% to 
22% in the standard rate of VAT rate); 6) D.L. 102/2013 (at the moment, still to be converted in 
law), which is the most important considering its effects on the economic cycle and fiscal 
accounts. It provides for: 

1) definitive cancellation of payment of the first instalment of the IMU property tax on the 
main home of residence (revenue: 2.4 billion), which the government had previously only 
postponed by three months; the Stability Law (to be drawn up in October) will have to find 
coverage for the abolishment of the second instalment; starting in 2014, the property tax 
will be merged, together with the Tares tax, into the new “service tax”, many details of 
which still have not been disclosed (Letta has said that revenues from this tax will fall short 
of total current revenues generated by the IMU and Tares taxes combined, and that 
municipalities will be afforded extended independence in tax-imposition); 

2) other measures of the so-called housing plan (guarantees worth 2 billion euros offered by 
the CDP – Cassa Depositi and Prestiti – to banks on the concession of mortgages for the 
purchase of the main family home, refinancing of existing housing support funds for the 
underprivileged, reduction of the flat rate tax on negotiated home rents), will not 
apparently have a major impact on public accounts; 

3) refinancing of the “cassa-integrazione in deroga” redundancy fund, for the amount of 500 
million euros (vs. estimated requirements of one billion); in this case as well, the missing 
funds will have to be found with the Stability Law; the impact of this measure on deficit is 
lower ie 300M; 

4) the “rescue” of a further 6,500 “esodati” (pension reform pending cases), for a cost of 
around 150 million a year, starting in 2014. 

 

These measures imply costs of over 2.7 billion euros in 2013. Financial cover (of broadly the 
same amount) will come from: 

The aim of the IMU decree… 

… and its financial coverage 
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a) higher revenues from VAT, tied to the payment of a further 7.2 billion in arrears owed by 
the PA (in addition to the 20 billion planned this year, for a total in the 2013-2014 two-year 
period of 47 billion), of 925 million; 

b) cuts to ministry spending authorisations (675 million); the Ministry of the Economy will take 
the lion’s share, with over 600 million euros (of which half accounted for by financing 
issued to the national railway infrastructure operator, to cover investments in the traditional 
rail network), and other “linear” cuts to intermediate consumption spending, and public 
administration gross fixed investments (300 million); the total impact of these measures on 
deficit is 670M; 

c) amnesty for companies holding slot machine concessions convicted with a first degree 
sentence for fiscal offences (600 million); 

d) charges to the accounts referred to companies acting as energy sector operators, managed 
by the Energy Authority; as the government has asked the authority not to charge this 
amount to customers, at the moment it is unclear on which subject this levy will weigh (300 
million); 

e) cuts to the productivity fund, as provided for by Law No. 247 of 24/12/2007 (250 million). 

 

In essence, the decree law is not a “genuinely” expansionary package, as the IMU cut and the 
refinancing of the CIG are covered by spending cuts and higher revenues of broadly equivalent 
worth. Indeed, the evolution of public accounts offered no room for stimulus, as even before 
the decree was drawn up the tangible risk of the 3% deficit/GDP ratio threshold being breached 
was obvious. In any case, we must highlight a number of criticalities: 

a) the abolishment of IMU on the main home of residence, if perceived as temporary in 
waiting for the tax to be “merged” into the “service tax”, risks failing to have an 
appreciable impact on the confidence and spending of households; 

b) the resources indicated to cover the measures, and in particular those described in points 1) 
and 4), seem uncertain; in fact, the government itself appears to be aware of this, and has 
felt the need to add a safeguard clause which allows the issue of a decree (by the end of 
November) to step up IRES and IRPEF advance payments, and excise (on cigarettes, alcohol 
or fuels), if the monitoring of these revenues should indicate that the targeted income will 
not be achieved; 

c) the decree leaves margins of uncertainty on the details of the new “service tax” and on the 
funds needed to cover the second instalment of IMU and residual financing of the CIG 
redundancy fund. 

 

The good news, however, for its effects on the economic cycle, is the decision make available to 
debtor PA entities, already this year, a further 7.2 billion euros to pay off commercial arrears 
owed to the private sector. This will raise the amount of debt to be repaid this year to 27.2 
billion euros, and the total for the 2013-2014 two-year period to 47 billion. 

On this front, according to the Italian Treasury’s monitoring of the implementation of the 
“sblocca debiti” decree, as at 4 September, 17.9 billion euros had been made available to PA 
bodies (90% of the 20 billion appropriated with Decree Law 35/2013), and that these bodies 
have repaid 11.3 billion in debts due to their creditors (57% of the total 20Bn). Therefore, there 
has been a significant acceleration in the pace of actual payments to creditors in the last two 

Criticalities 

The main expansionary 
measure is the payment of 
further arrears owed by the PA 
to the private sector 
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months (+2.2 billion from August 6th to September 4th and +4.1 billion from September 4th to 
September 18th. 

Central and local administration financing provided for by D.L. 35/2013 for 2013, amounts 
effectively made available to PA authorities, and amounts actually paid to creditors (data in 
million euros) 

Debtor PA bodies Funds appropriated 
with D.L. 35/2013 

Funds effectively made available 
to debtor public bodies 

Payments made to 
creditors

State 3,000 3,000 2,613
Payment of off-balance debts of 
Ministries  

500 500 113

Tax refund increase  2,500 2,500 2,500
Regions and autonomous 
provinces 

10,200 8,301 5,350

Advance liquidity 8,000 6,101 5,350
Concession of financial margins  2,200 2,200 -
Provinces and Municipalities 6,800 6,606 3,341
Advance liquidity 1,800 1,606 1,506
Concession of financial margins 5,000 5,000 1,835
Total amounts  20,000 17,907 11,304
as % appropriated resources  90% 57%
 

Source: MEF 

The larger portion of PA arrears to be paid this year will step up the positive effect on the cycle. 
Last April, we estimated, considering the repayment of debt as if it were a tax cut (only for 
enterprises with liquidity restraints), that the 40 billion to be made available in the 2013-2014 
biennium would have an overall impact on the cycle after one year of 0.8% of GDP. Adopting 
the same methodology as the Bank of Italy, i.e. using different multipliers depending on 
whether the new resources are used by companies for new investments (multiplier of close to 
one), to finance working capital, for instance for the payment of back salaries and wages 
(multiplier of around 0.3), or are retained for precautionary reasons (negligible multiplier), the 
resulting impact is smaller, of around 0.5-0.7% of GDP. Based on our methodology, the overall 
impact of the stepped up amount of 47 billion would therefore be 1.1% of GDP (as opposed to 
a more modest average impact of 0.7% when using the Bank of Italy’s methodology). The 11 
billion already paid to creditor companies will generate, based on our methodology, an impact 
of 0.2% after a year. Presumably, at the end of 3Q 2013 not so much more than 11 billion 
euros in arrears owed by the PA will be paid to companies. Further debt will be paid off in the 
course of 4Q 2013, although the entire amount planned for the year is unlikely to be reached 
(27 billion). Taking into account the fact that the funds are being made available to creditor 
companies well into 2013, the impact on average GDP growth this year will not exceed the two-
tenth mark, as estimated in April. The strongest impact on GDP should materialise in 2014 
(0.7%, based on our estimates); part of the impact (a further two-tenths) could spill over into 
2015. 

In the Update of the DEF (Italian Economic and Financial Document), the Government revised 
the trend and targets of the main public finance balances. The most important change is the 
revision from 2.9% to 3.1% of the estimate on the no-policy-change deficit in 2013 (and to 
2.3% from 1.8% in 2014). The revision is due to the worsening of GDP estimates (at -1.7% 
from -1.3% in 2013 and at 1% from 1.3% in 2014). The target forecast provides a corrective 
measure of 0.1% this year, aimed at meeting the 3% target on the deficit, and vice versa a 
0.2% easing next year. Essentially, the Government plans to "move resources" by one-two 
tenths of GDP from 2014 to 2013. 

Compared to our projections, the scenario emerging from the Update of the DEF (albeit more 
realistic than the one contained in last April’s DEF) remains slightly optimistic. Our GDP prospects 
are more cautious than the government ones (-1.8% this year and 0.5% next year). Also (but 

Impact on the cycle of the 
payment of arrears owed by 
the PA 

In the Update of the DEF 
the Government has 
admitted the need for a 
corrective measure in 
2013 
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not only) in relation to this, and considering the performance recorded so far in the year (in the 
months for which the figures are already available) by the main expenditure and revenue items, 
our estimate is more pessimistic on deficit, both for this year (3.3% against 3.1% estimated by 
the Government) and for next year (2.6% against 2.3%). Consequently, in our estimates the 
adjustment needed this year would be greater (three tenths) and the easing margins for next 
year would be lower than indicated by the Government in the Update of the DEF. 

Another critical aspect, beside that represented by the need to comply with the 3% threshold 
on the deficit, is represented by the high debt stock level. We note that the Government has 
admitted the impossibility of reaching the privatisation target by one GDP point indicated in the 
DEF (for the entire 2013-2017 horizon) which already six months ago we deemed to be more 
than uncertain. More realistically, the target now is to make asset sales by half a point of GDP 
starting from 2014. This objective also appears to be ambitious in our view, despite the fact that 
in the so-called “Piano Destinazione Italia” (“Destination Italy” Plan), the Government has 
provided that by the end of the year the Ministry of the Economy will identify the companies 
directly or indirectly owned by the State for which it intends to proceed with the start of the 
disposal operations (moreover, the plan admits that the procedure requires a long time in case 
of non-listed companies); disposal initiatives (but especially aggregations and mergers with other 
public entities) may also involve the investments of local entities. 
Public finance balances: Government’s annual projections (vs our forecasts) 

 2011 2012 2013f 2014f 2015f
Government forecast scenario 
Real GDP (y/y) 0.4 -2.4 -1.7 1.0 1.7
Interest as % of GDP 5.0 5.5 5.4 5.4 5.3
Balance as % of GDP -3.8 -3.0 -3.1 -2.3 -1.8
(Target balance as % of GDP -3.0 -2.5 -1.6)
Primary balance as % of GDP 1.2 2.5 2.3 3.0 3.5
Cyclically adjusted structural balance as % of GDP -3.6 -1.3 -0.5 -0.1 -0.2
Debt as % of GDP 120.8 127.0 133.0 133.2 130.5
Debt net of loans to EU countries as % of GDP 120.0 124.3 129.5 129.4 126.8
Intesa Sanpaolo forecast scenario 
Real GDP (y/y) 0.4 -2.4 -1.8 0.5 1.2
Interest as % of GDP 5.0 5.5 5.4 5.6 5.9
Balance as % of GDP -3.8 -3.0 -3.3 -2.6 -3.0
Primary balance as % of GDP 1.2 2.5 2.1 3.1 2.9
Cyclically adjusted structural balance as % of GDP -3.6 -1.3 -0.7 -0.6 -0.7
Debt as % of GDP 120.8 127.0 133.0 134.6 133.9
Debt net of loans to EU countries as % of GDP 120.0 124.3 129.5 130.8 130.2
 

Source: Update Note of the DEF September 2013, Intesa Sanpaolo calculations and forecasts 

The Government has not managed to avoid the projected increase of the ordinary VAT rate from 
21% to 22%, effective since 1st October (previously delayed by three months). We have 
quantified the impact on the cycle within the Oxford Economic Forecasting model of 
simultaneous equations. The result, which appears to be rather in line with the historical 
experience observed recently with the increase that occurred in September 2011, is for the first 
year of application an impact of -0.1% on GDP, -0.2% on household spending and +0.4% on 
inflation (all on an annual average). The impact is essentially negligible in the subsequent years. 
The main impact is on inflation. The increase would have a marginal impact on the 2013 
average (at 1.5%) and would impact the 2014 average by three tenths (to 2%). However, the 
effect could result lower than estimated, as many companies – especially large-scale retailers –
appear to have already incorporated the surcharge. 

The government has not 
managed to avoid the VAT 
rate hike 
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Impact (other things being equal) of a possible increase in the ordinary VAT rate 
 1st year 2nd year 3rd year
GDP -0.1 0.0 -0.1
Consumer spending -0.2 -0.1 -0.1
CPI 0.4 0.1 0.0
 

Source: Intesa Sanpaolo calculations on the Oxford Economics Forecasting Model 

 

In any event, also because the uncertainty on the political scenario poses risks to the 
Government targets, the path for public finance is becoming increasingly narrow. We think by 
year end the Government will have to find resources well above the 0.1% of GDP specified in 
the Update of the DEF, ie (for the current year alone) an amount between 5 and 7 billion euro, 
of which: 

 2-4Bn for the adjustment required to hit the 3% deficit target (1.6Bn is the Government’s 
estimate, but according to our projections, the amount could reach almost 4Bn); 

 2.4Bn to abolish the second IMU instalment on first homes; 

 0.3-0.5Bn to refinance the remaining part of special layoff schemes; 

 0.2-0.4Bn to refinance military missions.  

Macro forecasts - Italy 
 

2012 2013 2014
2012 2013 2014 

4 1 2 3 4 1 2 3
GDP (2005 prices, yoy) -2.4 -1.8 0.5 -2.8 -2.4 -2.1 -1.9 -0.9 -0.1 0.4 0.8
    qoq   -0.9 -0.6 -0.3 -0.1 0.1 0.2 0.2 0.3
Private consumption -4.3 -2.5 0.2 -1.0 -0.5 -0.4 -0.3 -0.1 0.2 0.2 0.2
Public consumption -2.9 0.0 0.2 0.1 0.1 0.1 0.1 0.1 0.0 0.0 0.0
Gross capital investment -8.0 -5.3 0.7 -1.8 -2.9 -0.3 -0.1 0.2 0.1 0.2 0.6
Imports -7.8 -4.1 1.2 -1.1 -1.4 -0.3 -0.9 -0.3 0.7 0.7 1.0
Exports 2.2 -0.9 2.5 0.1 -2.1 1.2 -1.0 0.6 0.8 0.9 1.0
Chg. inventories (contrib., % GDP) -0.6 -0.3 -0.2 -0.4 0.4 -0.4 0.1 -0.3 0.0 0.0 0.0
Current accounts (% GDP) -0.6 0.3 0.6   
Deficit (% of GDP) -3.0 -3.3 -2.6   
Debt (% GDP) 127.0 133.0 134.6   
CPI (yoy) 3.0 1.4 2.0 2.5 1.9 1.2 1.1 1.5 1.8 2.2 2.2
Industrial production -6.3 -3.5 0.6 -2.3 -0.3 -1.0 -0.6 0.2 0.2 0.6 0.6
Unemployment (%) 10.6 12.0 12.2 11.2 11.8 11.9 12.2 12.3 12.4 12.3 12.2
 

Note: percentage change on the previous period - unless otherwise stated. Source: Intesa Sanpaolo calculations 

 
 
 

The path for public finance is 
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Spain: finally some light at the end of the tunnel 

Overview. We are more positive about Spain than a year ago, although our medium-term 
assessment remains cautious given the country's major internal imbalances and high net foreign 
exposure. We are upgrading our estimates for the current two-year period to -1.3% from -1.6% 
in 2013 and to +0.5% from +0.4% in 2014; on the back of better-than-expected 2Q data. In a 
medium term perspective, Spain must advance further with the reform process if it wants to 
restore potential growth, which according to the OECD's September estimates fell to 0.3% in 
2013 from 0.9% in 2009, significantly below the EU average (1.0%). 

Short-term outlook. The business cycle, and in particular industrial activity troughed in the spring 
(see fig. 1) in line with our estimates9. GDP was broadly stable (-0.1% qoq), after eight quarters 
of sharp contraction, thanks to a better-than-expected recovery in exports (+6.0% qoq), a 
surprising turnaround in corporate investment and a stabilization of household spending. In the 
summer, the PMI manufacturing and services indices confirmed the cyclical upturn, returning 
above the 50 mark for the first time since the start of 2011 (see fig. 2). Industrial output, after 
the Spring expansion, stagnate in July against whilst if fell elsewhere in the Euro zone. The 
recovery mainly seems to be driven by the capital goods sector, where not only the cycle but 
also the trend has now reversed. If confirmed, latest dynamics suggest that the investment cycle 
in Spain could pick up sooner than expected, despite credit conditions remaining restrictive and 
the sharp fall in loans to non-financial companies (-19% in July). 

The rebound in industrial production is export led. In particular data for the 2nd quarter suggest 
a marked pick up in exports towards the rest of Europe: +18.6% yoy on average (see fig. 5). The 
PMI foreign orders index suggests that exports continued to grow steadily in the summer 
months. The recovery and the health of Spanish export performance is particularly vital for its 
medium-term growth outlook and to consolidate the improvement in the current account, 
which we expect to move into surplus for the first time in 2013 in almost 20 years (see fig. 6). 
The rapid improvement in the current account balance to a surplus of +0.3% in June from a low 
of -10.7% in 2007 is largely driven by the goods balance net of energy balance (v. fig. 7). The 
services balance remains in surplus, despite some deterioration between the end of 2012 and 
March 2013 (see fig. 6 & 9) in the wake of a poorer contribution from tourism. The 
improvement in the current account should be at least in part structural. Indeed, Eurostat data 
shows that in the past five years, Spain held larger market shares than Italy, France and Ireland 
(see fig. 10-12). Spain's good export performance is explained by gains in cost competitiveness, 
and these are set to consolidate in the coming years, thanks in part to labour market reforms in 
2012, which have de-indexed contractual wages from inflation. Rising foreign investment by 
Spanish firms could also have played a role recently in boosting Spanish exports. Yet, there is a 
risk that the improvement in the current account balance is partly reversed once domestic 
demand picks up, which we do not expect to be the case before early 2015. 

Over our forecast horizon, growth should mainly be driven by exports (+5.6% in 2013 and 
+6.8% in 2014), while imports should grow more moderately (-0.1% in 2013 and +3.7% in 
2014), after the jump in the 2nd quarter, likely due to the need to stock up inventories. 

Consumer spending, after the stabilization in the Spring, could start to grow slightly in the 
second half of 2013, but on average we expect a stagnation for 2014. 

The outlook for the labour market remains a concern. Unemployment hit a peak of 27.2% in 
March before falling to 26.3% in June. Unemployment fell more sharply than the workforce. 

                                                           
 
9 See the Intesa Sanpaolo Macroeconomic outlook, June 2013. 

Anna Maria Grimaldi 
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Employment likely bottomed in the Spring when it started to decline at a slower pace: -3.6% 
yoy in 2Q compared with -4.5% in 2012. Hiring intentions form business surveys suggest this 
trend will continue in the next few months. We doubt job creation in 2014 will be strong 
enough to bring back the annual growth rate in positive territory before 2015. Confidence 
surveys suggest that job losses should slow in also in the construction sector. Employment in 
building industry returned to 1980s levels following the burst of the bubble, and we think it is 
unlikely it falls much further. In its last review on Spain, the IMF noted that the country has 
never succeeded in creating employment with GDP growth rates lower than 1.5%-2.0%, which 
we do not anticipate until after 2016. Thus we expect unemployment to stabilize at its June 
levels in the second half of the year, to then average 26.0% in 2014. The decline in 
unemployment will be very slow in the coming years as the latest OECD estimates show 
structural unemployment at 19.8%. 

Salaries and inflation falling. Contractual wage growth has slowed appreciably over the past 12 
months, as the reform passed in February 2012 is showing its effects. Negotiated wages have 
not adjusted to the September's rise in inflation caused by the VAT hike in September 2012. In 
addition, data for the first eight months of 2013 show 0.7% yoy growth in contractual wages, 
markedly less than in the previous two years (+2.2% on average). In 2014, we expect salaries to 
grow more or less at this year's rate of 0.7%-0.8%. Real wages growth will therefore remain 
negative at -0.4%, although less so than in 2013 (-2.0%). The savings rate could rise marginally 
from 8.5% in mid-2013. Spanish inflation fell to a low in September of 1.0% yoy, partly as the 
2012 VAT rise is coming out of the annual comparison. In the coming months, inflation should 
start increasing again, to 1.7% in 2014, but core inflation is expected to slow further to 1.1% in 
2014 due to the large output gap and slowing labor costs. 

Public finances: deficit not far off target in 2013. The public finances statistics will become easier 
to interpret as the IGAE (General State Comptroller) has been releasing the main expenditure 
and revenue items for the various government levels on a quarterly basis since the first quarter 
of 2012, and on a monthly basis since January 201310. The snapshot emerging from the data 
available up to June is that the public sector deficit could exceed the target of 6.5% agreed with 
Brussels by only two tenths. This is appreciably better than in 2012 (7.0% of 2012 GDP, target -
6.3%). The data so far available show tax revenue below target, while expenses look to be on 
track11. The regions, rather than central administration, seem to be responsible for the targets 
being missed. The state sector deficit has fallen to EUR -38.8Bn (-3.8% of GDP) from EUR  
-42.5Bn in the same period in 2012 (-4.0%), mainly due to lower intermediate consumption 
(mainly wages and salaries). The regional deficit in the first half of 2013 was EUR -8Bn (-0.8% of 
GDP), up from EUR -7.7Bn in the year-earlier period (-0.8% of GDP). The latest available data 
suggest that the public sector deficit in 2013 will be just under 7% of GDP. However, we are 
maintaining our forecast of a -6.7% deficit as the regional cost-cutting measures and the local 
government reforms implemented on June 26 could generate a more marked improvement in 
the second half of 2013 compared with the second half of 2012. According to government 
estimates, the local government reforms on 26 July are likely to generate savings of around 
0.2% in 2013. Taking into account mitigating factors, the regional balance will probably close 
above the target of -1.3%. The central government deficit could, however, beat the target of -
3.8% since the state has already made about 90% of the transfers, particularly to social security 

                                                           
 
10 Note that the public accounts for the various levels of government can only be assessed on a quarterly 
basis as the monthly data for the autonomous communities are not yet available. We estimate the change in 
income and expenditure and budget balances in the second half of 2013 based on the growth observed in 
last year's quarterly data. 
11 Note that the VAT increase in September 2012 caused sharp growth in tax revenue in the final months of 
last year, while the measures on public sector pay (reduced holidays and Christmas bonus) helped cut 
spending significantly. 



Macroeconomic Outlook 
September 2013 
 

56 Intesa Sanpaolo – Research Department 

 

for pension payments. The primary deficit should close at -3.2% or -3.3% of GDP, just above 
the target of -3.0%. Interest expenditure is more or less in line with government projections 
(+3.3% of GDP). 

Tab 1 - Quarterly data suggest that the 2013 deficit will close just above target, with the regions 
being the likely reason for missing the target 

 2012 S1 2012 cons 2012 target 2013 S1 2013 prev.

Based on 2012 

S2 dynamics

2013 target

Central gov.t -4.0 -4.1 -3.5 -3.8 -3.8 -3.8
Regions -0.7 -1.8 -1.5 -0.8 -1.8 -1.3
Local gov. 0.0 -0.2 -0.3 nd 0.0 0.0
Social security 1.0 -1.0 -1.0 0.8 -1.1 -1.4
Public sector -3.9 -7.0 -6.3 -3.7 -6.8 -6.5
 

 
Source: IGAE. 2013-2016 Stability Programme and Intesa Sanpaolo data 

In its spring projections, the European Commission estimated that Spain's deficit would rise to -
7% in 2014 from -6.5% in 2013. Under the Commission's recommendations, Spain must 
approve measures amounting to 2 points of GDP in 2014, 1 percentage point in 2015 and 1.5 
percentage points in 2016. In our forecasts, under the prevailing legislation, the 2014 deficit 
should remain at -6.6% of GDP as the government has already extended some of the temporary 
measures implemented in 2012-13 to 2014-15: i) confirmation of the existing measures and 
introduction of new provisions on corporate income tax12 saving 0.3% of GDP; ii) extension of 
the freeze on public sector hiring with savings of -0.1% of GDP; iii) reform of local authorities 
should generate savings in 2014 of 0.1% of GDP. It is not clear whether the reduction in 
holidays and the cutting of the 14th salary payment for public sector workers will be confirmed. 
In 2013 these generated savings of 0.2% - 0.3% points of GDP. The 2014 budget (expected by 
the end of September) should detail extra measures worth around 1.0%-1.5% GDP points. 
There are currently no indications on the measures for 2014 except that further savings are likely 
to come from a reduction in public expenditure and lower pension costs, if the changes 
proposed in September 2013 are approved. In 2015, we are expecting the deficit to fall to 5.2% 
of GDP; this projection is based on the estimated deficit in the SP. Debt is expected to rise 
further, to 101.5% of GDP in 2016. 

Focus: why are we more positive about Spain? 

In the past two years Spain has responded to the EU Commission and the IMF recommendations 
promptly approving numerous reforms which should foster the internal rebalancing process in 
the medium term. We detail below the reasons to be slightly more positive on Spain compared 
to a year ago: 

 Recapitalization of the banking system, under the EUR 100Bn ESM aid programme, and the 
transfer of repossessed assets to the bad bank SAREB are advancing smoothly and do 
represent an important step on the way to strengthening the Spanish financial system and 
restoring investor confidence, as well towards freeing resources for the deleveraging process 
in the private sector. 

 The process of setting and implementing the budget has improved significantly thanks to the 
2012 constitutional law, which requires all levels of government to comply with targets, and 

                                                           
 
12 The temporary limit on tax-deductible depreciation has also been extended to 2014-2015, with an effect 
on tax receipts of 0.2% of GDP. Government legislation passed on 28 June excluded foreign losses from the 
tax base of companies. We estimate that this measure could account for 0.1%-0.2% of GDP. 
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to the institution of the FFPP (fund for financing payment to suppliers) and the FLA (fund for 
financing local regions and autonomies). 

 Surveillance of public finances has been made easier with the introduction of harmonised 
statistics for all levels of governments and will be further enhanced by the institution of an 
independent Fiscal Agency. 

 The reform of local government passed last July should contribute to the reduction and 
rationalization of public spending. The pension reform, which should be voted by Parliament 
by year end, limits from 2014  pension expenditure (which rose 108% since 2000) between 
a minimum 0,25% a year (in recessions) and a maximum equal to the annual change in the 
CPI +0,25%. 

 An independent Commission has been set up to study the possible reforms of the tax 
system. The Government introduced earlier this year measures to limit tax evasion and fraud. 

 Retailers and small businesses opening hours have been liberalized. Additional measures to 
increase the competitiveness of Spanish products, including reforms to the professional 
services, are under discussion. 

 The 2012 labour market reform started to show its effect this year, at least in terms of salary 
growth. Collective agreements foresee wage increase of 0.6%, from average 2.3% salary 
growth in 2011. The cost of labour per employee fell by 0.6% yoy in Q2 from +1.1% in 
2012. 

 The current account balance will close with a surplus of 1.4% of GDP in 2014, from a peak -
deficit of -10.7% in 2007. The improvement in the trade balance and in in particular in the 
non-energy goods balance is largely responsible for the closing of the current account deficit 
over the past six years; 

 In March, for the first time since the early 1990s, Spain became a net foreign creditor. In the 
last two quarters, the build-up in savings was mainly b fuelled by non-financial companies 
and to the fall in construction investment; 

 The correction of the housing bubble accelerated in recent years. Nominal house prices have 
fallen about 30% since the 2008 peak. The share of residential investment in GDP has 
returned to the end of the 1980s’ level and is below the Euro zone average. 

 Spain benefit of a fairly stable political context. The scandal surrounding funding of the 
Popular Party has made daily headlines in recent months, yet we believe the government is 
set to stay in power until the end of this legislature. Nationalist pressures from Catalonia 
have for the time being halted by prime minister Rajoy formal rejection of a referendum on 
14 September13. However, tensions between the center and local governments could 
escalate in the future, reducing support for new reforms. 

Provided that we acknowledge the progresses made by the Government in the past two years 
we maintain a cautious assessment on Spain as structural problems persist and will continue to 
hamper macroeconomic performance  

 The country remains extremely vulnerable to flights of foreign capital. Capital inflows from 
abroad returned in September 2012, but then weakened at the end of last year. The net 
foreign position (stripping out the Bank of Spain's contribution) remains in deficit, and this 
widened at the end of 2012. Therefore, the deleveraging of the financial and private sectors 
must advance further. Household debt has fallen, from a peak of 86% of GDP in 2009 to 
78.6% in March 2013, but is still well above the Euro zone average (67%). The debt of non-
financial companies has declined significantly, from a high of 142.5% of GDP in 2010 to 

                                                           
 
13 Spain's Constitution establishes that only the central government can call a referendum. 
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126.4% in 1Q13, but also remains above the Euro zone average. In its detailed review of 
Spain in April 2013, the European Commission estimated that household debt must still fall 
by 29 points and company debt by 12 points14. Lending will therefore continue to contract 
in the next few years, with negative repercussions on growth. 

 We cannot rule out a further undershooting in residential construction, and the investment 
decline recorded in the spring national account data points in this direction; 

 To ensure that the current account does not revert to a deficit with the cyclical recovery, it is 
vital that the country strengthens and improves further cost competitiveness; 

 The labour market remains very worrying: not only is the structural unemployment rate one 
of the highest in the world, but according to the latest OECD estimates in September 2013, 
it has risen during the crisis to 19.8%. Long-term unemployment remains at alarming levels: 
49.3% in June against a Euro zone average of 47%. The IMF notes that wage moderation 
remains limited, taking into account the excess supply in the labor market. Furthermore, the 
reform had little effect on reducing labor market duality. In spring, temporary jobs 
accounted for 23.1% of the total, from 22.1% in March. The outlook for employment, 
income and consumer spending therefore depends on the policies that the country will be 
able to implement to retrain in particular the long-term unemployed and the workers laid off 
from the residential construction sector, as well as reduce the duality of the Spanish labor 
market. 

 Even if the public accounts were to improve as set out in the 2013-16 SP, the medium term 
path would still be unsustainable (see Focus below). 

 

Focus: public finances, the road to sustainability is uphill 

Since 2009, Spain has recorded a sizeable improvement in its structural balance of more than 
4% of GDP, but to bring the deficit below 3% in 2016, the country needs to implement a 
residual adjustment of 3 point of DP in 2014-16. Yet, the structural effort that will be demanded 
of Spain could be lower, since on September 19th, the European authorities approved changes 
to the methodology used to calculate the structural deficit. These changes should be 
incorporated into the Commission's autumn forecasts (to be published at the end of October). 
Indeed, Spain raised the case on the methodology used by the Commission to calculate the size 
of the output gap and thus of the cyclical component of the budget balances. The cyclical 
component of the deficit is given by the interaction of the budget elasticity to the business cycle 
with the output gap15. If the output gap is wider, the cyclical component is larger and vice versa. 
It is likely that with the new methodology, the Commission's estimate of the structural balances 
will be closer to that of the Spanish government and thus the estimate of the residual structural 
effort will be smaller. That said even the government's structural deficit forecasts, imply that the 
country need to pursue an additional correction of 2% of GDP between 2014 and 2016, hardly 
a negligible amount but undoubtedly more manageable than that implicit in the European 
Commission's recommendations. Most importantly, it would enable the country to comply with 
the rule of a structural deficit no larger than -0.5% by 2016, which for Spain is more binding 
than the debt-correction rule. For more details on Europe new fiscal rules, please see the Weekly 
Economic Monitor of 31 May 2013. 

                                                           
 
14 See: http://ec.europa.eu/europe2020/pdf/nd/idr2013_spain_en.pdf 
15 For more details on the method of estimating the output gap used by the European Commission, see 
2013, (Box I.I), European Economy (Economic Forecast Spring 2013), 2009 (Box I.3.2), European Economy 
(Economic Forecast Spring 2009). 
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If Spain is required to make less of an effort than that implicit in the Commission 
recommendations, growth between 2014 and 2016 could be stronger by one or two tenths of a 
point compared to our expectations. 

Tab. 2 - Intesa Sanpaolo public finance forecasts and European Commission recommendations for 
the 2013-16 SP 

 2012 2013 2014 2015 2016
 Target as in Commission recommendations for the SP 

Balance -10.6 -6.5 -5.8 -4.2 -2.8
Interest 3.0 3.3 3.5 3.6 3.6
Cyclically-adjusted balance -8.4 -4.3 -3.6 -2.8 -1.6
Cyclically-adjusted primary balance -5.4 -1.0 -0.1 0.8 2.0
Structural balance -5.5 -4.4 -3.6 -2.8 -1.6
Structural balance - government estimates -4.3 -2.3 -1.7 -0.9 -0.2
Debt 85.9 91.4 na na na

 Intesa Sanpaolo 
Balance -10.8 -6.7 -6.4* -5.2** -5.1**
Interest 3 3.2 3.5 3.5 3.6
Cyclically-adjusted balance -8.4 -4.5 -4.2 -3.8 -3.9
Cyclically-adjusted primary balance -5.4 -1.3 -0.7 -0.3 -0.3
Structural balance -5.5 -4.6 -4.2 -3.8 -3.8
Debt  85.9 91.7 97.2 99.0 101.3
 

Source: EU Commission recommendations to the 2013-2016 SP (SWD 2013) 383 and Intesa Sanpaolo estimates  
* estimates are based on the Spring European Commission deficit forecast (-7%) and take into account measures already confirmed 
for 2014 .**estimates for 2015-2016 are based on the deficit estimates as set out in the SP and take into account measures 
approved to date with an effect on 2015-2016 

 
Fig. 1 - GDP and industrial production have picked up since the 
beginning of the year 

 Fig. 2 - PMI indices in the summer confirmed that the worst is 
over 

 

 

Source: Intesa Sanpaolo chart from Eurostat and INE data  Source: Intesa Sanpaolo chart from Markit and INE data 

 
Fig. 3 - The capital goods sector seems to have turned the 
corner 

 Fig. 4 - Growth will be driven more by foreign trade than 
domestic demand 

 

 

Source: Intesa Sanpaolo chart from INE data. The trend is calculated using TRAMO 
SEATS 

 Source: Intesa Sanpaolo chart from Eurostat data 
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Fig. 5 - Exports have started to improve, but imports have also 
picked up again 

 Fig. 6 - The current account will return to surplus for the first 
time in 2013 thanks to a further improvement in goods and 
services 

 

 

Source: Intesa Sanpaolo chart from INE data  Source: Intesa Sanpaolo chart from Bank of Spain data 

 
Fig. 7 - Goods balance in surplus with the exception of energy  Fig. 8 - The improvement in the goods balance with France, 

EUR 27 excl Euro zone, UK and Latin America is due more to 
exports than imports 

 

 

Source: Bank of Spain  Source: Bank of Spain 

 
Fig. 9 - Services balance stable and improving again at the 
beginning of 2013 

 Fig. 10 - Relative resilience of market shares better than France 
and Italy 

 

 
Source: Bank of Spain * 2013 data up to March  Source: Eurostat 
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Fig. 11 - Spain has recorded a significant recovery in 
competitiveness: labour costs have fallen more in Spain than in 
other countries 

 Fig. 12 – The 2012 reform decoupled wages from inflation, and 
should help consolidate the improvement in cost 
competitiveness in the medium term 

 

 

 
Source: Intesa Sanpaolo chart from Eurostat data  Source: Intesa Sanpaolo chart from Bank of Spain data 

 
Fig. 13 - Growth in foreign direct investment is also a reason 
for Spain's export performance 

 Fig. 14 - In March 2013, the domestic borrowing requirement 
edged into positive territory for the first time in nearly 20 years

 

 
Source: Intesa Sanpaolo chart from Bank of Spain data  Source: Intesa Sanpaolo chart from INE data 

 
Fig. 15 - Deleveraging must continue  Fig. 16 – Lending to the private sector will continue to contract 

 

 

Source: Intesa Sanpaolo chart from ECB, BoE, Fed and Bank of Spain data  Source: Intesa Sanpaolo chart from Bank of Spain data 
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Peripherals struggle with crisis  

Among peripheral Euro zone countries, the situations of Greece and Portugal remain cause for 
concern, and there is a distinct possibility that two new bailout plans will be required, especially 
for Athens. Ireland is due to successfully emerge from the bailout by the end of the year, and is 
again to obtain financing on the international markets from next year. Cyprus has been getting 
to grips with its aid package since the summer and, for the moment, does not have any 
particular problems. Slovenia remains under close observation by Europe.   

Greece: primary surplus returns 

Change in the main fiscal variables 
 2012 2013 2014E 2015E
Primary balance   
      European Commission (% GDP)  -1.3 0.0 1.5 3.0
      European Commission (EUR Bn)  -2.6 0.0 2.8 5.7
Public deficit   
      European Commission (% GDP) -6.3 -4.1 -3.3 -2.1
      European Commission (EUR Bn) -12.3 -7.5 -6.0 -4.1
Public debt  
      European Commission (% GDP) 156.9 175.5 175.0 170.0
 

Source: European Commission, Third Review, July 2013 

Having overcome the turmoil at the start of the summer, when a potential government crisis 
was shaping up following the withdrawal of the left from the majority coalition, the political 
situation in the country stabilised over the summer months. The disagreement between the IMF 
and various European partners regarding the slowdown that the third review was experiencing 
due to planned privatisations that were not implemented, was resolved. The fourth review in the 
second bailout programme (2012-14) is currently in progress, and is expected to be concluded 
by the end of October.  

Compared with June, the situation in the country has not changed significantly. The 
macroeconomic environment remains challenging and could put the programme's success at 
risk: a GDP figure that has fallen by 25% since the start of the crisis (2007), an unemployment 
rate at 27%, and youth unemployment at a record high of 57%. The tourism sector, which 
accounts for 17% of the national economy, has shown signs of vitality, and is having a 
particularly good season this year, with expected tourist numbers topping 17 million (one million 
more than last year) and earnings up 15.5% since the beginning of the year. The recession is 
running out of steam, and from next year, we could see a return to growth, albeit very low 
(+0.6%). The forecast for this year has been improved slightly, to -4.2%, chiefly thanks to the 
positive contribution of tourism and investment.  

Also on the plus side, the country could close the year with a primary surplus. The fiscal target 
for 2013 (a primary balance at zero) would then not only be reached, but would be exceeded. If 
confirmed, this result would trigger a series of benefits in Europe that would guarantee a 
reduction in debt, which by the end of the year should peak at 175.2%. However, the Troika 
continues to point out that there are still problems relating to the slow speed of reforms agreed 
on the state sector, tax collection, planned privatisations and the increase in productivity in 
general. Specifically, as regards privatisations, the agreement for the sale of the government's 
31% stake in gas system operator (DESFA) has been reached, but the completion of the sale still 
has to be approved; meanwhile, national electricity company (DEPA) is still looking for a buyer. 
The sale of state gaming operator OPAP should be finalised by the end of September, and is 
now only awaiting approval. Overall, the funds raised by these three sales will total only EUR 
1.5Bn in 2013, compared with EUR 2.5Bn initially estimated.  

Valerio Ceoloni 
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Broadly speaking, there remain five main risks: 1) possible further delays in structural reforms 
and the resulting lack of improvement in productivity; 2) a state balance sheet that remains 
fragile, even though the important target of a primary surplus is now within reach; 3) political 
and social instability, which continues to threaten the programme's implementation; 4) potential 
impact of external risks on the national economy, particularly those relating to the slow speed at 
which the Euro zone is coming out of the crisis; 5) the trend in debt, which broadly remains the 
same as outlined in the third review, with a public debt that could peak at 176% this year, 
before gradually coming down to 124% by 2020.  

A third bailout programme for 2014 has largely been priced in, although at present no-one 
wants to confront the issue, and the Greek government is already thinking of preparing 
guarantees (mainly real estate) to be offered in exchange for new funding for  
2014-15. 

Ireland: programme to be concluded by end-December  

Borrowing requirement, fiscal variables and aid  
(EUR Bn) 2011 2012 2013E 2014E Totale 
Public sector gross borrowing requirement  21.3 12.5 12.6 7.5 53.9 
Support for the banking sector 16.6 1.6 0.0 0.0 18.2 
Public deficit (% GDP) -13.4 -7.6 -7.5 -4.4 -2.2 
Primary balance (% GDP) -3.9 -2.6 0.5 2.7 
Public debt (% GDP) 106.4 117.6 123.3 119.5  
EU-IMF loans 34.5 21.2 11.7 0 67.5 
      EFSM/EFSF 21.5 12.3 6.4 0.0 40.1 
      Bilateral 0.5 2.5 1.9 0.0 4.8 
      IMF 12.6 6.4 3.5 0.0 22.5 
 

Source: European Commission, Occasional paper 154, July 2013; Irish Ministry of Finance  

In just a few months, the EUR 85Bn bailout programme (of which approximately EUR 83Bn has 
already been paid out) for Ireland will be concluded. There were no significant developments 
over the summer, and the country is preparing to return to the markets to obtain funding from 
next year. The completion of the eleventh programme review in July merely confirmed that 
which had been observed in May, that Ireland is the only country to exit from its bailout 
programme within the established timeframe.  

Following the approval of the review, the country received approximately EUR 3.4Bn from the 
EFSF, IMF and bilateral loans. The Troika highlighted three issues that the country must focus on 
in the future. First and foremost, it must bring down structural unemployment, which although 
still high compared with the Euro zone, is at a three-year low (13.8%). New job creation grew 
by 1.9% qoq in the second quarter, after rising 1.1% qoq in the first quarter, although these 
are mainly part-time jobs. Secondly, it needs to reduce non-performing loans, as these weigh on 
the country's banking sector and, more generally, the country must make it easier for SMEs to 
obtain credit. Thirdly, there is the return to growth, mainly though the recovery of domestic 
demand, which remains weak. With regard to the public finances, after two years of meeting 
targets, we expect another positive result for 2013, although margins are perhaps narrower 
than in previous years. The medium-term objective remains a deficit/GDP ratio of below 3% by 
the end of 2015 (we estimate -2.2%). In the intervening years, the ratio is expected to fall to -
4.3% in 2014, after -7.5% this year.  

The next review is due in October, at the same time as the expected release mid-month of the 
budget document for 2014: on this occasion, it is expected that the government will also decide 
whether to ask its European partners and the IMF to grant it a precautionary credit line 
(probably with a duration of 12 months), which could facilitate its full return to the markets. 
There was talk of recourse to an additional credit line during the ninth review, to enable the 
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country to avoid “adjustment” shocks on the markets following the end of the programme. This 
precautionary line would also be a prerequisite to access OMTs. In any case, it should be noted 
that the success achieved this year on the financial markets will enable Dublin to accumulate a 
reserve (approximately EUR 10Bn by the end of the year, of which it has already raised EUR 
7.5Bn) to cover its funding requirements for the next 12-15 months.    

Portugal: the result of the current review is crucial  

Borrowing requirements and financial flows 
(EUR Bn) 2011 2012 2013E 2014E TOT 
 June-Dec  
Public sector deficit 11.3 13.3 16.0 7.2 47.8 
Amortization 9.5 27.8 9.0 14.6 60.9 
Banking support 1.0 7.5 2.9 0.4 11.8 
Financing needs 21.8 48.6 27.9 22.2 120.5 
Market financing -6.4 8.9 8.1 16.3 26.8 
Own resources -5.7 12.3 9.9 -2.0 14.4 
EU-IMF loans 34.0 27.4 9.9 7.9 79.3 
   EFSM/EFSF 21.0 19.2 6.5 5.2 52.0 
   FMI 13.0 8.2 3.4 2.7 27.3 
Financing sources 21.8 48.6 27.9 22.2 120.5 
 

Source: European Commission, 7th review, June 2013 

The government crisis triggered by the resignation of minister Paulo Portas in July delayed the 
eighth review, which the Troika then decided to combine with the ninth, beginning around mid-
September. The decision was taken to give the political crisis time to die down, as this could 
have triggered early elections. Meanwhile, around the end of August, the Constitutional Court 
intervened for the third time, rejecting a government measure aimed at cutting public sector 
jobs, one of the measures agreed with the country's international partners to reduce public 
spending. The situation therefore remains delicate, and the review currently in progress will be 
crucial in assessing the state of the country in relation to the bailout programme and the 
decision on a possible second bailout (in the form of a precautionary credit line in the event of a 
positive development in the situation, and an adjustment programme if insufficient progress is 
made).  

In this regard, Prime Minister Pedro Passos Coelho had put forward a request, rejected for now, 
to relax the 2014 deficit/GDP target to -4.5%, from -4.0% originally: as things stand, therefore, 
the spending cuts planned to correct the accounts remain at approximately EUR 4Bn next year. 
The target for the current year is within reach (-5.5%). The deficit/GDP ratio is expected to fall 
below 3% in 2015 (target: 2.5%). Pending the conclusions of the current review, the key points 
remain the implementation of structural reforms intended to boost competitiveness and cut 
unemployment (at 16.5%, with youth unemployment over 41%), restructure the public finances 
and recapitalise the financial sector. In terms of growth, Portugal recorded its first positive 
quarter in June after ten quarters of contraction (+1.1% qoq, -2.1% yoy, after -0.4% qoq,  
-4.1% yoy in March), mainly thanks to the positive contributions of net exports (+0.3%), 
investment (+0.5%) and domestic demand (+0.3%). Estimates for the year still point to an 
average contraction of around 2.3% yoy, while next year, GDP growth is expected to come in at 
around 0.6%. The fiscal targets for this year should therefore be confirmed and are achievable. 
Risks on the success of the programme are still high, chiefly because of very fragile public 
finances, an uncertain macroeconomic outlook (although signs of a recovery in the Euro zone 
could boost net exports) and the increasingly important role played by the Constitutional Court 
in whether the measures proposed by the government can be implemented. The current review 
is expected to be concluded in October. 
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Cyprus: first review complete 

The four-year bailout plan that will provide approximately EUR 10Bn to the Cypriot government 
from 2013 to 2016 is already being implemented. The first review was successfully concluded at 
the end of July, and on 13 September, the Eurogroup therefore approved the next tranche of 
aid totalling EUR 1.5Bn (plus approximately EUR 86M paid out by the IMF). To date, EUR 3Bn 
has already been paid out, in May (EUR 2Bn) and June (EUR 1Bn). Although macroeconomic 
risks remain high, the Eurogroup has said it is satisfied with how the work is proceeding and the 
government's cooperation. The government has meanwhile indicated that it will be able to 
remove all restrictions on capital movements, introduced before the crisis, in January 2014. The 
forecast for this year remains a contraction in GDP of approximately 8.7%.  

Slovenia: no bailout request on the horizon 

Slovenia remains under close observation owing to the restructuring of its banking sector, but 
for the moment, the government has no plans to seek aid from the Eurogroup, which has stated 
it is satisfied with how the country is dealing with the problems in its financial sector. In June, 
the European Commission put forward nine recommendations to the Slovenian government, 
which in addition to tackling bank-related issues, also covered more structural measures (the 
country has already experienced two recessions since 2008): speeding up the restructuring of 
highly-indebted companies, uncovering the shadow economy and further promoting business 
activity. The stress tests in progress at Slovenian banks, imposed by the ECB, will be completed 
by the end of October. Up to now, the government has managed to avoid resorting to aid for 
recapitalising its banks, and has managed to refinance its debt without any major problems. The 
two local banks that were put into liquidation represented a small proportion of the country's 
financial sector (around 4%). Finance Minister Uros Cufer has announced that the conclusion of 
the tests will enable the amount of bad loans to be quantified, so that within a couple of 
months, they can be transferred into the bad bank (DUTB) set up six months ago. Cufer did 
however calm the country's European partners by confirming that Slovenia has sufficient 
liquidity to cover spending until the beginning of next year. Although it is feared that at the end 
of the test, bad loans could rise to the enormous figure of EUR 7.5Bn (21.5% of GDP), the 
appointment of Bostjan Jazbec as the new central bank governor in July seems to be good 
news: one of his first measures was to extend the stress tests to practically the whole banking 
sector, in order to gain as precise a picture as possible of the situation and ensure maximum 
transparency to the markets. We will therefore have to wait for the results of the stress tests in 
October, but in light of the Spanish experience, any recourse to the ESM to help in bank 
recapitalisation need not be considered a bad thing.     
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Asia 

Japan – The outlook is positive but there is uncertainty over fiscal 
policy in 2014  

 Japan's economic recovery was robust in the first half of 2013, and economic indicators point 
to continuing solid growth in the second half of the year. The cyclical upturn has confirmed 
the role of private consumption as a driver for growth, thanks to the improvement in the 
labour market and nominal income and the return of positive inflationary expectations. Lastly, 
investment has also turned the corner and has, once again, started to make a positive 
contribution to growth in demand. The forecast is for growth of 1.9% in 2013 and 1.7% in 
2014. Although generally positive, the outlook is subject to enormous uncertainty and is 
affected by the Government's decisions on the consumption tax rate (see below).  

 Inflation returned to positive territory in June, bolstering the credibility of the BoJ's monetary 
policy strategy and target. Both inflation and growth will be strongly affected by decisions on 
the consumption tax. If the rise expected in April 2014 is implemented, inflation will 
temporarily move from an underlying trend close to 1% yoy, to fluctuations of around 3% 
yoy. The rise is temporary in nature and price changes are set to return to around 1% in 2015. 
The BoJ is already making its own forecasts also net of the rise in indirect taxes.   

 With spring's volatility at an end, yields have started to fall again, even before the FOMC's 
surprises. Banks are moving their assets from JGBs to loans, while the BoJ's purchases are 
keeping yields under control; real rates are negative along the entire curve.      

 The outlook is now dominated by fiscal policy developments as the decision on the 
consumption tax hike approaches. In early October, the Government will announce its plans: 
the most likely scenario is implementation of the first rise in the consumption tax rate, as laid 
down in the current legislation (rate to increase to 8% from 5% in April 2014), while the 
second rise (from 8% to 10% in October 2015) is still to be confirmed. The rise in 
consumption tax is likely to be accompanied by a short-term fiscal stimulus package, 
comprising corporate tax cuts and public investment spending increases, totalling around JPY 
5 Trn and aimed at mitigating the restrictive impact of the consumption tax hike in 2014.          

Macroeconomic forecasts 
 2012 2013 2014E 2012 2013 2014 
   4 1 2 3 4 1 2 3
GDP (constant prices, y/y) 2.0 1.9 1.7 0.3 0.1 1.3 2.9 3.6 3.3 1.0 1.3
q/q annual rate   1.1 4.1 3.8 2.6 3.9 3.2 -5.2 3.5
Private consumption 2.4 2.1 1.0 2.0 3.4 3.0 2.0 3.1 3.4 -6.0 1.4
FI - private nonresidential 1.8 -1.3 4.4 -4.8 -0.1 5.1 2.3 3.2 3.6 5.8 6.1
FI - private residential 3.0 7.6 2.6 15.1 7.7 -1.0 13.6 1.8 1.2 1.1 1.1
Government investment 12.5 8.4 -0.9 13.5 5.8 12.7 -5.6 -0.9 -7.1 -11.3 22.4
Government consumption 2.4 1.5 1.3 2.5 0.2 3.0 0.8 1.8 1.8 1.2 0.4
Export -0.1 3.1 9.7 -10.2 16.8 12.4 6.6 8.8 8.8 11.4 12.1
Import 5.5 2.3 8.8 -7.8 4.1 6.2 6.2 8.5 9.4 9.3 10.5
Stockbuilding (% contrib. to GDP) 0.0 -0.1 0.0 -0.1 -0.1 -0.2 0.2 0.3 0.1 -0.6 0.1
Current account (% of GDP) 1.1 1.0 1.0 0.9 0.7 1.8 0.7 0.9 0.8 0.9 1.0
Deficit (% of GDP) -9.9 -9.3 -7.2    
Debt (% of GDP) 209.6 213.6 213.1    
CPI (y/y) 0.0 0.2 2.4 -0.2 -0.6 -0.3 0.7 1.0 1.3 3.1 2.6
Industrial production 0.2 -0.6 6.4 -7.0 2.3 6.2 8.7 4.7 5.2 6.5 8.2
Unemployment (%) 4.4 4.0 3.7 4.2 4.2 4.0 3.9 3.8 3.8 3.7 3.7
3-month CD rate 0.19 0.14 0.35 0.19 0.17 0.16 0.07 0.18 0.24 0.28 0.39
JPY/USD 79.8 97.5 105.7 81.2 92.1 98.7 98.9 100.2 104.2 105.6 106.6
Effective exch.rate (1990=100) 178.9 145.5 134.6 175.0 153.5 144.2 143.2 141.2 137.0 134.5 133.4
 

Note: Annualised percentage change versus previous period except where otherwise indicated.  

Source: Datastream, Intesa Sanpaolo 
 

Giovanna Mossetti 
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Solid recovery, at least until April 2014 

Growth continued apace in the second quarter, maintaining a cruising speed of around 1% 
qoq, as in the first quarter. The forecasts for the rest of the year are positive, with a gradual 
increase in the contribution of non-residential capital investment, going hand-in-hand with a rise 
in consumer spending. The 2014 forecasts depend on the Government's decisions on 
consumption tax rises and on any new fiscal stimulus package.  

The assumptions on which our scenario is based are: 1) implementation of the planned 
consumption tax rise in 2014 from its current rate of 5% to 8% in April 2014, accompanied by 
2) a stimulus package of around JPY 5 Trn, largely comprising temporary increases in public 
investment, and a possible reduction in the effective tax rate on corporate earnings (see the 
fiscal policy section). The Government is likely to announce its plan for 2014 in early October.       

Private demand continues to drive the recovery 

Consumer spending on a rollercoaster in 2014-15 - Consumer spending remains the driving 
force in this cycle due to a combination of factors: improvements in the job market and the end 
of deflation are the crucial elements for household spending growth. The labour market is 
reporting a rise in vacancies, a reduction in the labour force (for demographic reasons) and a fall 
in unemployment. The annual change in total (nominal) salaries returned to positive territory in 
June (July's figure: +0.4% yoy), thanks to the increase in employment, salaries and hours 
worked. Consumer spending is likely to experience a further significant surge in the fourth 
quarter of 2013 and the first quarter of 2014, but this is only expected to be a temporary rise on 
the back of the expected tax hike. The net effect of the tax hike is, of course, negative. Each 
percentage point of a tax rise is equivalent to an increase in taxation of around JPY 2.7 Trn. 
Assuming a marginal propensity to consume of around 0.65, the effect on consumption of a rise 
of 3 percentage points in the consumer tax rate can be estimated as a fall of JPY 5.3 Trn (1.7% 
of total consumption). This restrictive effect will dampen growth in 2014, although it will 
probably be partly offset by expansionary public spending and corporate tax measures (see 
below).. Consumer spending is forecast to rise by 2.1% in 2013 and slow to 1% in 2014. 
Consumer spending is expected to pick up slightly in 2015 on the back of expectations that the 
second part of the consumption tax rise will be implemented (to 10% in October 2015). 
Monetary policy support should protect the ongoing recovery in the next two years.    

Non-residential investment picking up, construction slowing Residential investment experienced 
a rapid upsurge in 2013, partly bolstered by the rates reversal. In 2013, residential investment is 
set to grow by 7.6%, and then slow to +2.6% in 2014. For the recovery to be sustainable, an 
upturn in capital investment by businesses is crucial: after declining for five consecutive quarters 
from the beginning of 2012 to the beginning of 2013, capital expenditure has begun to rise 
again. The 2013 forecasts show a contraction of -1.3% and then growth of 4.4% in 2014. The 
contraction in 2013 is due to a very low starting point, offsetting the positive contribution of 
three quarters of growth expected in the second to fourth quarters of this year. The upturn in 
nonresidential investment is the result of a combination of factors: first and foremost, the 
depreciation of the yen since the end of 2012, secondly, the increase in profitability, associated 
partly with a return to a positive inflation outlook, and more recently, the pick-up in global 
economic growth across many regions, including the USA, China and Europe. Sector surveys 
and trends in industrial output and order books point to solid growth in both 2013 and 2014, 
despite the expected fiscal tightening due to the consumption tax rise in April 2014.  

Foreign trade: exports reduce the trade deficit, but do not eliminate it.  The latest foreign trade 
figures point to an upturn in real exports, not just to the USA but also to Europe and China; 
exports to emerging Asian countries remain weak, but should be close to a turnaround. We 
forecast rises in exports of 3.1% in 2013 and 9.7% in 2014, given the prospect of an upturn in 
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global growth and further depreciation of the yen. Imports are also seen to be increasing, owing 
to more sustained growth in Japanese demand (forecast: +2.2% in 2013 and +8.8% in 2014). 
The trade deficit should gradually be reduced if this course continues, in line with the trend in 
the J-effect, which followed the rapid depreciation of the yen at the end of 2012. 

Fig. 1 - Households drive the recovery   Fig. 2 – Consumer spending continues to surge 
 

Source: Thomson Reuters – Datastream. Change yoy.  Source: Thomson Reuters – Datastream 

 
Fig. 3 – The labour market is improving: vacancies are rising  Fig. 4 – The change in direction is starting to filter through to 

companies: PMI Markit manufacturing sector and orders  
 

Source: Thomson Reuters – Datastream  Source: Thomson Reuters – Datastream 

 
Fig. 5 - Shoko Chukin survey: manufacturing companies start 
planning sales price rises   

 Fig. 6 - Industrial output and expectations - Reuters Tankan: 
signs of recovery  

 

Source: Thomson Reuters – Datastream  Source: Thomson Reuters – Datastream 

 
Economic policies: how can the occurrence of Japan's fiscal cliff be mitigated? 

1. Fiscal policy: an intense autumn. The outlook for the Japanese economy now depends on 
developments in fiscal policy. As the recovery strengthens, the government should be able to 
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proceed with structural consolidation of the public accounts. At the beginning of October, the 
decision on the increase of the consumption tax rate will be announced. Current legislation 
approved by the previous Government sets out a rise in the tax rate in two phases, from 5% to 
8% in April 2014, and from 8% to 10% in October 2015. Our outlook for 2014 is based on the 
following assumptions: 1) implementation of the consumption tax hike from 5% to 8% in April 
2014, 2) introduction of expansionary measures worth approximately JPY 5 Trn in 2014, mainly 
concentrated in public spending rises for investments and aimed at reducing the restriction 
caused by the indirect tax hike. The Government had indicated that if the economic recovery 
had remained on a solid footing, then the first rise in the consumption tax would have been 
implemented. In light of the difficulties of renegotiating VAT rises in the Diet, it is likely that the 
Government will maintain the hike scheduled in 2014, introducing temporary stimulus measures 
on the spending side, and indicating that the second tax rise will only be introduced if the 
economy is still recovering in 2014-15.  

As indicated above, the expected rise in VAT from 5% to 8% would lead to an estimated 
increase in revenues of JPY 8.1 Trn and a direct restrictive effect on demand of approximately 
JPY 5.3 Trn. The Government is therefore considering expansionary measures of around JPY 5 
Trn, in order to neutralise the restriction triggered by the consumption tax hike and, at the same 
time, continue to work towards closing the public deficit. Currently, the most likely items in the 
expansionary package are increases in public investment expenditure, on the one hand, and a 
cut in taxes on corporate earnings on the other. In our scenario, the reduction in taxes on 
companies is modest: the surtax introduced after the earthquake in 2011, which increased the 
effective rate from 35% to 38%, could be eliminated; this change would reduce revenues by 
approximately JPY 1.2 Trn. Much of the expansionary package would be focused on public 
investment, the implementation of which could however have a delayed effect. Even with a 
substantial package of temporary stimuli, the fiscal policy stance would however be restrictive, 
while enabling the recovery to continue in 2014.  

With the rise in consumption tax and the temporary stimulus of approximately JPY 5 Trn 
(increase in public investment and reduction in corporate tax rate from 38% to 35.6%), the 
deficit/GDP ratio would fall from -9.3% estimated for 2013 to -7.4% in 2014. If the second 
consumption tax hike was also implemented in 2015, the deficit/GDP ratio would be further 
reduced, to -5.5% in 2015 and -4.7% in 2016. The debt/GDP ratio is seen stabilising at around 
213% in 2015, but would then increase again as interest rates returned to normal. This scenario 
confirms the need for further fiscal consolidation measures; according to the IMF, consumption 
tax should be raised to at least 15% to ensure Japan's fiscal outlook is sustainable.    

2. Monetary policy: possible increase in stimulus in 2014. Monetary policy is set to continue 
unchanged, with the Central Bank's commitment to reaching the inflation target of 2% by the 
end of 2015. The inflation and growth scenario will be influenced by the fiscal policy decisions 
implemented next year. With a rise in consumption tax of 3pp, inflation will temporarily increase 
by approximately 2 pp. Despite a package of "countermeasures" (see above), fiscal restriction 
could make it difficult to reach the BoJ's target. The Governor of the Central Bank has stated 
that the Government should go ahead with the planned rise in taxes, acknowledging that 
expansionary measures could be implemented to mitigate its restrictive effects. We therefore 
believe that the BoJ is preparing for a possible rise in securities purchases in early 2014, when 
the impact of the budget for 2014 will be clearer.     
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China: growth improves, temporarily 

 GDP growth slowed further in the second quarter, to 7.5% compared with 7.7% in the first 
quarter, owing to the deceleration in agriculture and, to a lesser extent, industry. On the 
demand side, the slowdown in capital investment and consumer spending continued and 
exports fell back considerably. 

 Macroeconomic data recorded an improvement in July and August compared with the 
previous period, suggesting that growth will hold firm in the third quarter, but this will not 
last. The increase in industrial output was again driven by heavy state industry, while the rise 
in capital investment was also driven by state sectors, particularly infrastructure, while there 
was a slight drop in property investment. There have, however, so far been no signs that the 
recovery has spread to manufacturing, and in particular, to small companies. Foreign trade 
was also up, thanks to an improvement in demand from the US and the EU. 

 Per-capita household spending slowed further in the second quarter, both in nominal and in 
real terms, in line with the slowdown in disposable income growth. The timid rise in retail 
sales masks a slowdown in month-on-month terms, and, although up slightly, consumer 
confidence remains at historic lows. The situation on the employment market remains stable, 
but average monthly wage growth continues to slow. Inflation remained broadly unchanged 
over the summer despite the rise in food prices, which nevertheless will weigh on the inflation 
trend in the next few months. 

 The upturn in consumer spending is set to be modest given the trend in consumer confidence 
in the last few months and the moderation of disposable income. The previous pace of 
lending is supporting an upturn in investment, particularly in infrastructure and transport, 
thereby enabling growth to hold firm in 2013. The expected slowdown in credit aggregates in 
the next few quarters, also in light of the increase in non-performing loans, will have a greater 
impact on growth next year. We are marginally revising down our growth forecasts from 
7.8% to 7.6% for 2013 and from 7.5% to 7.3% for 2014 owing to the downwards revision 
on 2012 and the weaker trend in consumer spending. 

 The economic reform plan for 2013 announced in early May is in part already under way – it 
includes, among other things, the internationalisation of the renminbi, VAT reform and health 
reforms – and will surely promote more balanced and sustainable growth over the medium to 
long term. However, the expansion of alternative forms of finance outside the banking sector, 
the increase in non-performing loans and local authority debt are continuing causes for 
concern for both the authorities and ratings agencies, and represent downside risks to the 
country's growth outlook.  

Macro forecasts 
 2008 2009 2010 2011 2012 2013F 2014F
GDP (at current prices) 9.6 9.2 10.4 9.3 7.8 7.6 7.3
Consumer spending 9.5 11 11.4 8.5 8.4 8 8.2
Public consumption 4.8 3.8 6.9 9.4 9.1 9.4 9.3
Capital investment 9.2 22.2 11.3 9.2 8.5 7.1 6.2
Exports -1.1 -11.2 25.9 4 2.9 6.8 6.8
Imports -6 5.2 18.4 3.3 3.7 7.6 8.6
Industrial Production 9.9 9.9 12.3 10.3 8.1 7.7 7.7
Inflation (CPI) 5.9 -0.7 3.3 5.4 2.6 2.5 3.2
Unemployment 4.1 4.3 4.2 4.1 4.1 4.0 3.9
Average wages 17 11.6 13.4 14.4 11.9 11.4 11.2
1-year deposit rate 4.3 1.9 2.7 5.4 4.6 4.6 4.4
USD/CNY exchange rate (average) 6.95 6.83 6.77 6.46 6.31 6.16 6.10
Current account balance 2912.1 1661.6 1604.2 874.7 1218.6 1824 2051.6
Current account balance (% of GDP) 5.7 3.2 3.1 1.7 2.4 3.5 4.0
Budget balance (% of GDP) -0.2 -1.5 -1.3 -1.0 -3.0 -3.2 -2.7
 

NB: Percentage change versus previous period except where otherwise indicated 
Source: Oxford Economic Forecasting and Intesa Sanpaolo 
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Real economy and inflation 

GDP growth slowed further in the second quarter, to 7.5% compared with 7.7% in the first 
quarter, owing to the deceleration in agriculture and, to a lesser extent, industry. On the 
demand side, the slowdown in capital investment and consumer spending continued and 
exports fell back considerably. The statistics office also revised down its GDP growth forecast for 
2012, from 7.8% to 7.7%, owing to lower growth in the industry and trade sectors in 
particular. 

Growth in cumulative industrial production rose from 9.3% yoy in June to 9.5% yoy in August, 
in line with the increase in power generation and the improvement in the PMI index, which 
came in at over 50 in the Markit survey (50.1), and rose to 51 in the statistics office survey, with 
an increase in the orders component and a decrease in the inventory/orders ratio. September’s 
preliminary figures point to a further improvement in production, which we do not expect to 
last, however. The increase in industrial output is again due to heavy industry, particularly 
production from state companies, while small companies continue to suffer: the PMIs of small 
and medium-sized companies have remained broadly stable or fallen slightly, and are below 50. 
Enterpreneurs confidence fell again in the third quarter, in relation to both the general economic 
assessment and business conditions, with a more significant drop in confidence among small 
companies in the western provinces. The trend in capital investment confirms this picture.  Total 
capital investment rose by 20.3% yoy in August, versus 20.1% in June and July, thanks to the 
rise in investment by state-owned enterprises (from 17.5% yoy in June to 18.1% yoy in August) 
and investment in transport and infrastructure (from 21.5% yoy in June to 24.2% yoy in 
August). In contrast, investment in property and residential building eased marginally over the 
summer. Floor space sold continues to record strong growth, albeit down on the start-of-year 
highs, both in value and volume. House prices rose in most cities in the summer, particularly in 
first-tier cities, and business confidence in the property sector remained broadly stable 
throughout the period.  

Imports and exports grew for the second consecutive month in August: exports (+7.2% yoy) 
thanks to the improvement in exports to the European Union and the US, but especially to 
ASEAN countries, while those to Japan continued to fall; imports (+7.0%) thanks to those from 
the US. Trade in ordinary goods, in particular, surged ahead, while the upturn in the trade of 
goods for re-export and machinery imports was weaker. The figures for cargo transport in ports 
confirm the upturn in international trade, while data on domestic cargo showed a slight 
deceleration in August.  

Consumer confidence rose only marginally compared with the lows recorded in June, and still 
remains close to all-time lows. Per-capita household spending slowed further in the second 
quarter, both in nominal and in real terms, in line with the slowdown in disposable income 
growth. Retail sales rose by 13.4% yoy in nominal terms in August, broadly unchanged versus 
June (13.3% yoy), but slowed slightly in monthly seasonally-adjusted terms. Growth in 
household appliances and electronic equipment is slowing, while car sales remain stable. 
Growth in real consumer spending in 3Q may therefore not be much higher than in 2Q, even in 
light of the rise in inflation between the two quarters, which looks set to continue in the last 
quarter of the year. The employment market recorded an increase in the number of people in 
work again in 2Q (5.8% yoy); the Manpower survey shows a small rise in hiring intentions for 
the fourth quarter, but growth in average wages continues to slow despite the rise in minimum 
wages. The employment component of the PMI is still below 50 for the manufacturing sector, 
although it is better for the services sector. 

After a low of 2.1% in May, consumer price inflation stabilised at 2.7% in June and July, before 
edging down to 2.6% in August. The increase was largely driven by food (+1.2% mom in 
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August) and transport prices. The rise in food prices is set to continue in the fourth quarter, 
before easing back in 2014. Stripping out food, inflation fell to 1.5% yoy in August, while core 
inflation remained stable at 1.6%, indicating the lack of demand-side pressures. On the supply 
side, input prices and production prices continue to be down year-on-year, but are up slightly 
month-on-month.  

Industrial output: light industry slows   Small businesses are still finding it difficult 
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Fiscal, monetary and exchange rate policy 

In April, the statements of the Politburo Standing Committee focused on the need to maintain 
stability in growth by shoring up consumer spending, keeping inflation under control and 
limiting financial risks. Over the summer, the focus shifted onto the priority of maintaining stable 
growth in an increasingly complex macroeconomic environment, both domestically and 
internationally, restructuring the economy and pushing through the necessary reforms to 
achieve greater sustainability in the long term. At the end of July, a new audit on local 
government debt was launched, after the 2011 operation revealed overall debt of CNY 10.4Trn 
at the end of 2010. The funds saved through policies to cut public spending, including the 
suspension of government buildings constructions16, will not be used to reduce the deficit, but 
rather ploughed back into areas considered more productive. Specifically, the government 
believes there is considerable scope to increase investment in railways (metro networks and light 
overground railways), urban infrastructure relating to environmental protection (sewage and 
waste management systems), and in the IT and telecoms industry, especially in software and 
hardware that facilitate further expansion in logistics and trade and, in particular, online services.  

At the end of July, merger and efficiency measures were announced concerning more than 
1,400 companies in 19 sectors, and intended to reduce production overcapacity: these 
specifically related to the steel, ferroalloy, electrolytic aluminium, copper, cement and paper 
production sectors. Other similar measures were announced in September. At the same time, 
some administrative procedures and taxes relating to the export of commodities and 
manufactured goods and to export services were eased. From 1 August, small enterprises with 
monthly sales of less than CNY 20,000 and annual sales of less than CNY 240,000 were 
exempted from VAT and income tax. The government estimates that this measure will have an 
impact on more than six million companies, which employ tens of millions of workers. The 
extension to 12 provinces of the pilot programme to replace the turnover tax based on revenues 
with a tax on value-added (based on revenues minus costs) should ease the tax burden on many 
companies. The government also announced the opening, from 29 September, of the Shanghai 
Free Trade Zone (FTZ), where various pilot programmes will be tested, and if successful, 
gradually rolled out to the rest of the country at a later date. The programmes are intended to 
progressively liberalise many sectors, and in particular lead to greater interest rate liberalisation 
and greater renminbi convertibility, in compliance with the prudence principle. More details are 
likely to be announced in the near future, together with other indications regarding 2014 
economic policy, at the plenary session of the Communist Party and the annual Central 
Economic Work Conference, to be held in November. 

M2 growth rose marginally over the summer to 14.7%, but remained below the figure for May 
(+15.8%), while growth in the stock of bank loans slowed slightly to 14.1% in August, versus 
14.5% in May, owing to the decline in short-term loans. New lending rose by 6.3% yoy in 
cumulative terms in August, versus 16.8% in August 2012, but fell by 10% qoq in August 
versus the May-February quarter. While continuing to post high growth rates (24.5% in 
cumulative terms in August), total social finance recorded a similar quarterly trend. It is however 
still growing faster than in the same period last year (+7.4% yoy). Non-performing loans rose 
further in the second quarter (+18.2% yoy), particularly in smaller banks, but remain stable as a 
percentage of assets (0.96%). From the end of July, the PBOC recommenced 7-day and 14-day 
reverse repo transactions, which it had previously suspended for months, and allowed some 
three-month bills to expire without reissuing them, thereby injecting further liquidity into the 
system. Money market rates have fallen from their June highs, but still remain approximately 70 

                                                           
 
16 The measure was announced on 24 July in a joint statement issued by the State Council General Offices 
and the Central Committee of the Communist Party, and suspends the construction of new government 
buildings, training centres and government hotels for the next five years. 
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bps above their average both in 2012 and the first four months of 2013. Monetary policy 
management will remain prudent, with a view to ensuring sufficient liquidity on the money 
market, discouraging excessive lending growth and favouring further reforms in the financial 
sector. 

During the summer, the PBOC took an important step on the road to financial liberalisation. On 
19 July 2013, it announced the abolition of the lower limit on lending rates (with the exception 
of mortgage rates) and the upper limit for rural credit cooperatives (230% of the benchmark 
rate, a limit that has gradually been raised over the years). The discount rate (currently at 2.25%) 
is no longer valid as a lower limit for invoice discounting operations. The PBOC has therefore 
effectively liberalised loan rates but has not done the equivalent for deposits, given the 
significant impact that such a measure would have on bank margins. The authorities have stated 
several times that they plan to introduce such a measure gradually, and only after rolling out 
insurance on deposits. This is currently being discussed at the PBOC, with a view to 
implementing it as soon as possible, given that the timing on the market is considered to be 
right17. The percentage of banks that have priced loans at lower rates than the benchmark has 
however historically been very low, on average around 20%, and has fallen further in the last 
few years to the current rate of 12.5%. In the last two years, more than 60% of banks have 
priced loans at higher rates than the benchmark. The liberalisation of lending rates is therefore 
not likely to have a significant impact in the short term, either on banks or on companies.  

Owing to the non-convertibility of the currency and the restrictions on capital movements still in 
place, the renminbi was not affected by the summer sell-off that hit many emerging currencies, 
and was also supported by the sound fundamentals of the country's external and fiscal position, 
as well as improved macroeconomic data. It remained broadly stable against the dollar at 
around 6.11 in August and September, strengthening by 0.6% between the highs at the 
beginning of June (6.166) and the mid-August low (6.113). There was still a capital outflow, 
however. Although increasing by USD 54Bn in 2Q versus 1Q thanks to the sharp rise in March, 
foreign currency reserves fell by approximately USD 38Bn from April to June, and a similar trend 
was seen in banks' foreign currency position between June and July. The still-fragile recovery in 
foreign demand, coupled with the more limited growth forecasts for China compared with 
previously (and still containing downside risks), and the notable appreciation of the effective 
exchange rate (approximately 15% in the last two years in both nominal and real terms), point 
to only very gradual currency appreciation in the next year. Although it is true to say that the 
renminbi will tend to be more flexible and volatile than in the past, given the process of 
internationalisation and the authorities' wish for the currency to reflect fundamentals more 
closely and be determined to a greater extent by market forces, we think the currency is unlikely 
to appreciate at the same speed as in the past, and we expect periods of relative stability or 
retracements, as seen over the summer.  

In its recent long-term analysis, the IMF estimated18 that the effective exchange rate is 
marginally undervalued, but the Chinese authorities have said they disagree, claiming the 
effective exchange rate is close to equilibrium. They stressed that the accumulation of reserves 
has slowed compared with the past, and that recent interventions have largely been in response 
to the unconventional monetary policies implemented in industrialised countries. The Chinese 
authorities have reiterated the need for market forces to play a greater role in determining the 
exchange rate and for greater flexibility, heralding a further widening of the fluctuation band 
around central parity. In our scenario, the Fed will begin to marginally scale back quantitative 

                                                           
 
17 See: 2013 Stability Report, “China PBOC warns of shadow bank risks, says time right for deposit 
insurance” in the WSJ on 7 June 2013, and the latest IMF report, Article IV (see next footnote). 
18 IMF Country Report No. 13/211, People's Republic of China 2013, Article IV Consultation, July 2013. 
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easing from December. Against this backdrop, we believe that a widening of the exchange rate 
fluctuation band of 0.5% is probable in the short term only if further improvement is seen in the 
macroeconomic data, and foreign demand in particular.  

Residential property: stock of unsold property remains high  Residential property prices continue to rise 
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India: still in difficulty 

 GDP growth slowed again in the second quarter (4.4% yoy vs 4.8% in 1Q and 5.4% in 2012), 
led by the decline in the manufacturing and mining sectors. On the demand side, capital 
investment fell both year-on-year (1.2%) and quarter-on-quarter, while private consumer 
spending slowed further (1.6% yoy).  

 The improvement in industrial production seen in July appears fragile, as it is linked to the 
upturn in capital goods production, which remained weak and volatile, while consumer goods 
production – particularly consumer durables - continued to fall. The manufacturing PMI 
dropped below 50 in August, along with the orders component, down since June. At the 
same time, the services PMI followed a negative trend, and planned investment for FY 2013-
14 decreased. The only positive figure for the summer was the improved trade balance, due to 
resilient exports. 

 Wholesale price inflation began to rise again (6.1% in August), driven by rising food prices 
and administered energy prices, while consumer price inflation remained high (9.5% in 
August), prompting the Reserve Bank of India (RBI) to raise interest rates, reversing the cut it 
had implemented in May.  

 The trend in exchange rates reversed somewhat after the summer overshoot, allowing the RBI 
to partially ease the measures brought in during the summer to reduce excess liquidity and 
limit currency depreciation. However, given volatility factors on the international markets, the 
risks on financing the current account balance remain, limiting the scope for monetary policy 
intervention in a deteriorating macroeconomic environment, with upside risks on inflation. 
Exchange rates will therefore remain under pressure in the next few months, affecting the 
balance sheets of banks and businesses, with a knock-on negative effect on economic 
growth, which is already showing signs of weakness.  

 GDP growth is expected to slow, only partly offset in the second half of the year by an 
anticipated positive performance by the agricultural sector on the back of a good monsoon 
season. Meanwhile, investments are not expected to recover until the second half of 2014. 
Currency depreciation, together with the recent deterioration in macroeconomic data and a 
poor outlook for consumption and investment, have prompted us to revise our growth 
forecasts downwards, from 5% to 4.6% for the current year, and from 6% to 5.1% for 
2014. The risks to the scenario remain to the downside. 

Macro forecasts 
 2008 2009 2010 2011 2012E 2013F 2014F
GDP (constant prices, at factor cost) 8.1 6.5 9.7 7.5 5.1 4.6 5.1
Consumer spending 8.4 6.9 8.6 7.3 5.3 2.5 4.1
Public Consumption 18 9.2 8.1 7.8 5.8 7.5 6.8
Fixed Investments 9.4 -0.7 17.5 6.2 1.5 0.8 3.2
Exports 18 -7.7 15.4 18.3 6.6 4.8 8.8
Imports 32.6 -8.3 18.2 18.4 11.7 2 3.6
Industrial Production 7.7 0.2 9.7 4.8 0.7 0.7 3.5
Inflation (CPI) 8.3 10.9 12 8.9 9.3 10.7 7.2
Unemployment 12.6 12.5 12.5 12.5 12.5 12.4 12.6
Average wages 15.2 9.1 21.4 16.3 9.2 11.2 10.5
1-year loan rate 9.9 5.5 6.3 9.5 9.5 9.4 7.7
USD/INR exchange rate (average) 43.5 48.37 45.74 46.69 53.48 58.87 58.11
Current account balance -1393.9201 -1247 -2396 -2958 -4894 -4592 -5668
Current account balance (% of GDP) -2.5 -2.0 -3.2 -3.4 -5.0 -4.2 -4.6
Budget balance (% of GDP) -4.8 -7.0 -3.8 -6.7 -5.5 -5.2 -3.9
 

Note: Percentage change on the previous period - unless otherwise stated. Figures refer to the calendar year 

Source: Oxford Economics Forecasting and Intesa Sanpaolo 

Real growth and inflation 

GDP growth slowed again in the second quarter (4.4% yoy vs 4.8% in 1Q and 5.4% in 2012), 
led by the decline in the manufacturing and mining sectors. On the demand side, fixed 

Silvia Guizzo 



 Macroeconomic Outlook 
September 2013 

 

Intesa Sanpaolo – Research Department 79 

 

investment fell both in yoy (1.2%) and qoq terms, and private consumer spending slowed 
further (1.6% yoy).  

After trending downwards for two months, industrial production rose by 2.6% yoy in July, due 
to the upturn in capital goods production (although this remains volatile and fragile). In addition, 
production of consumer goods, and particularly consumer durables, has steadily declined. The 
PMI in the manufacturing sector fell below 50 in August, as did the orders from abroad 
component, while total new orders had already fallen to less than 50 in June. Business 
confidence (as shown in the RBI's Business Sentiment Index) was down markedly in the 
assessment of the current situation in the second quarter, with expectations for the third quarter 
remaining broadly unchanged. In the Dun&Bradstreet survey, however, expectations 
plummeted. Industrial production is therefore likely to remain weak in the next few months. 

Analysis of industry investment in the RBI’s latest Monthly Bulletin19 shows that expenditure on 
planned investment by businesses in FY 2012-13 was 20.8% lower than planned investment for 
the previous fiscal year. Spending currently planned for FY 2013-14 was initially INR 1,620Bn, to 
which another INR 1,299Bn would have to be added in new investments to reach the planned 
figure for FY 2012-13. Given the current macroeconomic environment and the business climate, 
this looks unattainable. Government measures to improve the business climate, while positive, 
will only be effective in the medium/long term. We therefore expect that investments will 
continue to slow in the current fiscal year, and that a hesitant recovery in investments will only 
be possible in the second half of 2014. In the coming months, the investment trend will also be 
negatively affected by delays in some major projects in the energy and telecommunications 
sectors, which could result in reductions to planned expenditure. 

Consumer confidence was largely unchanged in the second quarter, after a marked increase in 
expectations, from 103.9 in 1Q to 109.8 in 2Q, with improved expectations in terms of both the 
job market and spending intentions for the next year. Tourist arrivals showed a slight 
improvement in the summer, but the growth rate was still not as high as in previous years, and 
tourism revenues slowed in both local and foreign currencies. Mobile telephone subscriptions 
continued to fall. The services PMI has been falling since May and dropped below the 50 
threshold in July, pointing to a slowdown in the services sector in the third quarter. 

Exports picked up over the summer (+6.2% 3m yoy in August), only partly aided by the positive 
base effect, while imports continued to fall, driven by a decline in imports excluding oil (-7.4% 
3m yoy in August), particularly in machinery. The resilience of total exports led to an 
improvement in the trade deficit between June and August, returning it to 2012 levels, with the 
monthly trade balance excluding oil possibly returning to positive territory in the last two 
months. The positive effect of the rupee’s depreciation on exports was mitigated by slowing 
foreign orders. Cargo and passenger transport figures show an increase in international 
passenger traffic, while international cargo traffic remained weak and domestic cargo transport 
recorded a slight increase. 

Wholesale price inflation rose from a low of 4.6% yoy in May to 6.1% yoy in August. It was 
affected by the double-digit increases in food prices in recent months (+18.2% yoy in August) 
and progressive increases in administered fuel and electricity prices (+11.3% in August). 
Meanwhile, inflation excluding food and energy fell (we estimate by 0.1% yoy in August), while 
consumer price inflation remained high (+9.5% in August, from a peak of 10.9% in February), 
even stripping out food and energy (+8.2% in August). Given the depreciation of the currency, 

                                                           
 
19 See RBI Monthly Bulletin of September 2013: “Corporate Investment: Growth in 2012-13 and Prospects 
for 2013-14”. 
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probable new upwards revisions to administered energy prices and to minimum support prices 
for certain agricultural products, as well as wage increases, upside pressures on inflation will 
remain in the next few months. 

Investment and consumer spending are slowing  Industrial production is still weak 
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Monetary, fiscal and exchange rate policy 

As part of its aim of consolidating the public accounts in the medium/long term, the Indian 
Finance Ministry recently issued a directive intended to rationalise expenditure through a range 
of measures, including cutting non-planned spending in FY 2013-2014 by 10%, implementing a 
public sector hiring freeze and imposing austerity measures on spending by various 
departments. The fuel price reform undertaken in the first half of the year should gradually lead 
to savings on subsidies. We should emphasise, however, that pursuing consolidation of the 
public accounts in an election year will be difficult, particularly against a backdrop of a 
deteriorating economy. Added to this is the far-from-remote possibility that the elections will be 
called early, before the natural expiry of the current term in May 2014. There is still the risk, 
therefore, that the government will not meet its public deficit targets in time. 

The improvement in the trade balance over the summer and the climate on the financial 
markets, particularly from the end of August, prompted the RBI to relax some of the measures 
introduced in July and then during the summer20 to curb excess liquidity and limit exchange rate 
volatility. At the meeting of 20 September, the rate on the Marginal Standing Facility was 
lowered by 75 bps to 9.5%, while the minimum cash reserve maintenance requirement was 
reduced from 99% to 95% of the CRR (cash reserve ratio, unchanged at 4%). At the same 
time, the benchmark rates for the Liquidity Adjustment Facility, which had been left unchanged 
in July, were raised by 25 bps, bringing the repo rate to 7.5%. The central bank, headed since 4 
September by new governor Raghuram Rajan, explained that the hike in rates was intended to 
combat the recent rise in inflation, which remains subject to upside risks despite stalling 
economic growth and slowing wholesale core inflation. The increases in administered energy 
prices were exacerbated by currency depreciation and rising commodities prices, as well as 
higher domestic food prices. These trends are set to continue in the next few months, also 
putting upside pressure on other goods segments. In addition, high consumer price inflation has 
kept inflation expectations high, eroding consumer and business confidence. We therefore think 
that the RBI will probably implement another hike of 25 bps between December and January. 
After the September meeting, the central bank nevertheless confirmed in another press release 
that measures to restrict liquidity would be eased gradually and in a calibrated way, to maintain 
an appropriate liquidity level that would provide the credit flow needed to support the economy. 
Growth in lending in the non-food commercial sector rose from 13.9% yoy in June to 16.3% 
yoy in August, while growth in deposits slowed marginally (13.1% yoy in August, from 13.7% 
in June), as did the M3. 

After collapsing in June (INR -442Bn, or approximately USD -7.6Bn), net capital inflows (in the 
equity and bond markets) from institutional foreign investors were also negative in July and in 
August (INR -181Bn and INR -157Bn). The situation improved in September, with net inflows in 
the first four weeks of INR 72Bn, which helped to support the exchange rate. The rupee 
depreciated by 21% against the US dollar from the start of June to the record low of INR 68.82 
at the end of August. The trend was exacerbated by deteriorating macro data in August and the 
further increase in risk aversion at international level due to the situation in Syria. When the 
international situation and the markets returned to normal, the rupee subsequently appreciated 
by approximately 9.5% in September. Despite the deterioration in external vulnerability 
indicators, the foreign debt structure and the level of international reserves do not present high 
insolvency risks for the country’s sovereign debt21. However, given volatility factors on the 
international markets, the risks on financing the current account balance remain, limiting the 

                                                           
 
20 Measures to restrict the liquidity of the system without revising LAF (Liquidity Adjustment Facility) rates, to 
purchase long-term government notes on the market and to partially restrict capital movements. For further 
details, see the brief overview entitled "The Indian trap" of 4 September 2013. 
21 See note 2. 
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scope for monetary policy intervention in a deteriorating macroeconomic environment, with 
upside risks on inflation. Exchange rates will therefore remain under pressure in the next few 
months, affecting the balance sheets of banks and businesses, with a knock-on negative effect 
on economic growth, which is already showing signs of weakness.  
 
RBI raises official rates  Lending trend 
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Forex markets – Fed (and the dollar) still at the heart of the matter 

The most important event for the currency markets in the past month was the FOMC meeting of 
18 September. Expectations had mounted for the Fed to start tapering asset purchases on 
occasion of the meeting, finally kicking off its monetary policy reversal, after years of super-
accommodative conditions made necessary by the economic-financial crises of 2007-08. 
However, the Fed opted to leave all conditions unchanged. The dollar’s immediate reaction was 
to correct across the board, against both the emerging currencies and majors.   

Fig. 1 – US dollar (broad)  Fig. 2 – US dollar (vs. majors) 
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Source: Thomson Reuters-Datastream 

Note: dollar = nominal effective exchange rate (“broad” index. Source: Fed)  

 Source: Thomson Reuters-Datastream  

Note: dollar = nominal eff. exchange rate (“majors” index. Source: Fed)  

The Fed considered the recovery as still too weak to allow it to start reducing existing monetary 
stimulus, and in the short term this may represent an element of uncertainty to the detriment of 
the dollar. The next FOMC meetings will be held on 30 October and 12 December. While the 
Fed is not very likely to kick off its policy reversal at the October meeting, it may do so at the 
December FOMC, unless the growth picture will have deteriorated in the meantime. A more 
impending issue in the very short term (October), which is generating uncertainty in the United 
States and may help penalise the dollar, is the resurgence of fiscal issues, also tied to the debt 
ceiling. Outside the United States, another reason for concern at the global level is represented 
by the emerging economies, where the economic picture is still generally troubled. Save for its 
immediate reaction to the outcome of the FOMC of 18 September, the dollar has gradually 
made up some ground against several emerging currencies.  

Fig. 3 – US dollar (vs. emerging currencies)   Fig. 4 – US yields 
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In October the dollar could remain under pressure and/or weaken further, due to uncertainty (i) 
tied to domestic fiscal issues in the US, and (ii) the Fed’s conduct. However, this is likely to be 
true mostly against majors, rather than emerging currencies. Also, if US data surprise on the 
upside, the dollar should be able to climb back, against the majors as well, and the euro in 
particular. Lastly, the dollar’s present vulnerability should in any case prove to be temporary: we 
continue to expect a widespread rebound of the US currency as the Fed’s expected policy 
reversal nears.  

EUR – Euro 

The Fed’s failure to start reducing stimulus at its meeting of 18 September caused the euro to 
leap in one go from EUR/USD 1.33 to 1.35 – a level last seen at the beginning of February. The 
Fed’s monetary policy management, therefore, is still a key factor in guiding the exchange rate, 
together with the comparison between the performances of the US and euro area economies. 
The uncertainties weighing on the recovery in the euro area, albeit incipient, and the ECB’s 
acknowledgement of the sluggishness of this recovery, should continue to limit the single 
currency’s upside margin. The new size reached by speculative long euro positions (Fig. 5) 
suggests that it may be hard to break through the EUR/USD 1.35 mark on the upside, barring 
major unexpected developments. 

Fig. 5 – EUR: Speculative positions (CME)   Fig. 6 – Estimates based on the exchange rate-to-yields relation
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In the short term, however, should the economic growth picture in the area improve sharply, 
and/or the ECB display greater optimism on such a development (not very likely, judging by the 
cautious tones used by President Draghi during the recent hearing before the European 
Parliament on 23 September), the euro could approach the highs set at the beginning of the 
year at EUR/USD 1.36-1.37. If so, however, this would presumably prove to be a temporary 
development, barring an actual (unlikely) decoupling of the euro area and the United States. 
Based on the estimates yielded by our model, which links the exchange rate to short-term yields 
in the euro area and the US, the theoretical fair value is still around EUR/USD 1.29-1.30 (Fig. 6), 
i.e. a full 4% below the recent high of 1.35. Some decline towards EUR/USD 1.26 on a 3m 
horizon should be possible in the light of our new central scenario, based on which the Fed may 
start removing existing monetary stimulus not already at the next FOMC meeting on 30 
October, but rather at the following one on 18 December. The 1.26 mark intends to suggest the 
expected low-point of a potential downswing of the exchange rate, for which the projected 
downside range would be EUR/USD 1.28-1.26. For the time being, we do not expect a sharper 
depreciation, to levels below EUR/USD 1.26-1.25, as such exchange rate levels would be more 
compatible with a scenario characterised by a significant deterioration of the economic picture 
in the euro area, and/or an equally important and swift economic improvement in the United 
States. 
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JPY – Yen 

Between August and September, the yen reversed its course, albeit limitedly. From USD/JPY 95 it 
moved back to 100, stabilising inside the narrow range between USD/JPY 97 and 99. The main 
driver of the modest easing was once again external, originating in the United States, i.e. 
mounting expectations that the Fed was set to start tapering already at the FOMC meeting of 
18 September, with US yields rising as a result, both on the short (Fig. 7) and long ends of the 
curve. However, the Fed’s decision to hold out triggered a correction of US yields, and the 
downtrend of the yen paused. In the short term, developments in the US could continue to 
guide the evolution of the USD/JPY exchange rate more than any other factor. Unless US data 
prove to be extraordinarily positive, the yen should continue to benefit from uncertainty over the 
strength of the recovery in the United States and the Fed’s next moves; also - in the very short 
term especially – the yen will be supported by the resurgence of concerns tied to the debt ceiling 
in the US. Therefore, in the short term (1m horizon) the exchange rate should continue to 
fluctuate mostly in the mid-upper end of the USD/JPY 95-100 range. In order to understand the 
behaviour of the yen, an interesting aspect will be the monitoring, for some time, of the trend 
of international financial asset transactions, with particular reference to the purchase/sale of 
foreign assets by Japanese investors. Hefty (net) purchases of foreign bonds in July were almost 
fully unwound in August (Fig. 8): the postponement of the Fed’s policy action and uncertainties 
clouding the emerging countries should prevent any further “shopping” abroad, and possibly 
prompt some profit-taking. This would be another supportive factor for the yen in the short 
term, against the dollar in particular. As regards the 3m horizon, on the other hand, we 
continue to expect the yen to weaken and return back above the 100 mark (towards USD/JPY 
103), based on our new central scenario, which sees the Fed starting to reduce monetary 
stimulus at its meeting of 18 December. For the time being, there is still a degree of uncertainty 
on the true effectiveness of the new economic policies adopted at the beginning of the year 
with the aim of fuelling growth and inflation: if achieved, this latter target result would raise the 
yen’s equilibrium level, strengthening it. Therefore, we confirm our previous projections for the 
medium-long term, with the yen possibly dropping towards new lows just beyond USD/JPY 105 
on a 6m-12m horizon, assuming that the recovery consolidates more rapidly in the United States 
than in Japan, resulting in a widening of the expected rate-yield differentials to the advantage of 
the dollar. However, as we have said, risks to our forecast on this horizon are rather high, and 
skewed upwards, as the yen could prove stronger than expected if the new economic policies 
put in place on the domestic front gain credibility. In the longer term (24m), we confirm our 
forecast for a recovery of the yen with respect to the weakening expected in the medium term. 

Fig. 7 – US and Japanese government yields  Fig. 8 – Yen and international transactions in securities 
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GBP – British pound 

Sterling appreciated between August and September, rising back to levels last recorded in 
January, against both the dollar (from GBP/USD 1.55 to 1.62) and the euro (from EUR/GBP 0,86 
to 0,83). The movement was essentially driven by two interlinked factors: (i) the improving 
economic picture in the UK, both in absolute and relative terms, i.e. compared to the United 
States and to the euro area, (ii) and the enhanced credibility of the Bank of England (BoE) 
following the adoption of its new monetary policy approach (introduction of conditional forward 
guidance at the beginning of August). The BoE itself has acknowledged the improvement of the  
domestic economy. The minutes of the September meeting report that “there were increased 
signs that the recovery was taking hold”, and that positive recent data “presented an upside risk 
to the growth profile described in the August Inflation Report”, in which growth forecasts had 
already been revised upwards compared to the previous IR published in May. Simultaneously, 
the recent appreciation of the pound is viewed as a development that may help ease inflation 
pressures in the medium term, supportive both because in its August IR the BoE had revised its 
medium-term inflation projections slightly upwards, and because in the current context the 
strengthening of the exchange rate is not viewed negatively, for instance for its potential 
restrictive effects on net exports. We embrace this view, also considering that, despite the recent 
appreciation, the pound’s effective exchange rate, in both nominal and real terms, remains 
extremely low (Figs. 9 and 10). The factors behind sterling’s recent strengthening should 
generally stay in place in the short term: if further signals of a consolidation of the economic 
recovery emerge, the GBP/USD exchange rate could therefore rise towards the highs set at the 
beginning of the year (1.63 GBP/USD). Once the Fed kicks off its policy reversal, and starts 
removing stimulus, sterling could moderately and temporarily backtrack (towards the middle of 
the GBP/USD 1.60-1.55 range), as a result of the expected widespread strengthening of the 
dollar, that would follow the tapering of Fed purchases. Subsequently, however, it should 
resume the recently inaugurated recovery path, heading for GBP/USD 1.64-1.65, which remains 
our approximate central projection for the medium term. The main risk weighing on this 
scenario is the recovery’s failure to consolidate: in the minutes of its September meeting, the 
BoE warns that “were the recovery to falter” it would consider expanding the APF further. In 
this case, sterling would be affected negatively, although its weakening would probably prove 
moderate and transitory.  

Fig. 9 – Nominal effective exchange rate (BIS)  Fig. 10 – Real effective exchange rate (BIS) 
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