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Could the best already be over? 

The global economy started 2018 in good health, and consensus estimates have risen further. 
However, expectations are increasing that this will be the year in which GDP growth peaks. In 
addition to the mature conditions of the economic cycle and the less accommodative tone of 
monetary policies, increased barriers to international trade could affect confidence. Even more 
concerning than Brexit is the swing towards protectionism in the US: although the measures 
decided upon so far are of negligible impact, they are part of a broader strategy that could be 
damaging for global growth. 

Judging by the performance of the economic indicators, the economy has made a strong start to 
2018. The manufacturing and services PMIs have risen further, indicating a potential pick-up in 
global growth in 1Q. Growth in global trade has stabilised; accelerating imports in advanced 
countries have fully offset the slowdown, since their early-2017 peaks, in emerging country 
imports. The increase in volatility on financial markets has been orderly. The realignment of 
exchange rates has remained within entirely reasonable limits. We are seeing neither inflationary 
trends nor excessive lending. The result has been a further slight rise in consensus growth 
forecasts from three months ago, although the characteristics differ country by country. 
Forecasts for the US have risen from 2.4% to 2.6% for 2019; in Europe, it is 2018 seeing more 
of the increase (France, the UK, Italy, Spain, the Netherlands and the Euro zone as a whole). 

Fig. 1 – Positive economic surprise indices everywhere  Fig. 2 – Measures of economic policy uncertainty at low levels, 
despite US tariffs 

 

 

 
Source: Chart based on IHS Markit, Thomson Reuters-Datastream  Source: EPU, Thomson Reuters Datastream, IHS Markit 

However, expectations that global economic growth will struggle to pick up beyond its current 
levels are also gaining ground. On the one hand, the expansion phase is starting to reach 
maturity. The US growth driver is facing capacity limits, for example on the labour market. 
Labour market saturation is starting to affect some European economies too, although this is 
partly mitigated by opportunities for workers from countries with higher unemployment to 
move within the internal market. Following on from the US, Europe is starting to taper monetary 
stimulus, and medium- and long-term real interest rates are beginning to move away from their 
post-crisis lows. Moreover, in the two-year period of 2017-2018, the potential arising from the 
recovery's spread to countries that were previously in recession has already been exploited. 

Risks of a recession, therefore, still seem remote. Monetary policy is still being tightened very 
gently, including in the US, and the markets have so far shown that they can adapt to moderate 
changes in pace without reacting excessively (if anything, showing a strong reluctance to 
incorporate scenarios of a more rapid monetary correction). The fiscal policy bias is not 
unfavourable in all countries, considering that the modest reduction in the aggregate primary 
deficit is occurring against a backdrop of relatively sustained economic growth. 

Luca Mezzomo  
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Could growth be jeopardised instead by increased barriers to trade? Trade is expected to slow in 
Europe in the next few years, due to the UK's exit from the EU. Moreover, the US seems set on 
adopting trade policies that are deliberately geared towards replacing imports with domestic 
production (via tariffs, non-tariff barriers or voluntary export restraints), as well as discouraging 
direct investment by geographically strategic rivals (e.g. China). 

With regard to Brexit, the negotiators have reached a conditional agreement on a transition 
period that would postpone the consequences of withdrawal until 1 January 2021, with the UK 
remaining in the single market in the meantime. However, the agreement is not yet legally valid 
as it is subject to full adoption by the UK, and thus to a solution to the thorny problem of the 
Irish border as well, by the end of March 2019. The withdrawal treaty includes a legal safeguard 
in this regard, but this entails Northern Ireland staying within the EU customs area and hence is 
politically unacceptable to the UK government (which is relying on the support of a Northern 
Irish unionist party). Thus, despite the agreement, there is still a potential risk of a disorderly exit 
in 2019, because the handling of thorniest issues is just being delayed for as long as possible by 
the UK government. However, in the best-case scenario, full continuity of trade relations during 
the transition period would be guaranteed, while from 2021, it is likely that a free trade 
agreement would be applied to allow all goods to be traded tariff-free between the EU and the 
UK, including perhaps agricultural food products. Initially, there would no non-tariff barriers 
either, but what happens subsequently will all depend on the UK's ability to ensure regulatory 
alignment with the EU. If the scenario of a free trade agreement (FTA) with no tariffs were to 
materialise, the negative impact on bilateral trade flows would be less than that estimated by 
the UK government in its report to Parliament of January 2018, which was based on a standard 
FTA. However, with regard to services, from 2021, the UK will only have access to the single 
market based on regulatory equivalence, where applicable, although there are various cases 
where it will not be possible to supply services from the UK to the EU and vice versa. Overall, 
unless negotiations collapse, Brexit will lead to less sustained growth in European trade flows 
and a modest negative impact on growth in the long term, but not in the next two years. 

The US's new protectionist measures, initially on solar panels, timber and washing machines but 
now on aluminium and steel imports as well, concern too small a portion of total imports to be 
a problem in themselves. The new tariffs announced on more than 10% of imports from China 
would be far more relevant, but then it remains to be seen if this is just the first move in a long 
negotiation that could end with a very different arrangement. Moreover, anti-dumping 
safeguards are nothing new and have already been used extensively in the past1. However, they 
now form part of a stated strategy to reduce the trade deficit via measures that force other 
countries to open up their markets to US goods, via a review of existing trade agreements (e.g. 
NAFTA or the free trade agreement with South Korea) or via a withdrawal from such 
agreements (as has already happened with the Trans-Pacific Partnership, or TPP). The US's large 
trade deficit is being attributed not to macroeconomic factors (such as excess demand in the US, 
caused partly by overly expansive fiscal policy or an excessively strong exchange rate), but to 
unfair and discriminatory practices of other countries that would put the US at a disadvantage2. 
The President has launched a review of all bilateral and multilateral trade agreements, and has 
also questioned the benefits of belonging to the WTO; he maintains that it has been exploited 
by countries such as China to protect barriers to its markets, dumping, subsidies and other 
market-distorting practices. Moreover, the decisions behind the measures on steel and 
aluminium were based not on accusations of unfair competition (as a safeguard), but on 

                                                           
 
1 The Peterson Institute for International Economics estimates that in 2017, there were already 392 targeted 
anti-dumping measures in force. 
2 See also Office of the US Trade Representative, 2018 Trade Policy Agenda and 2017 Annual Report, chapter I. 

Barriers to trade set to increase 
in the next few years 

Trump administration has 
embraced a deliberately 
protectionist trade policy 



Macroeconomic Outlook 
March 2018 
 

4 Intesa Sanpaolo – Research Department 

presumed threats to national security; this risk involving the WTO in the dispute and testing the 
US promise that it will not allow the WTO to prevent it taking actions deemed “essential to the 
economic well-being of the American people”3. Theoretically, the stated objective is to replace 
imports with US production and/or improved access to overseas markets for American 
production. In practice, though, the Trump administration could end up, in the next few years, 
merely promoting an increase in barriers to international trade and unleashing trade wars on 
several fronts. In historical terms, tariffs are low and will probably remain so in the next few 
years. But this threat has started to adversely affect the expectations of industrial companies in 
Europe, and has changed the behaviour of the currency markets towards the US dollar (which 
has clearly broken away from its decade-long relationship with interest rates). The repercussions 
on the forecast horizon are still low, although they might not remain so in the longer run. 

  

                                                           
 
3 Cit., p 2. 
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Global economic trends in 10 charts   

Fig. A – Global PMIs  Fig. B – Growth in imports, yoy 

 

 

 
Source: Chart based on Markit Economics, Thomson Reuters-Datastream  Source: Chart based on CPB World Trade Monitor, Thomson Reuters-Datastream 

 
Fig. C – Output gap (IMF estimate)  Fig. D – Public sector primary balance as a % of global GDP 

 

 

 
Source: Chart based on Thomson Reuters-Datastream and IMF  NB: Based on 11 major advanced countries and 8 major emerging countries. 

Aggregation at current exchange rates. Source: Intesa Sanpaolo data 

 
Fig. E – Commodity prices  Fig. F – Consumer price indices for OECD countries 

 

 

 
Source: Chart based on Thomson Reuters-Datastream and Intesa Sanpaolo projections  Source: Chart based on OECD, Thomson Reuters-Datastream 
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Fig. G – Balance of payments: current account balances as a % 
of GDP 

 Fig. H – Monetary base, G3 (change, USD Bn) 

 

 

 
Source: IMF data and estimates, chart based on Thomson Reuters-Datastream  Source: Chart based on Thomson Reuters-Datastream, central banks and Intesa 

Sanpaolo estimates 

 
Fig. I – Interest rates – global average  Fig. J – Lending to non-financial companies 

 

 

 
NB: The aggregate includes 44 advanced and emerging countries. Source: Chart based 
on Thomson Reuters-Datastream and Oxford Economics 

 Source: Chart based on Thomson Reuters-Datastream, ECB (integrated sector 
accounts), Federal Reserve (Flow of Funds) 

 
Economic growth by geographical region 

 2016 2017 2018f 2019f 2020f 
United States 1.5 2.3 2.7 2.8 2.2 
Japan 0.9 1.7 1.2 0.9 -0.1 
Euro Area 1.8 2.5 2.4 1.9 1.6 
Eastern Europe 1.4 3.1 3.0 2.4 2.2 
Latin America -0.8 1.2 2.2 2.9 3.0 
OPEC 2.3 0.5 2.2 3.2 3.6 
China 6.7 6.9 6.4 6.2 6.0 
India 7.9 6.4 7.2 7.4 7.0 
Africa 2.7 3.5 3.9 4.1 4.2 
World 3.2 3.7 3.8 3.7 3.4 
 

Source: Thomson Reuters Datastream; forecasts: Intesa Sanpaolo 
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United States: fiscal and trade policy clouds gather over the scenario 

Twenty-seventeen came to a close with almost perfect economic conditions: strong growth, low 
inflation, booming markets, and historically low volatility. Fears that the “Goldilocks economy” 
could not last long were proven true. Twenty-eighteen has opened with mounting risks on a 
number of fronts: super-expansionary fiscal policy in a full employment phase, threats of a trade 
war and uncertainty over future monetary policy. The outlook for this year remains positive: the 
economy is an ocean liner and doesn’t turn on a dime. Domestic demand is growing, inflation is 
increasing gradually, interest rates are still relatively low, and the global cycle remains upbeat. 
However, 2018 cannot be considered alone, as a number of factors are clouding the outlook for 
2019-20: risks of economic overheating leading to faster Fed hikes, sharp rise of the deficit and 
debt, and a return of “bond vigilantes”, further stall in Congress following the midterm 
elections, trade wars opening the way to signals of a possible recession in the next two years. 
Therefore, while the US economic outlook is still favourable, it is more uncertain and surrounded 
by risks.  

In 2018, growth is forecast at 2.7%, with a weak opening quarter, followed by a stronger path 
supported by solid private and public domestic demand. The contribution of net exports should 
be negative for the fifth consecutive year. Core inflation is expected to reach 2% at the end of 
the year, after briefly overshooting due to the statistical comparison with 2017. Growth in 2019 
is estimated at 2.8%, revised up from our previous forecast (2.4%) in light of the new spending 
law for 2018-19, which added outlays for 320 billion dollars, and will probably reap effects 
mostly in the second half of 2018 and in 2019, in terms of both growth and deficit. Inflation 
should accelerate, staying on a moderate path, compatible with an almost flat Phillips curve. 
Monetary policy will be close to neutral, and enter a risky phase, in which the appropriate dose 
of tightening will have to be gauged. Fiscal policy will be expansionary, at the wrong time, with 
a widening deficit, while the new tariffs should temporarily hit inflation (upward) and growth 
(downward).     

Growth and employment: “too much of a good thing”? All the components of domestic 
demand will contribute positively to GDP growth in 2018-19, still well above potential, resulting 
in a further widening of the output gap, positive since 2017. Consumption growth is expected 
to slow at the beginning of 2018 compared to end-2017, but should subsequently resume a 
sustained pace (2.7%), both in 2018 and in 2019, in line with 2016-17. Fundamentals remain 
favourable: labour market at full employment, net wealth on the rise, strong confidence levels 
and fiscal stimulus all work in the same direction. However, there are a number of risk factors 
weighing on the medium-term outlook: the saving rate is on a downtrend (Fig. 8), debt is rising 
back, fiscal stimulus will be transitory and is skewed to the advantage of higher incomes, new 
legislation has pushed up the cost of health insurance, and the cost of debt will increase as fed 
funds rise. In 2018 and part of 2019, risks will be outbalanced by positive fundamentals, and in 
particular by the ongoing improvement of the labour market. The unemployment gap is 
widening persistently (Fig. 4), the modest cyclical recovery in participation and the sustained 
trend of employment continue, and wages are on a moderate uptrend (Fig. 6).  

Non-residential investment should accelerate in 2018-19, driven by the introduction of full 
expensing of equipment until al 2022. As regards the effect of tax cuts on corporate earnings, 
we stick to our view that most of the resources freed by the reform will be distributed as 
dividends or used for share buybacks, with limited effects on capex spending. The price of oil 
will keep supporting investments in the mining sector. Overall, business non-residential fixed 
investment is forecast to increase by 5.3% in 2018 and 4.9% in 2019. Residential investment 
should be up moderately (2.3% in 2018 and 3.6% in 2019). 

Net exports are expected to contribute negatively both in 2018 (-0.4pp) and in 2019 (-0.2pp), 
although the scenario is particularly uncertain due to the turn taken by trade policy.  

The expansion is threatened by the Trump Administration’s policies. The tax reform had already 
been included into our forecasts at the end of 2017, with expectations for moderate effects, 
concentrated in 2018-19, given the transitory nature of the tax cuts for households and the 

Giovanna Mossetti  
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limited expected impact of the tax cuts for businesses. The surprise at the beginning of 2018 
was the approval of a markedly expansionary spending law for 2018-19 (+320 billion dollars in 
the biennium), which implies a significant upward revision of public spending in the second half 
of this year and in 2019 (Fig. 1). Abandonment of the Budget Control Act spending constraints 
will have implications in both the near and medium term, with the deficit and debt paths 
shifting permanently upwards. The Committee for a Responsible Federal Budget estimates that, 
as a result of the measures put in place to date, debt in 2028 will be 2.4 trillion dollars higher 
than forecast by the CBO in June 2017, and stand at 101% of GDP. The deficit would exceed 
the one trillion dollars mark starting in 2019, and would increase from 3.5% of GDP in 2017 to 
5.3% in 2019 and 5.7% in 2028. Should the temporary measures included in legislation 
approved since December be made permanent (as has often been the case in the past), in 2028 
the increase in debt would amount to 3.6 trillion, the debt/GDP ratio would be 113%, and the 
deficit/GDP ratio would rise to 8.2%. The most worrying aspect of the fiscal outlook is the 
explosion of debt and deficit in a cyclical recovery phase: when the next recession comes, 
leeway will be much more limited than in the past. The second surprise of 2018 is the 
protectionist turn. To date, there had only been verbal threats, but now the implementation of 
tariffs on solar panels and washing machines, and the announcement of new tariffs on steel and 
aluminium imports, mark a change in pace, and have increased the risks of a tariff war. Taken 
alone, the new tariffs would have modest effects (more inflation, less growth), and transitory in 
nature. The real risk is retaliation by trade partners. The EU has already drawn up a list of US 
products on which to apply a proportional response to the damage produced by US tariffs; 
China is waiting for information, but is preparing to do the same. In waiting for the picture to 
become clearer, the outlook for the US economic cycle, and for the global cycle as well, appears 
to be much more fragile than at the start of 2018.  

Monetary policy in the Powell era will continue along the path of gradual removal of monetary 
stimulus. After the 25bp hike in March, the new dot plot points to an upward shift in the rate 
path, with the median indicating two further increases in 2018, three in 2019, and two in 2020. 
The revision of growth projections justifies the rise in the medians for 2019-20, whereas in 2018 
the scales will be tipped by the trend of inflation in the remainder of the year. The FOMC is 
unsure about the slope of the Phillips curve and will change the current rate path only on 
stronger evidence of overshooting of core prices. The recent modest acceleration in prices is in 
line with achieving the 2% target, although reduced dot dispersion in 2018 would make it easy 
to shift the median upwards in case of a stronger inflation. Calibrating monetary policy will be 
increasingly difficult: the Fed has never succeeded in preventing a recession after hitting full 
employment. For the time being, our forecast is in line with the FOMC medians: two more hikes 
in 2018, three in 2019, and two in 2020, although risks are considerable. 

Macro forecasts 
 2017 2018f 2019f 2016 2017 2018 2019p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 2.3 2.7 2.8 1.8 2.0 2.2 2.3 2.5 2.8 2.7 2.6 2.7 2.9 
q/q annual rate    1.8 1.2 3.1 3.2 2.5 2.4 2.7 2.9 3.0 2.9 
Private consumption 2.7 2.7 2.6 2.9 1.9 3.3 2.2 3.8 1.8 3.0 2.9 2.9 2.5 
Fixed investment - nonresid. 4.7 5.3 4.9 0.2 7.2 6.7 4.7 6.6 5.0 4.6 5.3 5.2 5.0 
Fixed investment - residential 1.8 2.3 3.6 7.1 11.1 -7.3 -4.7 13.0 -1.5 4.3 3.5 3.6 3.5 
Government consumption 0.1 1.6 2.4 0.2 -0.6 -0.2 0.7 2.9 1.5 1.5 1.8 2.0 2.8 
Export 3.4 4.3 3.1 -3.8 7.3 3.5 2.1 7.1 4.5 3.5 3.8 3.1 3.2 
Import 3.9 5.9 3.8 8.1 4.3 1.5 -0.7 14.0 6.5 5.2 4.2 3.3 3.7 
Stockbuilding (% contrib. to GDP) -0.1 0.1 0.0 1.1 -1.5 0.1 0.8 -0.7 0.7 0 -0.1 0.0 0.0 
Current account (% of GDP) -2.4 -2.8 -3.0           
Federal Deficit (% of GDP) -4.5 -5.2 -5.0           
Gov. Debt (% of GDP) 124.3 123.6 123.7           
CPI (y/y) 2.1 2.4 1.8 1.8 2.5 1.9 2.0 2.1 2.3 2.6 2.6 2.3 1.7 
Industrial production (y/y) 2.0 3.9 3.1 0.2 0.4 1.4 -0.3 2.0 0.7 1.2 0.8 1.0 0.9 
Unemployment (%) 4.4 3.9 3.6 4.7 4.7 4.3 4.3 4.1 4.1 4.0 3.9 3.7 3.6 
Effective exch.rate (1973=100) 91.1 85.4 85.0 93.7 94.4 93.0 88.3 88.9 86.1 85.5 85.1 84.8 84.7 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Growth forecasts for all components of domestic 
demand, with new impulse from the public sector  

 Fig. 2 – Non-residential fixed investments: spending on 
machinery was already increasing before the tax reform 

 

 

 
Source: Thomson Reuters-Datastream and Intesa Sanpaolo forecasts   Source: Thomson Reuters-Datastream 

 
Fig. 3 – Unemployment still on a downtrend, participation 
stabilising  

 Fig. 4 – Preventing a recession after a persistent widening of 
the unemployment gap: mission impossible for the Fed? 

 

 

 
Source: Thomson Reuters-Datastream  Source: Bloomberg, Thomson Reuters-Datastream 

 
Fig. 5 – Job gains: growth trend not slowing   Fig. 6 – Unemployment gap widening, but wage trend still 

moderate  

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 7 – Consumption on a sustainable path, confidence at its 
highest since 2000 

 Fig. 8 – The increase in net wealth has resulted in savings 
plunging to pre-crisis levels 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. 9 – The Fed has failed to reach the 2% core deflator goal 
for five years  

 Fig. 10 – Core inflation reaccelerating, but not too much (for 
now)  

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. 11 – Fed funds rate projections: dots and medians in March 
2018 

 Fig. 12 – Economic projections of the Federal Reserve Board 
Members and Regional Federal Reserve Bank Presidents – 
March 2018 

 

 Variables Median 
2018 2019 2020 Longer 

run 
Change in real GDP 2.7 2.4 2.0 1.8 
   Dec. Projection 2.5 2.1 2.0 1.8 
Unemployment rate 3.8 3.6 3.6 4.5 
   Dec. projection 3.9 3.9 4.0 4.6 
PCE inflation 1.9 2.0 2.1 2.0 
   Dec. projection 1.9 2.0 2.0 2.0 
Core PCE  1.9 2.1 2.1  
   Dec. projection 1.9 2.0 2.0  
Federal funds rate 2.1 2.9 3.4 2.9 
   Dec. projection 2.1 2.7 3.1 2.8 

 

Source: Intesa Sanpaolo elaborations on Thomson Reuters-Datastream data  Note: Median of projections. GDP and deflator: Q4/Q4 chg. Unemployment rate: Q4 
average. Source: Federal Reserve Board 
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Euro Area: the expansion can go on, the APP is almost history 

Euro zone economy continues to outperform expectations.  2017 closed with GDP growth at 
2.5%, about one percentage point higher than the consensus and ECB estimates of a year ago 
and well above potential (1.5% in the European Commission's autumn estimates). We are again 
upgrading last quarter's forecasts for 2018 from 2.1% to 2.4%.  In December-January, the SME 
and European Commission surveys remained at levels consistent with GDP growth rates similar 
to those at end-2017, thanks to favourable demand conditions in both manufacturing and in 
services and retail (see Fig. 2). Exports have accelerated since last summer (see Fig. 3), and the 
trend on the global PMI suggests that export growth will remain good in the coming months. 
Industrial output made a weak start to the year in Q1, but we think this was a natural correction 
after three months of consecutive increases. February's decline in the IFO, PMI and European 
Commission surveys should also be seen as confidence normalising from historically high levels. 
We do not rule out further falls in the confidence surveys in the coming months, but this would 
still be compatible with above-potential growth. The Intesa Sanpaolo model4, which shows the 
annual GDP growth rate lagging the European Commission's economic sentiment index (ESI), 
suggests that a fall in the ESI to 103 would still be compatible with growth of close to 1.4 % at 
the end of 2020 (see Fig. 4).  Although growth has probably peaked, above-potential expansion 
can continue. The cycle is still in an early phase in most countries, and the output gap will not 
close until late this year (see Fig. 5). And there are no signs of a worrying accumulation of debt: 
the Bank for International Settlements' credit gap data remain close to historic lows (see Fig. 6). 

The expansion phase is still largely supported by ECB policies, which continue to ensure that 
financial conditions are broadly neutral, despite the market correction (see Figs. 7 and 8). The 
ECB will continue to buy at least EUR 300Bn in 2018 (in our central scenario we assume that 
after September, the ECB will reduce purchases to EUR 10Bn per month until December 2018). 
The ECB estimates that the measures announced between March 2015 and December 2016 
(EUR 2,260Bn of purchases) are likely to have boosted GDP growth by 1.7% in the period 2015-
20185. We estimate the effect of the purchases made in 2018 (EUR 270Bn announced) to be 
0.2%. Adding this to the lagged impact of the measures adopted in previous years, the total 
impact could be close to 0.6% of GDP.  2018 will see a major turning point in monetary policy: 
with the end of the EAPP and a likely change in interest rate guidance. Monetary policy will 
therefore become less accommodative in 2019, but will still remain supportive, since the ECB 
has committed to keeping the size of the Eurosystem balance sheet unchanged (EUR 4.8Trn at 
end-2018) by reinvesting maturing securities. In addition, rates will remain accommodative, as 
we expect the ECB to start only a moderate cycle of readjustments to end the negative interest 
rate policy by autumn next year (see below). 

The contribution of fiscal policy will be neutral or slightly restrictive. Last December, the 
Eurogroup, after examining the 2018 draft budgets, still considered a broadly neutral fiscal 
stance to be appropriate. The European Commission's winter forecasts show the Euro zone's 
structural primary balance worsening by 0.2%. According to the European Commission's 

                                                           
 
4 The model shows the year-on-year growth rate in Euro zone GDP in the period 1997-2017 with the 
current level and lags one and four of the ESI (European Commission economic sentiment indicator).  The 
equation is adjusted for a structural break in the constant in mid-2009. We find that ESI levels of 100 
correspond to GDP growth rates of 1.75% in the pre-crisis period and rates of below 1.0% in the post-crisis 
period. The European Commission drew similar conclusions from a more sophisticated model (see its Winter 
2017 Economic Forecast, Box 2: "A New Modesty. Level shift in survey data and the decreasing trend of 
normal growth"), finding that ESI levels of 100 in the post-crisis period correspond to growth rates of just 
above 1.0%. 
5 See ECB Working Paper no. 1956, 2016: The ECB's asset purchase programme: an early assessment. The 
paper estimates that purchases equating to 11% of GDP will have a maximum impact of 0.4% on inflation 
and 1.0% on growth after two years. 
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assessment of the 2018 draft budgets, many countries are at risk of non-compliance with the 
regulations of the Stability and Growth Pact, including Italy, France, Belgium and Portugal. Italy 
has already been pre-advised of the requirement for an additional structural effort of 0.2% of 
GDP. 

The appreciation of the effective exchange rate (6% between April 2017 and March 2018) has 
had little visible effect so far, confirming the fact that the response varies according to the type 
of shock (external or internal) and the cyclical phase in which it comes. Furthermore, the impact 
of exchange rates on the dynamics of trade flows, prices and economic growth may be less 
significant than in the past (standard elasticities suggest that for each 5% rise in the effective 
exchange rate, GDP and inflation grow by less than 0.3%/0.4%). PMI export orders suggest that 
growth will continue to be supported by exports in 2018, as in 2017, to then gradually slow in 
2019. Imports will grow at a similar pace as exports. Thus, the contribution from foreign trade 
to GDP growth will be around zero. 

According to our estimates, domestic demand will stay the main growth driver (+1.9%). 
Corporate and intangible investment is the main contributor in this phase. Investment spending 
should remain on a par with the 2017 average (4.8%), given that utilisation of production 
capacity is high and above the historical norm (see Fig. 10), earnings are still growing, and 
conditions governing access to credit are favourable. The construction expansionary cycle will 
continue in 2018 at rates close to those seen last year (3.3%). Household consumption is 
expected to grow by 1.7% in 2018-19, from +1.8% last year. Growth in real disposable income 
will benefit from employment growth that is expected to stay close to 1.5%, and a modest 
acceleration in nominal wages (see below), with inflation gradually increasing to 1.7% by mid-
2019. 

Risks to the growth scenario are balanced. Growth in domestic demand could prove stronger 
than expected. Political risk within the Euro zone is confined to Italy. The experience of Germany 
and the Netherlands shows that it is now normal to take months rather than days to reach an 
agreement to form a government. Italy, like the rest of the Euro zone, is growing above 
potential, and we do not think that the political impasse could jeopardise the recovery. 
Moreover, Italy is in a very different position from 2011. Foreign exposure is much lower (30% 
of sovereign debt was held abroad in 2017, compared with 50% in 2011). The international 
scenario, due to nationalist pressures and the threat of trade wars, represents a downside risk. 

Despite positive surprises from the cycle, inflation growth remains well below target and the 
signs of a spike in domestic prices remain unsatisfactory.  In February, core inflation, based on 
the ECB's preferred measure, remained steady at 1.2%, three-tenths of a percentage point 
higher than a year ago but below last summer levels. For inflation to return to 1.8% in 2020, 
there needs to be a steady rise in underlying inflation to 1.7%. The response of core inflation to 
cyclical conditions remains uncertain.  According to the Low Inflation Task Force (LIFT) set up by 
the ECB, the causes of low inflation in the post-crisis period are mostly cyclical6. Moreover, the 
response of core inflation can be better captured using a convex rather than a linear Phillips 
curve, i.e. assuming that the slope of the curve is dependent on the phases of the business cycle.  
Wage growth remains weak in peripheral countries for the time being, (see Fig. 13), but 
acceleration has also been modest in core countries, despite falling unemployment (Fig. 12). One 
possible explanation is that excess supply in the labour market is greater than suggested by 
International Labour Organisation (ILO) figures. The expanded unemployment rate is higher than 

                                                           
 
6 See, among other studies by the ECB's Low Inflation Task Force (LIFT), M. Ciccarelli and C. Osbald: "Low 

inflation in the euro area: causes and consequences", ECB working paper no. 181, January 2017      
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the ILO rate, particularly in the peripheral countries (see Fig. 14). As the recovery continues, 
there should be a greater degree of price and wage adjustment. 

Although the ECB's choices in the coming months will continue to be affected by the degree of 
confidence in a sustained increase in inflation towards target (see Fig. 15), monetary policy is 
already changing direction. In March, the ECB estimated that the degree of confidence in a 
return of core inflation to 1.7% by end-2019 was higher than in December and, not 
unexpectedly, decided to change guidance on purchases and dropped reference to increasing 
quantitative easing. Although Draghi tried to play down the change in the statement, there is no 
doubt this is one more nail in the coffin of the APP. Removing the easing bias was a mandatory 
step to announcing the end of the asset purchase programme by July. We remain convinced 
that the ECB will scale back monthly purchases to EUR 10Bn in 4Q this year and then completely 
mothball the programme.  Between 2015 and end-2018, the ECB will have purchased EUR 
2,580Bn of public and private securities (assuming it purchases an average of EUR 10Bn per 
month in 4Q18), bringing the total balance sheet to EUR 4,800Bn, over twice the size it was at 
end-2014 (see Fig. 17). The asset management policy will probably continue making 
reinvestments until 2021 (in the US, the Fed started to taper purchases three years after the end 
of QE). But the real market mover in 2018 will be a revision to interest rate guidance. We do not 
expect any news before the autumn, although the Council may want to explain what it means 
by interest rates remaining at present levels "well past the horizon of our net asset purchases". 
We think it would be reasonable for the ECB to start a cycle of hikes in the first half of 2019. At 
the end of Draghi's mandate, unconventional policies are likely to be mothballed. In any event, 
the rate hike cycle in Europe should be moderate: the market is currently expecting Euribor to be 
marginally positive at end-2019, and expectations of rate rises have reduced since mid-February 
(see Fig. 18). 

Macro forecasts 
 2017 2018f 2019f 2016 2017 2018 2019p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 2.5 2.4 1.9 2.0 2.1 2.4 2.7 2.7 2.6 2.4 2.2 2.2 2.0 
- q/q change    0.6 0.6 0.7 0.7 0.6 0.6 0.5 0.5 0.5 0.5 
Private consumption 1.7 1.7 1.7 0.5 0.5 0.5 0.3 0.2 0.6 0.5 0.5 0.4 0.5 
Fixed investment 3.1 3.5 3.2 0.8 0.2 1.7 -0.2 0.9 1.2 1.1 0.8 0.7 0.9 
Government consumption 1.2 1.3 1.1 0.3 0.2 0.4 0.4 0.3 0.3 0.3 0.3 0.3 0.3 
Export 5.3 5.2 4.1 1.6 1.3 1.2 1.6 1.9 1.3 0.9 0.8 1.0 1.4 
Import 4.3 5.0 4.2 1.8 0.2 1.8 0.6 1.1 1.6 1.1 1.1 1.3 1.2 
Stockbuilding (% contrib. to GDP) 0.0 0.1 -0.1 0.2 -0.2 0.2 -0.1 -0.2 0.0 0.1 0.1 0.3 -0.2 
Current account (% of GDP) 3.1 3.0 2.9           
Deficit (% of GDP) -1.1 -0.9 -0.8           
Debt (% of GDP) 89.3 87.2 85.2           
CPI (y/y) 1.5 1.6 1.7 0.7 1.8 1.5 1.5 1.4 1.3 1.7 1.7 1.8 1.6 
Industrial production (y/y) 2.9 1.9 1.9 2.5 1.3 2.7 3.6 4.2 3.4 2.7 1.7 0.1 1.1 
Unemployment (%) 9.1 8.5 8.3 9.7 9.5 9.1 9.0 8.7 8.6 8.5 8.5 8.4 8.3 
3-month Euribor -0.3 -0.3 0.0 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 
EUR/USD 1.13 1.23 1.26 1.08 1.06 1.10 1.17 1.18 1.23 1.23 1.23 1.24 1.26 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Confidence surveys continue to point to a pick-up in 
growth 

 Fig. 2 – Demand is at pre-crisis levels in all sectors 

 

 

 
Source: Chart based on Thomson Reuters-Datastream   NB: the figures are shown in standard deviations from the long-term mean.  

Source: European Commission sector confidence surveys. Intesa Sanpaolo chart from 
Thomson Reuters-Datastream 

 
Fig. 3 – Exchange rate has limited impact; global demand has 
greater effect on exports 

 Fig. 4 – A drop in the ESI in the coming months would still be 
compatible with further above-potential growth 

 

 

 
Source: Chart based on Thomson Reuters-Datastream   Source: Chart based on Thomson Reuters-Datastream 

 
Fig. 5 – Output gap will close in early 2018  Fig. 6 – No sign of "excessive" indebtedness 

 

 

 
NB: Core:Ger+Fr+Belg+Nl, Periphery: It+Sp+Pt+Irl+Gr  
Source: Chart based on Thomson Reuters-Datastream  

 Source: Chart based on Thomson Reuters-Datastream 
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Fig. 7 – The main growth support still comes from ECB 
measures 

 Fig. 8 – Bloomberg financial condition index still points to 
accommodative conditions 

 

 

 
Source: Chart based on Thomson Reuters-Datastream   Source: Chart based on Thomson Reuters-Datastream 

 
Fig. 9 – Corporate investment has embarked on a more solid 
cycle 

 Fig. 10 – High capacity utilisation and profits consistent with 
solid growth in investments 

 

 

 
Source: Chart based on Thomson Reuters-Datastream   Source: Chart based on Thomson Reuters-Datastream 

 
Fig. 11 – Consumer spending boosted by employment growth   Fig. 12 – Despite the widespread fall in unemployment ... 

 

 

 
Source: Chart based on Thomson Reuters-Datastream  NB: Core:Ger+Fr+Belg+Nl, Periphery: It+Sp+Pt+Irl+Gr Source: Chart based on Thomson 

Reuters-Datastream 
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Fig. 13 – ... wage growth remains weak  Fig. 14 – Slack in the labour market is still greater than ILO 
unemployment rate would suggest 

 

 

 
NB: Labour costs in industry, services and construction. Core:Ger+Fr+Belg+Nl, 
Periphery: It+Sp+Pt+Irl+Gr 
Source: Chart based on Thomson Reuters-Datastream 

 Source: Chart based on Thomson Reuters-Datastream 

 
Fig. 15 – ECB choices still "conditional" upon a sustained return 
of core inflation to 1.8% throughout the area 

 Fig. 16 – Core inflation and cyclical conditions are "an odd 
couple" 

 

 

 

Source: Chart based on Thomson Reuters-Datastream  NB: The graph shows the contribution estimated by the ISP model for inflation, net of 
seasonal energy and food, of the explanatory variables where c is constant, OGC-2 is 
lag 2 of the output gap level, DOCG-3 is lag 3 of the change in the output gap 
compared with a year before, BRT is the year-on-year change in the price of oil lagged 
by 2 periods, exch rate is a moving average of the change in the effective exchange 
rate lagged by 5 periods, wages is the change in labour costs. 
Source: Chart based on Thomson Reuters-Datastream 

 
Fig. 17 – The ECB's balance sheet has more than doubled in the 
last 4 years and will remain close to EUR 5Trn for an "extended 
period of time" 

 Fig. 18 – The market expects a moderate hiking cycle from mid 
2019 

 

 

 

NB: estimates assume that the ECB will purchase EUR 10Bn per month in 4Q18. As a 
reminder, the Fed’s balance sheet quadrupled between 2008 and 2013. Source: Chart 
based on Thomson Reuters-Datastream 

 NB: Euribor futures contracts, June and December 2019. 
Source: Chart based on Thomson Reuters-Datastream 
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Germany: take three 

After the longest political impasse in the post-war era, Angela Merkel has succeeded in what 
initially seemed a lost cause – to return to government for a third term with the social democrats 
(SPD). The government agreement was definitively approved on March 4th. This time, Groko will 
have a smaller majority in parliament than in 2013 (see fig. 1), and the space for reform could 
therefore be limited; some fear that the new government will not last to the end of the 
legislature. The new executive will have to get to work quickly after five months of deadlock. 
The SPD obtained six ministries, including the foreign and finance ministries. However, the 
appointment of Olaf Scholz, the former mayor of Hamburg, as the new Minister of Finance does 
not represent a change in direction in the management of the public accounts. The “schwartz 
null” (black zero) rule requires the structural balance to remain in the black. The coalition 
agreement provides for greater fiscal stimulus for the economy in the amount of EUR 45-47Bn 
from 2018 to 2021 (1.5% of GDP). The country should, however, maintain a budget surplus of 
around 1.0%, since, under current legislation, the budget surplus should exceed 1.5% of GDP 
in 2020, from 1.1% last year. Public debt is expected to fall below 60% in 2020, from 68.1% in 
2017, thanks to solid nominal growth and the maintenance of the budget surplus. The other 
key points of the government agreement include the European governance reform and a more 
active role for Germany in guiding the debate. One of the points proposed is the transformation 
of the ESM (European Stability Mechanism) into a European monetary fund. However, 
expectations of pervasive reforms should be managed. Not only a large part of the German 
establishment but also other Northern European countries are opposed to risk sharing and to a 
European budget and finance minister. There are also plenty of challenges from foreign policy, 
given the pressures from the US administration. At home, the Groko will have to balance the 
opposition from Alternative für Deutschland. In Germany, the main opposition party enjoys a 
series of privileges including chairing important parliamentary commissions. 

The new government will begin its work benefitting from a very solid macroeconomic footing. 
Compared with three months ago, we confirm our GDP growth forecast of 2.3% in 2018, from 
2.5% in 2017 (2.2% stripping out calendar effects). Expansion may also continue into 2019, 
when growth will remain close to 1.9%. The period of maximum growth is likely to be behind 
us, partly because the country is operating with increasing capacity constraints. The output gap 
is now closed, and will return to ample positive territory by mid-2019. The ILO unemployment 
rate is below the NAIRU (see fig. 13). We are now beginning to see the first signs of moderation 
in the cycle. Having reached new all-time highs at the end of 2017, the IFO retreated in February 
and March and suggests that growth could be slightly lower than the 0.6% qoq recorded in 4Q 
(see fig. 2). Industrial production made a relatively strong start to the year, but growth for 1Q 
(0.5% qoq) was lower than that of end-2017 (+1.0% qoq). Having said that, we do not expect 
a trend reversal in industry or services activity in the next few months. Manufacturing activity will 
be supported by the solid increase in orders for capital goods, both domestic and abroad, 
registered in the last few months of 2017 (see fig. 4). German exports continue to benefit from 
the recovery in world trade. The end of 2017 saw a marked upturn in trade flows to Eastern 
Europe, the rest of the Euro zone, the US and the UK (see fig. 5). The appreciation in the 
effective exchange rate (+7% since April) has, at least for now, had a negligible effect on the 
trend in import prices (-0.1% yoy in February 2018). We can therefore see that the pass-through 
is weaker than in the past7 . The contribution of foreign trade to GDP growth will remain 
marginally positive in 2018. Over the year, imports will grow (+6.7%) more than exports 

                                                           
 
7 A study by the ECB in 2016 (see Working Paper no. 1955) illustrates that the pass-through of exchange 
rate movements into German prices and the braking effect on exports are much lower than in other Euro 
zone countries, because German companies are managing to hold sales prices steady, due to greater export 
specialisation. 

Anna Maria Grimaldi 

Habemus Groko, but the 
government now has a smaller 
majority 

No real change in direction in 
fiscal policy, despite the 
commitment to increase 
spending in the next three 
years 

 

European governance reforms 
will continue to be slow. 
Opposition is not just German 

Expansion may continue, but 
may have peaked 

Manufacturing driven by 
strong export growth 



Macroeconomic Outlook 
March 2018 
 

18 Intesa Sanpaolo – Research Department 

(+6.2%), but given the jump in exports seen at the end of 2017 (+2.7% qoq), the average 
contribution from next exports will stay positive. PMI and IFO surveys suggest that exports 
remained strong at the beginning of 2018. Growth will also remain solid in services and trade, 
according to IFO survey indications (see fig. 3). GDP growth will continue to be supported largely 
by domestic demand, which is expected to grow by 2.0%, after 2.3% last year. Investment in 
machinery is expected to stay the driving force, given strong fundamentals and growing 
capacity constraints. We expect corporate spending to increase by 4.8% on average in 2018, 
from 4.4% in 2017. In detail, the IFO survey for construction suggested a slight slowdown in 
activity over the next few months. Yet, orders remain extremely solid (see figs. 9 & 10). We are 
therefore likely to see an upturn in investment in construction in national accounts data (which 
only include completed projects) in the first half of 2018 (at an average of 1.4% qoq, after the 
fall of the six previous months). Household consumer spending slowed in the second half of last 
year (on average -0.15% qoq after +0.7% qoq in the 12 previous months). The fall in consumer 
spending is likely to be a temporary phenomenon, as indicated by retail sales and car 
registrations data. However, it is likely that consumer spending has already peaked. In the last 
few quarters, the savings rate has increased further, to 10%, which may be justified by 
precautionary reasons alone. 2018 will see the renewal of both the metalworkers’ contracts (3.5 
million workers who obtained an overall rise of 4.8% in the 27 months from April 2018 and 
March 2020, plus a one-off rise in 2018-19) and the contracts for engineers and workers in the 
construction and industry, automotive and public sectors. The new agreements will cover 
approximately 9.5 million workers (21% of the total). Overall, we are likely to see an upturn in 
contractual wages of 2.6% in 2018 and of 3.0% in 2019, from 2.1% in the two previous years. 
Inflation is expected to rise steadily to 1.8% in 2018 and stay close to that level beyond, in part 
eroding wage increases. Wage growth remains sluggish compared with labour market 
conditions. One explanation is that the recent falls of the unemployment rate below the NAIRU 
was made possible by the influx of workers from the rest of the EU, which limited pressures on 
wages. In 2017, 709,000 new jobs subject to social security contributions were created (average 
growth of 2.2% yoy), of which around a half were taken by non-German workers, according to 
Bundesbank estimates. Furthermore, there has been an improvement in the process of 
integrating refugees, who, as well as holding “mini jobs” and temporary positions, accounted 
for a tenth of the increase in employment in 2017. We do not rule out further falls in the U6 
expanded unemployment rate, which remains well above (close to 9%) the ILO rate (3.8%). The 
probability of breaking out of long-term unemployment has decreased, while the probability of 
moving from short-term unemployment to employment has risen. 

Macro forecasts 
 2017 2018f 2019f 2016 2017 2018 2019p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) * 2.2 2.3 1.9 1.9 2.1 2.3 2.7 2.9 2.6 2.4 2.1 2.0 2.0 
- q/q change    0.4 0.9 0.6 0.7 0.6 0.6 0.5 0.4 0.5 0.5 
Private consumption 2.1 1.7 1.8 0.6 0.8 0.9 -0.2 0.0 0.7 0.6 0.5 0.4 0.5 
Fixed investment 4.0 4.0 3.9 -0.1 2.6 1.6 0.5 0.1 1.3 1.5 1.2 1.0 0.9 
Government consumption 1.6 1.7 1.8 0.5 0.3 0.3 0.5 0.5 0.3 0.5 0.5 0.4 0.5 
Export 5.3 6.2 4.3 1.3 1.7 1.0 1.8 2.7 1.4 0.9 1.2 0.9 1.2 
Import 5.6 6.7 5.0 2.5 0.4 2.4 1.1 2.0 1.9 1.6 0.8 1.4 1.8 
Stockbuilding (% contrib. to GDP) 0.0 -0.1 -0.3 0.4 -0.8 0.3 0.3 0.0 -0.1 0.0 -0.4 0.2 0.2 
Current account (% of GDP) 8.2 7.7 7.3           
Deficit (% of GDP) 0.9 1.0 1.1           
Debt (% of GDP) 64.8 61.2 57.9           
CPI (y/y) 1.7 1.7 1.9 1.0 1.9 1.6 1.7 1.6 1.4 1.8 1.8 1.8 1.9 
Industrial production (y/y) 3.3 3.7 2.2 2.1 0.8 3.4 4.2 4.9 4.5 3.7 3.7 3.0 2.4 
Unemployment (%) 5.7 5.4 5.2 6.0 5.9 5.7 5.7 5.5 5.4 5.4 5.3 5.3 5.3 
10-year yield 0.33 0.74 1.36 0.11 0.25 0.31 0.40 0.38 0.61 0.63 0.75 0.97 1.15 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 3 – Manufacturing again saw strong growth at the 
beginning of 2018, thanks to... 

 Fig. 4 – ...the sharp increase in orders from abroad 

 

 

 
NB. Six-month moving averages. Source: IFO via Thomson Reuters-Datastream  Source: FSO via Thomson Reuters-Datastream 

 
Fig. 5 – Boom in German exports to Eastern Europe and to 
advanced countries 

 Fig. 6 – Growth over the forecast horizon will still be driven by 
domestic demand, but the baton will pass from consumption 
to corporate investment 

 

 

 
Source: FSO via Thomson Reuters-Datastream  Source: FSO via Thomson Reuters-Datastream 

 
Fig. 7 – Fundamentals and...  Fig. 8 – ...the high use of production capacity consistent with a 

more buoyant trend in investment spending 

 

 

 
Source: FSO via Thomson Reuters-Datastream  Source: FSO via Thomson Reuters-Datastream 
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Fig. 9 – Trend in permits and...  Fig. 10 – ...orders suggests resilient construction investment 

 

 

 
Source: FSO via Thomson Reuters-Datastream  Source: FSO via Thomson Reuters-Datastream 

 
Fig. 11 – Private consumer spending has now peaked. Financial 
conditions will continue to be highly expansionary, but 
employment and real salaries are expected to slow. 

 Fig. 12 – Savings rate rising 

 

 

 
Source: FSO via Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. 13 – Unemployment is below the NAIRU  Fig. 14 – Phillips curve flatter in the last few years 

 

 

 
Source: Intesa Sanpaolo chart from FSO and OECD (NAIRU) data  Source: Intesa Sanpaolo chart from FSO data 
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France: another year of above-potential growth 

2017 was the best year for the French economy since 2001, with GDP reaching 2.0%, up from 
1.1% in 2016. This was mainly due to the investment component, which rose last year by 1.2%, 
due to increased household investment (+5.4% yoy vs +2.4% yoy), up for the second 
consecutive year after four years of contraction. Investments in manufacturing also played an 
unexpected key role, with average growth of 4.4% yoy, up from 3.6% yoy. Despite the end of 
the additional depreciation scheme last June, companies maintained a growth rate of over 5% 
yoy in 2H. The economy ended 2017 on an upswing (+0.6% qoq, revised up by one-tenth of a 
percentage point from +0.5% qoq in Q3), and thus, the starting point for 2018 is positive. 
However, in 1Q we expect activity to slow (+0.4% qoq), due in particular to the slowdown in 
the manufacturing sector. For the current year, the economy is expected to expand at a very 
strong pace (2% yoy), driven by a recovery in consumption and again by investments, and 
starting to slow in 2019 (1.8% yoy).   

In 2017, household consumption slowed in comparison with 2016, and after hitting a high of 
0.6% qoq in 3Q, consumption slowed in 4Q to 0.2% qoq. In January, consumer spending again 
dropped (-1.9% mom from -1.2% mom), due in particular to lower energy needs and a decline 
in spending on clothing due to the adverse weather: the weak start to the year and data 
available to date suggest that consumption will make a negative contribution to 1Q results. In 
the remainder of 2018, once these temporary factors have been overcome, consumption is 
projected to resume growth broadly in line with last year (+1.1% yoy from +1.3% yoy), on the 
back of stronger disposable income brought about by the positive cycle and household 
confidence, which remains above the historical average with a well-established propensity to 
spend. However, the hike in personal income tax in the spring will have a negative impact on 
confidence and consumption; we think this will be partially offset further down the line after the 
expected tax pressure eases off next autumn, which will kick-start consumption in 2019. 

As already noted, investment should be a key contributor again in 2018 due to the combined 
growth of all its components: although slowing since 2017, residential investment will 
strengthen uniformly in 2018 after years of decline as a result of a growing property market, as 
confirmed by data on the rate of new home construction. Investment in manufacturing will also 
have a positive contribution in line with that seen last year (+4.1% yoy from +4.4% yoy), 
boosted by the projected reductions in corporate tax, which will increase profit margins. Lastly, 
in 2018, public investment will also start growing again after a very long decline (0.8% yoy from 
-0.9% yoy) due to the government’s infrastructure projects, which will start to take shape this 
year. Overall, the investment component should grow by 3.3% compared with 3.7% last year. 

Business confidence is improving further, with manufacturing confidence poised to rise from 
112 to 113 at the end of 2017 according to the INSEE index. After rising by 2.4% last year, 
industrial output is likely to grow by about 1% this year; for the current quarter, the 
exceptionally mild temperatures have had a negative impact on the start of 2018, with output 
en route to decline by -1.7% qoq, from 1.6% qoq, and with a potential negative contribution of 
about two-tenths of a percentage point to GDP. Services saw a slight correction in January-
February from 109 to 107 according to the INSEE index, with confirmation coming from the 
PMIs, which corrected marginally to 58.6, but confidence is still firmly in place for a continuation 
of activity at the pace seen in November-December. Lastly, in the building sector, the increase in 
residential investment is driving the segment (+0.3% qoq at end-2017, up from +0.2% qoq in 
Q3), which will also continue to recover, as confirmed by the confidence indices, which were 
consistently around 107 in the first two months of the current year. However, in France, too, the 
services and manufacturing indicators now seem to be at their highs since the second half of 
2017; thus, it is possible that the pace of activity will gradually normalize. 
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International trade will again remain strong in 2018 driving exports to countries in the Euro zone 
(France’s largest market) and to international partners. This year exports should grow by 5%: the 
strong start to 2018 should contribute to good export performance in 1Q (at 0.9% qoq, from 
2.4% qoq); after that, we expect a gradual slowdown, which will be more pronounced in the 
autumn. On the other hand, imports should be less dynamic this year due to the moderation of 
consumption (2.6% yoy from 4.1% yoy). The overall effect on net exports will be a positive 
contribution of about 0.2 this year after 0.3 in 2017. The trade balance deficit is expected to 
improve this year due to the contribution of exports and the slowdown in consumption, 
dropping from 10.8% of GDP in 2017 to 9.4%. 

Consumer prices should continue to rise in 2018 in the wake of a favorable statistical effect and 
the rebound in oil prices causing inflation to accelerate during the year to an average of 1.3%, 
up from 1.0% in 2017 (national index). Starting in 2019, inflation should continue to climb 
towards 1.5% owing to pressures from the labour market followed by energy prices. Excluding 
food, energy and tobacco, the core index will rebound by two-tenths of a percentage point this 
year from 0.4% to 0.6% and then rise more significantly in 2019 to 1.3%. 

Unemployment dropped significantly last year, falling by some seven-tenths of a percentage 
point to 8.9% in the last quarter, from 9.6%, resulting in an annual average of 9.4% for 2017, 
down from 10.1%. This beat expectations, but is still higher than the Euro zone figure, and is 
now on a level with very few other countries in southern Europe. Last year the labor market 
created a total of about 280,000 new jobs, of which nearly 270,000 were in the private sector8 
(the best performance since 2015). The rise in employment is also expected to continue in 2018, 
but less so than in 2017 (+0.8% yoy vs +1.1% yoy) due to the expiration last year of 
government incentives to reduce labor costs: thus, the increase in the number of people in work 
should allow unemployment to drop further at a rate of about one-tenth of a percentage point 
per quarter, resulting in an annual average of 8.9%. During the current quarter, unemployment 
could again go up marginally to 9.0% after the exceptionally strong figure for December. 

In 2017, the nominal deficit in public accounts returned to below 3% (2.9%) for the first time in 
a decade, at last allowing the country to emerge from the excessive deficit procedure. Owing 
partly to the strength of the cycle, for the current year, the deficit should stabilize at the end-
2017 level, or at most rise by one-tenth of a percentage point, returning to the 3.0% threshold, 
due to the government’s projected spending and the tax cut planned for the autumn. Based on 
the planning documents, higher expenditure should be covered by spending cuts, and thus 
government finances seem to be under control; we do not foresee any dangerous spending 
increases in the short term, and in any case, an increase in the structural deficit was already 
anticipated and should be around two-tenths of a percentage point (from -2.4% to -2.6%). 
Public debt for the current year is expected to stabilize at 97% from 96.9% in 2017. 

                                                           
 
8  Employees in construction also rose in 2017; this was a very positive figure since employment in the sector 
has been falling steadily since 2001, indicating that the crisis is almost over in this sector as well.  
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Macro forecasts 
 2017 2018f 2019f 2016 2017 2018 2019p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 2.0 2.0 1.9 1.2 1.2 1.9 2.3 2.5 2.2 2.1 2.0 1.8 1.9 
- q/q change    0.5 0.7 0.6 0.5 0.6 0.4 0.5 0.4 0.5 0.5 
Private consumption 1.3 1.1 1.6 0.7 0.3 0.3 0.6 0.2 0.2 0.2 0.3 0.4 0.5 
Fixed investment 3.7 3.3 2.4 0.5 1.7 0.9 0.9 1.2 0.7 0.7 0.6 0.6 0.6 
Government consumption 1.6 1.4 1.2 0.3 0.4 0.5 0.6 0.3 0.3 0.3 0.3 0.3 0.3 
Export 3.3 5.1 3.0 1.0 -0.7 2.2 1.0 2.4 0.9 0.9 0.8 0.8 0.7 
Import 4.1 2.6 3.0 0.8 1.1 0.0 2.2 0.3 0.1 0.6 1.0 0.8 0.7 
Stockbuilding (% contrib. to GDP) 0.2 -0.5 0.1 -0.2 0.6 -0.6 0.2 -0.5 -0.2 0.0 0.1 0.1 0.0 
Current account (% of GDP) -2.8 -2.9 -2.7           
Deficit (% of GDP) -2.9 -3.0 -3.0           
Debt (% of GDP) 96.9 97.0 96.9           
CPI (y/y) 1.2 1.5 1.5 0.7 1.5 1.0 0.9 1.2 1.4 1.6 1.8 1.4 1.0 
Industrial production (y/y) 2.4 1.1 2.6 0.5 0.8 1.8 3.2 3.9 1.8 1.3 0.9 0.3 2.2 
Unemployment (%) 9.4 8.9 8.6 10.0 9.6 9.4 9.6 8.9 9.0 8.9 8.8 8.7 8.7 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 

 
Fig. 1 – Contribution to the formation of GDP  Fig. 2 – GDP and confidence indicators  

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 
Fig. 3 – Household spending, purchases of durable goods and 
consumer spending 

 Fig. 4 – Retail sales and household confidence  

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 
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Fig. 5 – Residential investment and construction sector activity    Fig. 6 – Industrial output and GDP 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 
Fig. 7 – Activity indices in the various sectors  Fig. 8 – Production capacity utilization and level of investment 

as a % of GDP 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 
Fig. 9 – Trade balance  Fig. 10 – Expected and structural unemployment 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 

 Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream 
data 
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Italy: calm but variable weather 

2018 should mark the fifth consecutive year of expansion for the Italian economy, although pre-
crisis GDP levels will only be matched in 2022, based on our estimates. The year is expected to 
start well, with a possible quarterly reacceleration to 0.4-0.5% q/q, after the marginal slowdown 
observed at the end of 2017 (to 0.3% q/q). Subsequently, growth may lose some steam in the 
course of the year, due to less lively global demand and to the effects of the strong exchange 
rate. The evolution of the political picture could affect the cycle in particular looking into 2019, 
most markedly in the form of fiscal policy management. All considered, we estimate growth in 
our base case scenario at 1.3% in 2018 and 1.2% in 2019; in our view, risks to these estimates 
are skewed upwards this year and downwards next year (when uncertainty will be particularly 
high). 

Final domestic demand should continue to grow in 2018, by 1.5%, in line with the average for 
the previous three years, and subsequently slow moderately in 2019, to 1.1%. Growth would be 
even stronger net of the contribution of inventories, which in 2018-19 as well should represent 
a drag on GDP, as was already the case in the previous two years. Whereas in the initial phase of 
the recovery (2014-15) the leading factor was the rebound in consumption, driven by the fiscal 
bonus, falling inflation, and the effects on employment of social contribution incentives, in the 
present phase of the cycle consumption growth continues, but is gradually losing steam (from 
1.9% in 2015 to 1.4% on average in 2016-17, and to 0.9% on average based on our estimates 
in 2018-19). The baton of the recovery now seems to have been passed on to investments, 
which should prove to be the main engine of growth in 2018, accelerating to around 5% (from 
3.9% in 2017), driven by spending on machinery and equipment (after the spectacular recovery 
in investments in means of transport registered in previous years, of 30% per year). The 
construction sector deserves to be treated separately. After being the hardest hit by the crisis (-
37% from the pre-crisis peaks hit at the end of 2017), we do not expect the sector to accelerate 
from the +1.5% trend observed in 2016-17, after nine consecutive years on the decline. 

A crucial factor for the domestic demand will be the evolution of the employment picture, 
which in the course of 2017 was not entirely favourable: 1) on the one hand, employment 
numbers hit a new long-term high, with the employment rate back at its strongest levels in 
almost 10 years (a 58.1% a January 2018); this supported a further drop in unemployment 
levels (to 11.1% in January 2018, from 11.7% a year earlier), among youths as well (to 31.5% 
from 37.5%), held back only by the ongoing decline in the number of inactive and discouraged 
workers; furthermore, work hours increased, mostly as a result of the reduction in involuntary 
part-time workers (and of redundancy schemes); 2) on the other hand, there were some less 
encouraging signals: new employment created after the expiration of contribution incentives on 
permanent work contracts was almost entirely temporary. Going forward, we think employment 
could lose further steam in 2018-19 (+0.7% on average in 2018-19), which will not prevent a 
further drop of the unemployment rate (to 10.7% this year and 10% in 2019), as the recent 
downtrend in inactive workers is destined to slow (we estimate little changed labour forces in 
2018-19, after an average increase of +0.8% over the last biennium). As well as the expiration 
of tax incentives on new permanent-contract hirings, and of this year’s more selective measures 
(addressed to youths, women and Southern Italy), unless specific action is taken, in the course of 
2018 the contribution cuts applied to workers hired in 2015 will also expire. 

Already in 2017, for the first time since 2013, foreign demand has also resumed contributing to 
GDP growth, in a context of robustly accelerating trade flows in both directions. In particular, a 
very encouraging aspect was the acceleration in exports (+6% in real terms, based on national 
accounts data), despite the strengthening of the exchange rate (especially against the dollar). In 
general, Italian exports have recently performed slightly better than the Eurozone average, and 
better than signalled by potential demand addressed to Italy. This could be explained by a 
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recovery in competitiveness resulting from lower unit labour cost (-0.3% for the economy as a 
whole in 2017). As a result, after losing shares of global trade since 2000, the country seems to 
have reversed this trend, scoring a marginal recovery already starting in 2013, and has probably 
built on it in the recent period. Going forward, we believe that in the 2018-19 biennium as well, 
foreign trade may contribute positively to growth, despite a likely physiological slowdown in 
flows in both directions following the 2017 boom. We continue to believe that the negative 
effects of the strong exchange rate on exports could prove weaker in the present phase than in 
the past, for both structural reasons (higher invoicing of imports in local currency, higher import 
content of exports), and cyclical reasons (domestic demand is playing a stronger role in the 
present recovery than in past cycles). 

As regards public finances, the 2017 balance, at least based on provisional estimates, was better 
than expected. The deficit/GDP ratio was 1.9%, vs. 2.1% as indicated in the government’s 
policy framework scenario, with a sharp improvement compared to 2.5% in 2016. The primary 
surplus also beat expectations, at 1.9% of GDP from 1.5% in the two previous years (the target 
for 2017 was 1.7%). Also, the improvement took place despite a further easing of fiscal 
pressure, to 42.4% of GDP from 42.7% the previous year. The debt/GDP ratio decreased to 
131.5% from 132% in 2016, roughly in line with the government’s target (131.6%). However, 
public finance data do not take into account the effects of the compulsory administrative 
winding up Banca Popolare di Vicenza and Veneto Banca, on which Eurostat’s valuation is 
pending, and which could imply a worsening of debt estimates. Going forward, the evolution of 
fiscal policy (and its effects on the cycle) will evidently depend on political developments. Risks 
seem limited in 2018: the DEF should be penned (by 10 April) by the outgoing government, and 
include only public finance projections under unchanged legislation; in any case, after its 
submission to the EU Commission by 30 April, Brussels could ask Italy to implement a structural 
correction worth two tenths of GDP for this year, which will be hard to achieve without a new 
government in office. Crunch time will come in the autumn, when the public finance picture for 
2019 will have to be defined. In theory, next year Italy should implement a structural correction 
in excess of half a point of GDP, i.e. at least 0.6%; as based on the latest official forecasts the 
balance is set to improve by 0.4%, a structural adjustment worth two tenths of GDP remains to 
be implemented; on top of this, safeguard clauses need to be covered, worth 12.5 billion, i.e. 
0.7% of GDP in 2019 (and 19.2 billion in 2020, or 1% of GDP). In essence, a budget amounting 
to at least 0.9% of GDP would be required for 2019.  

Our different public finance scenarios are summarised in Charts 15 and 16, in which we 
compare the targets included in the latest official public finance document (the DEF financial 
and economic document update note, published last September) and our forecasts under three 
scenarios: sterilisation of safeguard clauses by means of measures with a relatively contained 
multiplier (as has been the case over the past few years); triggering of the clauses, with an 
increase in VAT (which would have less virtuous effects on public finance than the previous case, 
given the retroactive impact in terms of slower growth); prevention of the VAT hike, but without 
any funding measure. In the latter case, the deficit in 2020 would close in dangerously on 3% 
(2.6%), and debt would stay above 129% of GDP. All this without assuming further 
expansionary measures are adopted, such as those in the campaign manifestos of almost all the 
major parties, and in particular of those rewarded most by Italian electors on 4 March. 

A situation of ungovernability, on condition of lasting for a relatively short period of time (less 
than one year), would probably have only limited effects on the economy, as has been the case 
in other countries. However, these other countries did not have to face the task of preventing an 
automatic VAT hike, which would have far from negligible effects on the cycle, as mentioned 
above. In fact, in the near term, at least from the point of view of fiscal discipline, 
ungovernability could be preferable to a new government set on implementing even only a 
substantial part of the measures promised during the election campaign. In any case, once a 

Fiscal policy orientation in 
2019 will depend on political 
developments, and will be 
crucial for the evolution of the 
cycle next year  



 Macroeconomic Outlook 
March 2018 

 

Intesa Sanpaolo – Research Department 27 

government is formed, it will be important not to undermine confidence in the fact that efforts 
will continue to be made to consolidate public accounts, and that no U-turn is made in the 
process of implementing structural reforms. 

Macro forecasts 
 2017 2018f 2019f 2016 2017 2018 2019p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 1.5 1.3 1.2 1.1 1.3 1.6 1.7 1.6 1.5 1.4 1.3 1.3 1.2 
- q/q change    0.4 0.5 0.4 0.4 0.3 0.4 0.3 0.3 0.3 0.3 
Private consumption 1.3 1.0 0.8 0.3 0.6 0.1 0.4 0.1 0.3 0.2 0.3 0.2 0.2 
Fixed investment 3.9 5.0 2.9 2.5 -2.1 1.5 3.2 1.7 0.5 1.0 0.6 0.6 0.8 
Government consumption 0.1 0.1 0.3 0.2 0.2 0.0 -0.1 0.1 0.1 0 0 0.1 0.1 
Export 6.0 4.1 2.9 1.9 1.9 0.2 2.0 2.0 0.3 0.8 0.8 0.8 0.8 
Import 5.7 4.0 2.5 2.3 0.2 2.0 1.9 1.0 0.6 0.8 0.8 0.6 0.7 
Stockbuilding (% contrib. to GDP) -0.1 -0.3 -0.1 -0.2 -0.1 0.6 -0.4 -0.4 0.1 0.0 0.0 0.0 0.0 
Current account (% of GDP) 2.6 2.1 1.8           
Deficit (% of GDP) -1.9 -1.5 -1.2           
Debt (% of GDP) 131.5 129.9 128.3           
CPI (y/y) 1.3 1.2 1.6 0.2 1.3 1.6 1.3 1.1 0.9 1.0 1.3 1.7 1.6 
Industrial production (y/y) 3.7 2.8 1.8 3.4 2.2 3.9 4.7 3.9 4.2 3.5 2.0 1.4 1.2 
Unemployment (%) 11.2 10.7 10.0 11.8 11.6 11.2 11.2 11.0 11.0 10.8 10.6 10.5 10.3 
10-year yield 2.07 2.32 3.16 1.77 2.15 2.17 2.09 1.84 2.04 2.13 2.39 2.72 2.95 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 

 
Fig. 1 – Foreign trade is adding back to growth, while 
inventories are still a drag. Domestic demand is on course of a 
marginal slowdown 

 Fig. 2 – Forward looking indices are compatible with year-on-
year growth still in excess of 1% 

 

 

 
Note: GDP and contributions to GDP, average annual % chg. Source: Intesa Sanpaolo 
elaborations and forecasts on Istat data 

 Source: Thomson Reuters-Datastream 

 
Fig. 3 – The cycle of investments in machinery seems to have 
restarted at last…  

 Fig. 4 – …in line with the expectations of businesses for the 
economy 

 

 

 
Source: Thomson Reuters-Datastream Charting, Intesa Sanpaolo elaborations  Note: y/y % chg. investments in machinery and equipment (real). Source: Intesa 
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Fig. 5 – Policy uncertainty could weigh…  Fig. 6 – …especially in terms of the European comparison  

 

 

 

Note: y/y % chg. investments in machinery and equipment (real). Source: Istat, 
www.PolicyUncertainty.com (Scott Baker, Nicholas Bloom and Steven J. Davis) 

 Note: y/y % chg. investments in machinery and equipment (real), Eurozone vs. Italy. 
Source: Istat, www.PolicyUncertainty.com (Scott Baker, Nicholas Bloom and Steven J. 
Davis) 

 
Fig. 7 – The employment picture is double-sided, as it shows 
that on the one hand unemployment is still dropping (not due 
to a decline in the activity rate)… 

 Fig. 8 – …while on the other new employment created in the 
past year is entirely temporary in nature  

 

 

 
Source: Thomson Reuters-Datastream  Note: y/y % chg. Source: Thomson Reuters-Datastream 

 
Fig. 9 – Part-time employment is also declining (involuntary 
part-time work especially)… 

 Fig. 10 – …and is translating into an increase in work hours per 
employee 

 

 

 
Note: y/y % chg. Source: Thomson Reuters-Datastream  Note: y/y % chg. Source: Thomson Reuters-Datastream 
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Fig. 11 – In the present phase, exports are performing better 
than potential demand addressed to Italy… 

 Fig. 12 – …which may be due to the recovery in 
competitiveness resulting from the decline in the cost of labour 

 

 

 

Source: Oxford Economics Forecasting, Thomson Reuters-Datastream, Intesa Sanpaolo 
elaborations and forecasts 

 Note: y/y % chg. Source: Thomson Reuters-Datastream 

 
Fig. 13 – In the past few years, Italy seems to have recovered 
cost competitiveness  

 Fig. 14 – Unless safeguard clauses are funded, the path of the 
structural balance over the next few years will diverge from 
the one laid out by European rules 

 

 

 
Note: real effective exchange rate based on the cost of labour per product unit (level). 
Source: Thomson Reuters-Datastream 

 Source: Intesa Sanpaolo elaborations and forecasts on Italian government data 

 
Fig. 15 – The path of the deficit/GDP ratio will depend crucially 
on the political choices made on the safeguard clauses… 

 Fig. 16 – …as also the evolution of the debt/GDP ratio 

 

 

 
Source: Intesa Sanpaolo elaborations and forecasts on Italian government data  Source: Intesa Sanpaolo elaborations and forecasts on Italian government data 
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Fig. 17 – …although much will depend on the evolution of the 
political picture, as the outcome of the election failed to yield a 
clear majority, neither in terms of individual parties… 

 Fig. 18 – …nor of coalitions 

 

 

 
Note: House seats won by the main parties. Source: Italian Government, Intesa 
Sanpaolo elaborations 

 Note: % of the House vote won by the main coalitions. Source: Italian Government, 
Intesa Sanpaolo elaborations 
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Spain: the cycle is mature but still not overheating 

The Catalan crisis has abated for now. The region remains under the control of Madrid, since a 
new president has not yet been elected. Carles Puigdemont, who is living in exile in Brussels, 
had to withdraw his candidacy for leadership of Catalonia in February. Jordi Sánchez, who has 
been in jail since October, has also decided to pull out. Former regional minister Jordi Turull 
could now be in the running, but he too could face prosecution shortly. The Catalan issue has 
partly eroded support for the People's Party (PP) in favour of Ciudadanos (see Fig.1), and it is by 
no means certain that Rajoy's minority government will stay in power until the end of the 
parliamentary term (2020). However, this tricky and evolving political situation has failed to 
derail the growth phase, which is well above potential. GDP growth was 0.7% qoq in 4Q, as in 
3Q. Average Spanish growth in 2017 was 3.1%, half a point above Consensus Economics 
estimates from a year ago. The output gap has returned to positive territory, from a low of -8.8 
points at end-2013, and will continue to widen in the next few years since we expect the 
growth phase to continue, albeit at a gentler pace (2.6% in 2018 and 2.1% in 2019). 

For the next few months, confidence surveys are pointing to resilient growth rates in 2018 (see 
Fig. 2); note, however, that industrial output has fallen by 2.6% year-to-date. Spanish growth 
continues to be supported mainly by domestic demand. However, the growth path is more 
balanced than in the past, thanks to a more buoyant contribution from exports (see Fig. 3), 
which are benefiting from previous recoveries in competitiveness and greater diversification 
across dynamic geographical regions. If the more balanced growth rate is maintained, this could 
help strengthen support for the traditional parties and maintain the current account surplus; this 
would thus reduce the country's vulnerability to its high foreign debt position. For the moment, 
there are no signs that the country will have to contend with new excesses. 

The contribution of foreign trade will remain positive at close to 0.3%. Exports will grow by 
3.9% in 2018, from 5.0% in the two previous years. The foreign orders trend (see Fig. 3) points 
to export growth remaining solid in the next few months, but the national accounting data 
reveal a slowdown in the second half of last year. The increase in the euro’s effective exchange 
rate (+6% since April 2017) could weigh more on the exports’ outlook in Spain than in other 
Euro zone countries, since Spanish companies have less market power than their German 
competitors and might have to revise their prices to avoid losing market share9. But while it is 
reasonable to expect a gentler trend in exports, imports are also expected to slow to 3.9%, from 
4.4% previously. The country should therefore manage to maintain its current account surplus 
in the next two years. 

Domestic demand is driven in this phase by investment in machinery, which is still solid (see Fig. 
8), even though recent growth has been stronger than the usage of production capacity 
suggested. Confidence in capital goods to a continuation of the solid growth phase, but it is 
reasonable to assume some deceleration in capex ahead. Thus, we expect corporate spending to 
grow by 4.2% from 6.2% last year. Construction is also continuing to recover at a gentler pace 
(+3.9% in 2018, from 5.0% in 2017). For now, the contribution of construction to value-added 
is still well below its peak in 2007 (see Fig. 7). Growth in residential mortgages is 
underperforming house sales. The expansionary cycle may therefore continue, but will hopefully 
slow further in 2019, in order to prevent new excesses forming. 

Household consumption had already slowed in 2017, falling to 2.4% from +3.0% in the 
previous two years (see Fig. 9). We expect consumer spending to grow by around 2.0% in the 

                                                           
 
9 See ECB Working Paper no. 1955, September 2016 
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next two years. Real disposable income has benefited from higher-than-expected jobs growth, 
which was close to 2.8% in 2H17. All sectors have contributed to job creation, with services 
leading the way. The public sector has also started hiring again, and signs of wage growth in 
this sector have begun to emerge. Confidence surveys indicate that the recent pace of job 
growth will continue in the first few months of 2018, but it is reasonable to expect that it will 
moderate from the recent 2.3% y/y, already from mid 2018. After years of stagnation, nominal 
wages seem to have turned the corner (see Fig. 11), but we see limited room to manoeuvre 
unless the trend strengthens going forward. The unemployment rate fell by ten points from its 
peak in 2013 to 16.3% in February (see Fig. 12), but remains above pre-crisis levels. Moreover, 
excess supply in the labour market is much greater than the ILO unemployment rate would 
suggest: if the unemployment rate includes the marginally attached, it is still 26%, one of the 
highest in the Euro zone. Wage growth is likely to stabilize at around 1.0%, but purchasing 
power will be partly eroded by rising to 2.0% in 2H18. Households may no longer be able to 
draw on their financial reserves since the savings rate has returned to 2007 lows (see Fig.9). In 
2019, consumption is likely to benefit from a temporary decline in inflation to 1.6% on the back 
of a favourable base effect from energy. 

The strong economic expansion has had therapeutic effects on the public accounts. The deficit is 
expected to return to below the 3% threshold in 2018, from 4.5% in 2016. The improvement in 
nominal balances is largely cyclical. The European Commission expects the structural balance to 
be stable from 2017 to 2019. The country is therefore at risk of not achieving its medium-term 
targets. The European Commission estimates debt will fall to 95.5% in 2019, from 98.4% in 
2017. 

The risks to the scenario are to the downside from mid-2018 and mostly come from the 
international scenario. At a domestic level, the political situation is fragile, but there is unlikely to 
be a return to the polls in the next six months. From an economic point of view, although the 
cycle is mature, there are no signs of overheating or of an excessive increase in borrowing from 
households and corporates. The country must continue with the internal deleveraging process, 
given its high external debt. The private sector has contributed more than the public sector in 
the last few years; however, from 2017 to 2019, the public sector should make a significant 
contribution given the expected fall in the deficit. 

Macro forecasts 
 2017 2018f 2019f 2016 2017 2018 2019p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 3.1 2.6 2.1 3.0 3.0 3.1 3.1 3.1 2.9 2.6 2.5 2.4 2.2 
- q/q change    0.7 0.8 0.9 0.7 0.7 0.7 0.6 0.6 0.5 0.5 
Private consumption 2.4 2.1 1.7 0.4 0.4 0.8 0.7 0.6 0.5 0.5 0.4 0.4 0.5 
Fixed investment 5.0 4.1 2.4 0.8 2.8 0.6 1.4 0.7 1.2 1.2 0.5 0.8 0.7 
Government consumption 1.6 1.2 0.4 -0.6 1.1 0.5 0.4 0.4 0.3 0.2 0.2 0.2 0.1 
Export 8.3 6.5 2.9 2.0 4.3 1.7 0.8 2.4 1.9 1.6 0.7 1.0 0.9 
Import 4.7 3.1 3.6 0.6 3.7 0.5 1.0 0.0 0.8 1.0 1.2 1.0 0.8 
Stockbuilding (% contrib. to GDP) 0.0 0.1 0.1 0.1 0.0 0.0 0.0 0.0 -0.1 0.0 0.3 0.1 -0.2 
Current account (% of GDP) 1.8 1.8 1.9           
Deficit (% of GDP) -3.1 -2.4 -1.7           
Debt (% of GDP) 98.4 96.9 95.5           
CPI (y/y) 2.0 1.9 1.6 0.8 2.7 2.1 1.8 1.6 1.3 2.3 2.0 2.1 1.5 
Unemployment (%) 17.0 15.7 14.8 18.7 18.2 17.3 16.2 16.3 16.1 15.8 15.5 15.3 15.1 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – The Catalan crisis has eroded support for traditional 
parties, mostly PP. Ciudadanos now the leading party 

 Fig. 2 – Surveys show GDP growth stabilising at around 0.6% in 
the first few months of 2018 

 

 

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

 
Fig. 3 – Growth is less dependent on domestic demand  Fig. 4 – The country should maintain its current account surplus 

in the next two years 

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from Bank of Spain data 

 
Fig. 5 – Exports currently steaming ahead  Fig. 6 – Exchange rate has had limited impact so far 

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data 
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Fig. 7 – Construction and...  Fig. 8 – …investment in machinery supporting domestic 
demand 

 

 

 
Source: Intesa Sanpaolo chart from INE data  Source: Intesa Sanpaolo chart from INE and European Commission data 

 
Fig. 9 – Consumer spending has peaked. Households are 
spending out of their savings which are not far from 2007 lows 

 Fig. 10 – Employment still growing solidly for now, but a 
slowdown is reasonable 

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from INE data 

 
Fig. 11 – Nominal wages have turned the corner, but trend 
unlikely to strengthen 

 Fig. 12 – Unemployment rate still high compared with pre-crisis 
levels 

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from INE data 
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Netherlands: 2017 - the best year of the decade 

The Dutch economy recorded another exceptional year; GDP accelerated by two-tenths of a 
percentage point in 4Q while consensus expectations were at 0.8% qoq, from 0.4% qoq in 3Q, 
all of which contributed to the annual result of 3.2%, up from the previous figure of 2.1%, and 
the strongest figure in a decade. For the current quarter, we see a slowdown of around 0.6% 
qoq, with balanced risks to the forecast. Last year’s excellent result can be explained by domestic 
demand, accompanied by fairly lively consumption and investment. At the end of the year, the 
contribution of domestic demand was zero, with consumption recording a fall (-0.3% qoq, from 
0.4% qoq) and stagnant investment (at zero, from 2.1% qoq). Despite the year-end hiatus, we 
think that domestic demand will continue to make a considerable contribution to GDP growth in 
2018, a year in which we project that growth will moderate to 2.5%. Slowdown to below 2% 
expected from 2019. 

Household consumption is expected to bounce back in 1Q after contracting in 4Q17 (to 0.4% 
qoq from -0.3% qoq): the ESI consumer confidence index rose to historic highs in January, while 
consumer spending had already returned to positive territory in December. In the first two 
months of the year, household confidence and consumer spending figures were consistent with 
a rise in household spending that could last for the whole year, on the back of both the new 
fiscal stimulus measures to be implemented by the government in 2018-2019, and the positive 
ripple effects on household budgets from the property market. We expect a considerable 
increase in consumer spending, by 1.4% this year, slowing from 1.9% in 2017. From 2019 we 
could then see a normalisation in consumption. 

Morale is still extremely high in manufacturing: the CBS confidence index measured by the 
National Bureau of Statistics was at historic highs of 10.9 in February, up from 10.3, with the 
orders sub-index still at very high levels for the next three months; the employment index shows 
that one out of four of those interviewed has hiring intentions, especially in the automotive, 
construction and timber sectors; and the manufacturing PMI also rose in February to 63.4, the 
highest value recorded among Euro zone countries, all of which indicates that the 
manufacturing boom that started at end-2017 transferred into the new year. Growth in Dutch 
manufacturing has continued unabated for two years now, but, for the moment, the segment is 
showing no signs of stopping. We therefore forecast that industrial output will moderate from 
the second quarter, resulting in annual average growth of 1.5% in 2018, from 3.9%. 

Capital investment experienced a real boom in the three-year period 2015-17, with annual 
growth rates of 11.0%, 5.3% and 6.1% respectively. Although still growing, we expect a 
correction of around 3.8% in 2018, explained by both the manufacturing component – with the 
expected slowdown in exports from the second half of the year (which will only be partly offset 
by production capacity saturation) – and the residential component, due to the moderation in 
the housing boom after spring when the historic peak has been reached. Risks will be to the 
upside courtesy of the public spending component, which, according to the government’s plans, 
should make a positive contribution this year after two years of decline. 

Foreign trade was a major growth driver in 2017, with a contribution of 1.4 thanks to 
outstanding exports (+5.8% yoy); this was despite the strength of imports (+5.2% yoy), which 
were fuelled by consumption. For the current year, we expect exports to slow gradually, 
especially in the second half, due to the progressive rise of the euro: we forecast annual average 
exports to increase to 4% against still-buoyant imports (at 3.9% yoy, from 5.2% yoy last year), 
driven by consumption and investment. For the current year, the contribution of net exports is 
therefore expected to become slightly negative. 

Inflation in 2017 was 1.3% according to the harmonised index. At the start of the year, inflation 
jumped to 1.5% from 1.2% in December, and in the next few months is likely to continue 
accelerating modestly, resulting in an annual average of 1.5%, largely due to rising energy 
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prices. The core component is set to remain stable at just over 1% in the first half of the year 
and then slow slightly in 2Q (annual average at 1.1%, from 0.9% in 2017). The rise in indirect 
tax rates will contribute, in 2019, to a more significant acceleration in the CPI, which could 
reach 2%. 

Unemployment fell by another two-tenths of a percentage point to 4.2% in January, from 4.4% 
in December, confirming that the country has one of the lowest rates in the Euro zone, although 
it is still higher than the pre-crisis level (3.6% in November 2008); youth unemployment dipped 
below the pre-crisis level, to 7.4%, in the same month. In 2017, the annual average fell for the 
third consecutive year, to 4.8%, and we project a further fall this year, to 4.4%. Unemployment 
stands at 67.7% (+2.5% yoy in 2017), a historic high, although a significant portion of the 
workforce is on part-time contracts; this confirms that the Dutch labour market is suffering from 
an increasing disparity in working conditions, as confirmed by the record revenues of 
employment agencies. 

Public accounts continue to be rosy: it has three years of solid growth behind it and rigorous 
spending control. Public debt in 2017 should come in at 58%, from 61.8%, thanks to stable 
spending, the sale of government-owned financial assets in banks and the one-off repayment 
from the national contribution to EU spending (of over EUR 3Bn). The 2017 budget surplus is 
likely to be eroded by a couple of tenths of a percentage point and then stabilise at around 
0.5% this year due to the Government’s promised tax cuts. The risks to the scenario are 
balanced now that the economy seems to have reached the peak in the expansionary phase: 
from 2019, growth should return to below 2% when inflation will be rising to 2% and the 
labour market will be close to full employment. 

Fig. 1 – Contribution to the formation of GDP  Fig. 2 – Economic confidence and GDP 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data 

 
Fig. 3 – Household spending, purchases of durable goods and 
consumer spending 

 Fig. 4 – Retail sales and household confidence 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data 
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Fig. 5 – Residential investment, construction sector activity and 
house prices   

 Fig. 6 – Industrial output and GDP 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data 

 
Fig. 7 – Activity indices in the various production sectors  Fig. 8 – Production capacity utilisation and level of investment 

as proportion of GDP 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data 

 
Fig. 9 – Exports, export orders and global PMI  Fig. 10 – Unemployment and job vacancies 

 

 

 
Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo Research Department chart from Thomson Reuters-Datastream data 
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Portugal: another year of solid growth after an exceptional 2017 

Portugal ended 2017 on a better footing than expected, with growth of 0.7% qoq, from 0.6% 
qoq, which helped bring the annual average to 2.7%, from 1.6%, the best year since 2000 
(+3.8%). Detailed figures for domestic demand and foreign trade were uniformly positive, with 
the latter making a particularly good contribution. For the current quarter, we see the 
favourable environment continuing, as confirmed by the ESI sector confidence surveys (with the 
general index now at an average of 113.7, from 114.7 in the fourth quarter); consumer 
confidence is also positive and above the Euro zone average (average of 1.1, from 3.4). GDP 
growth is, two-tenths of a percentage point less than in December, due to the correction in 
exports following their surge in December (expected to be +1.8% qoq, from +4.3% qoq in 
December); meanwhile domestic demand could accelerate, firstly via the investment component, 
and subsequently via consumption. Growth is expected to remain sustained in 2018 (we 
estimate at 2.3%), while from 2019 a developing cycle could lead to a slight slowdown to 
1.7%. Looking at the individual components, we think that private consumption will remain 
robust this year (at 1.9% yoy, from 2.2% yoy), bolstered by the cycle, although in the second 
half of the year a rise in the savings rate and still-moderate wage growth could lead to a 
slowdown. The investment component will continue to act as a growth driver thanks to positive 
earnings and improved lending conditions; however, we expect a marked slowdown of around 
4% (after growth of +9.1% in 2017), although the risks of this are tilted to the upside given 
that the country is gradually becoming an attractive European investment centre10 . Exports 
were outstanding at the end of the year, and the data available so far seem to indicate that this 
propitious time also continued into early 2018. We therefore forecast a positive contribution of 
0.2% from net exports (from 0.6% in the first quarter); as an annual average, exports are likely 
to remain fairly lively, thanks partly to tourism (7.3%, from 7.6% in 2017), and despite robust 
imports (at 6.1%, from 8.0%). The recovery in employment is in full swing. Unemployment, 
which fell to 9.1% last year (after having already fallen by a good six-tenths of a percentage 
point to 8.1% in 4Q), is at its lowest since 2004 and should fall further this year to 8.3%; 
however, even though the phase of reabsorbing the unemployment produced during the crisis 
years is almost complete, failing any new structural interventions from 2020, the level could 
stabilize, it is still above 7%. Inflation is expected to stay at around 1.6% this year, the same as 
in 2017, a figure that is favorable to consumer spending, and then slow slightly by one- or two-
tenths of a percentage point from 2019 when the statistical effect on energy prices disappears. 
In summary, the economic outlook for the country looks to be decidedly positive for the current 
year; 2017 also brought good news for the public accounts, with the spread of the Portuguese 
10-year bond narrowing significantly against the Bund (around 100 bps), thanks to improved 
ratings awarded by the main international agencies; however, we expect the spread to widen 
again at the end of 2018 when the ECB exits from QE. This issue will therefore be the constant 
focus of attention, given the high level of private and public debt; another aspect on which 
attention will be directed is the banking system which, although weighed down by a significant 
portion of NPL, has embarked on a trend to reduce this since the middle of last year. There are 
therefore fewer “internal” country risks than in the past, with the economy in a positive cyclical 
phase until 2019 and the public accounts improving slowly: in this scenario, the biggest risk 
could come from an external shock to the economy or to the country’s participation in the 
Eurozone, that is strong enough to revive the disruptive forces that led to the bailout. 

  

                                                           
 
10 See Focus on Portugal, 14.02.2018 
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Greece: third bailout looms – what happens afterwards? 

In the fourth quarter, Greek GDP partly disappointed expectations, growing by only 0.1% qoq 
(1.9% yoy) from 0.4% qoq (1.4% yoy), due to the third consecutive fall in private consumption 
(-0.4% qoq from -0.5% qoq) and in public consumption (-1.8% qoq from 2.0% qoq); however, 
it was the unexpected surge in investment in manufacturing (+27.8% qoq from -3.1% qoq) 
thanks to the delivery of large orders of ships that explained the positive contribution of 
domestic demand to GDP. The impact of investment in manufacturing led to a negative export 
balance (contribution of -1.4%), with imports having grown by 1.7% qoq, from 0.8% qoq, 
against a fall in exports of -2.3% qoq, from 1.8% qoq. GDP closed 2017 with growth of +1.3% 
(two-tenths of a percentage point lower than consensus estimates), after falling for two years by 
-0.3%; however, there are some grounds for optimism as, for the first time since 2006, this has 
been the fourth consecutive quarter of GDP growth, and the second year of growth in the last 
ten years. The country’s situation clearly remains rather fragile; private consumption has not yet 
taken off again (+0.1% yoy in 2016-2017) and public consumption has been one of the few 
growth drivers (despite all the restrictions and cuts to which it is subject) for the last two years. 
In the first quarter of the new year, we project slight growth in GDP (0.1% qoq), which will 
necessarily suffer from a foreseeable crash in investment after December’s surge. However, the 
favorable cycle should help the economy to accelerate progressively during the year, reaching an 
average of 1.7% in 2018 and 2% in 2019. We have therefore downgraded our 2018 estimates 
by three-tenths of a percentage point compared with our last quarterly report, given the 
ongoing weakness in household consumption; Greece is now the only country in the whole of 
the Eurozone where this is so, as shown by the ESI confidence indices, which, although they 
have risen, are still well below the average of the other countries (ESI currently at around 103 
compared with 114 in the Euro zone, and household confidence at -52 compared with 0.7 in 
the Euro zone). In addition, capital controls and meagre domestic cash flows will also keep 
investment depressed, at least in the short term. The Eurogroup welcomed the implementation 
by Greece of the actions required under the third review of its economic adjustment 
programme, and authorized the final tranche of assistance of just under EUR 7Bn, which will 
provide a lifeline until August (the date of the official exit from the programme). Greece is 
therefore about to close its third bailout11, with talks on the post-bailout era and the terms of 
any partial debt restructuring (currently at 180% of GDP) soon to begin. The starting point is 
good, in that the 2017 target of a primary surplus of 3.5% has been reached, despite 
government revenues worsening in November-December. We forecast that discussions will be 
complex and occupy the next few months until summer, with Europe perhaps accepting a 
partial restructuring of the oldest tranches of assistance on condition that the country maintains 
post-bailout stringent monitoring of the public accounts, as has already happened successfully 
for Portugal and Ireland12 . We therefore expect a less rigid stance than in the past, given the 
change in Europe’s political equilibrium towards less intransigent positions (including in 
Germany under the new Merkel government). In the meantime, the Athens government is 
expected to deliver its long-term growth plan by April, which will constitute the starting point 
for negotiations with its European partners. 
                                                           
 
11 Strictly speaking, it still needs to carry out the fourth and final review of the programme, expected in April, 
but once all the assistance envelope has been disbursed, this will be a mere formality. However, the 
important thing will be to define – also by April – the growth-adjustment mechanism, which will tie the 
annual payments due to the EFSF to GDP growth to ensure that the debt is sustainable. 
12 Greece might also be offered a precautionary credit line by the ESM (a solution welcomed by Brussels) but 
without actually receiving a “real” loan (hence it would be connected to a formal MoU); in this way the ESM 
would continue to keep the country under supervision. This scenario would probably not be welcomed by 
the Athens government, which is anxious to end the “limited sovereignty management” under which it has 
operated for years. 

Guido Valerio Ceoloni 
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Asia 

Japan: growth still above potential, thanks to monetary policy and 
new fiscal stimulus 

2018 once again opened with a favourable outlook for the Japanese economy and forecasts of 
above-potential growth for the fourth consecutive year. GDP growth is expected to slow 
compared with an exceptional 2017, but remains on a path of moderate recovery, driven by 
consumer spending, investment and the continuation of an aggressively expansionary monetary 
policy. We expect net exports to continue to make a positive contribution to growth, despite the 
appreciation of the yen, thanks to the return of a synchronised global cycle. Finally, we should 
not forget the significant fiscal stimulus, aimed at supporting growth in 2018-19, before the 
next consumption tax rise scheduled for October 2019. 

GDP growth in 2017 was 1.7%; it is forecast at +1.2% for 2018 and +0.9% for 2019. 
According to the Bank of Japan, the output gap in 3Q17 was 1.5%, assuming potential growth 
of between 0.5% and 1%. The ongoing fall in slack seems to have finally had an impact, albeit 
moderate, on inflation, which returned to positive territory at the beginning of 2017 and is 
following a modest upward trend.  

Economic policies will make a substantial contribution to growth until the summer of 2019, and 
will aim to strengthen the economy before the rise in the consumption tax in the fall. 
Subsequent risks are, at least for now, much more limited than they were in 2014. At the time 
of the previous rise in consumption tax, the rate change was larger (from 5% to 8%, versus the 
scheduled rise from 8% to 10% in 2019), and came when the economy was weaker and the 
global cycle more fragile. Furthermore, the tax authorities are more aware of the negative 
consequences of the coming fiscal tightening, and are prepared to introduce a much broader 
stimulus package than they did in 2013 (equivalent to approximately 1% of GDP). These 
relatively favourable circumstances do not imply that there will be no repercussions in 2020, also 
given that the BoJ could by then be in the midst of withdrawing from QQE. However, a 
slowdown is currently more likely than a recession, provided that there is no interruption in the 
global recovery caused by other shocks (tariffs and rate hikes in the US). 

Macroeconomic outlook: synchronised growth supports the recovery in 2018 and much of 2019 

Growth is expected to be solid in 2018 (forecast: 1.2%), although less strong than in 2017, 
partly owing to the appreciation of the yen, which for now looks set to continue in the 
foreseeable future. We expect 1Q data to be weak, owing to a temporary correction in 
consumer spending partly due to bad weather. In subsequent quarters, however, the continued 
improvement in the labour market and the introduction of substantial fiscal stimulus in 2018H2 
should support moderate annual growth in household spending, forecast to rise by 0.7%. 
Consumption is expected to pick up in the first three quarters of 2019, before the tax rise, and 
then fall sharply in the final quarter of the year, leading to overall annual growth of 1.1%. The 
labour market is registering growing excess demand. In January, unemployment fell to 2.4% 
(fig. 3), its lowest since April 1993, despite the continued rise in the participation rate. The fall in 
slack has not, for now, led to a stable increase in real wages (figs. 2, 4), although total labour 
income, fiscal measures and the prospect of moderate price increases should support consumer 
spending. 

Fixed non-residential investment was driven in 2017 by higher earnings, partly generated by the 
weakness of the exchange rate. The recent appreciation of the yen, due to a combination of a 
weak dollar and an increase in risk aversion, is compressing earnings (fig. 7). However, spending 
on the 2020 Tokyo Olympics, the return of a synchronised global cycle and continued super-
expansionary financial conditions (fig. 9) are keeping non-residential investment on an upward 
trend, with growth forecast at 2.9%, close to the figure for 2017. 

Giovanna Mossetti 
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Net exports have made a positive contribution to growth since 2015. In 2017, it contributed 
0.5pp, a figure expected to fall to 0.2 pp in 2018, on the back of a slowdown in exports owing 
to the stronger yen (fig. 7). 

Monetary and fiscal policy still extremely pro-cyclical 

Fiscal policy in 2018-19 will initially be expansionary, then restrictive. The government is set to 
introduce additional stimulus before the consumption tax rise, either through a supplementary 
measure in 2018 or through the 2019 budget. The new stimulus will probably be bigger than 
that of 2013 (JPY 5.5Trn, around 1% of GDP); the measures will largely concern tax breaks for 
education and investment for the 2020 Olympics. The rise in the consumption tax will be smaller 
than that introduced in April 2014 (2% versus 3%). In addition, the abolition of school fees for 
early childhood and the likely exemption from the rise in tax rates for newspapers and food will 
limit the effects of rising inflation. As regards the medium/long-term scenario, public projections 
published in January 2018 point to a more expansionary fiscal policy than that announced in 
June 2017. In the base scenario (fig. 10), the primary balance is set at -1.3% of GDP within ten 
years. As regards the debt/GDP ratio, the base scenario currently forecasts a downward trend, 
from 189.4% in 2017 to a low of 181.4% in 2027; subsequently, this ratio will start to rise 
again, owing to refinancing at higher interest rates. Nominal growth assumptions are optimistic, 
with GDP growth of around 2% and inflation at 2% from 2021. The central message is that the 
government is more focused on meeting the 2% inflation target than fiscal consolidation. 

Inflation and monetary policy. Inflation excluding fresh food returned to positive territory at the 
beginning of 2017 (fig. 11), and is on a modest upward trend; the 2% target could be reached 
at the end of fiscal year 2019. The output gap is comfortably in positive territory and on an 
upward trend, while households’ inflation expectations are rising (fig. 8). BoJ projections put 
inflation net of fresh food and of the rise in the consumption tax at 1.8% in fiscal year 2019. 
The BoJ has indicated that the current aggressively expansionary policy will continue until 
inflation is at around 2% on a stable basis, but Kuroda has said that discussions on the process 
of withdrawing from the super-expansionary policy will begin in fiscal year 2019. One dilemma 
for the central bank will be the exit period coinciding with the aftermath of the rise in 
consumption tax. Given previous experience, the BoJ could wait until late 2020 to reverse policy: 
it is still too early to think about the timing, although next year the central bank will begin to 
think about the process. Meanwhile, the BoJ continues to swallow up JGBs, and holds 42.2% of 
outstanding securities. 

Macro forecasts 
 2017 2018f 2019f 2016 2017 2018 2019p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 1.7 1.2 0.9 1.5 1.3 1.6 1.9 2.1 1.5 1.3 1.0 0.9 1.2 
q/q annual rate    1.1 1.9 2.4 2.4 1.6 -0.4 1.5 1.3 1.3 0.8 
Private consumption 1.0 0.7 1.1 0.2 1.3 3.7 -2.6 2.1 0.1 1.2 0.9 1.0 1.1 
FI - private nonresidential 3.0 2.9 1.6 6.2 0.7 4.9 4.2 4.2 2.1 2.4 1.2 2.5 2.0 
FI - private residential 2.7 -2.3 1.1 3.2 4.8 3.8 -6.6 -10.1 -1.5 2.1 1.6 0.8 0.8 
Government investment 1.3 2.4 -1.2 -7.4 -0.7 20.5 -9.8 -0.8 1.0 8.4 7.1 0.1 -1.5 
Government consumption 0.1 0.5 0.8 -0.7 0.6 0.9 0.2 0.0 0.5 0.3 0.8 1.5 0.8 
Export 6.8 5.6 2.9 11.0 8.1 0.1 8.8 10.1 4.8 4.3 3.6 3.5 2.4 
Import 3.6 4.1 3.6 2.4 7.1 7.9 -4.7 12.0 2.2 4.7 3.6 3.3 3.6 
Stockbuilding (% contrib. to GDP) 0.0 0.1 0.2 -0.9 0.7 -0.4 1.6 0.5 -0.6 0.0 -0.2 0.2 0.5 
Current account (% of GDP) 4.1 3.9 3.8           
Deficit (% of GDP) -5.0 -5.5 -4.9           
Debt (% of GDP) 219.6 220.1 221.3           
CPI (y/y) 0.5 1.7 1.2 0.3 0.3 0.4 0.6 0.6 1.4 1.7 1.8 1.9 0.9 
Industrial production 4.7 -2.2 1.0 2.8 4.0 5.8 4.6 4.5 -0.7 -2.2 -2.2 -3.7 1.3 
Unemployment (%) 2.8 2.7 2.6 3.1 2.9 2.9 2.8 2.7 2.7 2.7 2.6 2.6 2.6 
JPY/USD 112.2 111.5 116.7 109.6 113.6 111.1 111.0 112.9 108.6 109.1 113.0 115.2 116.2 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Moderate growth, driven by consumption and 
investment 

 Fig. 2 – Moderate recovery in consumption despite weakness in 
real wages 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. 3 – Unemployment in free fall...  Fig. 4 – …but wages fail to pick up   

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream Tankan empl fcst.: index of excess labour 

demand for the subsequent quarter reported by companies in the Tankan survey. 

 
Fig. 5 – Investment: dampened by appreciation of the yen, but 
driven by financial conditions and the Olympics 

 Fig. 6 – Activity remains on an expansionary trend 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 7 – Positive trade balance: foreign trade should also 
contribute to growth in 2018 

 Fig. 8 - Households are beginning to believe that prices are 
heading upwards 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. 9 – Monetary policy controls the yield curve, but is unable 
to curb the strengthening of the yen 

 Fig. 10 – Debt and primary balance as a % of GDP: Cabinet 
Office’s base scenario projections 

 

 

 
Source: Thomson Reuters-Datastream  Source: Cabinet Office, Economic and Fiscal Projections for Medium to Long Term 

Analysis. Base scenario: growth in real GDP at 1,5% in 2020 and at 2% in subsequent 
years, inflation at 2% in 2021. 

 
Fig. 11 – Inflation: 2% is still far off, but the trend is improving    Fig. 12 – The portion of JGBs held by the BoJ continues to rise 

 

 

 
Source: Thomson Reuters-Datastream  NNB.: figures at end-September 2017; total JGBs: JPY 978.6Trn. NB: total JGBs+Tbills = 

JPY 1,087.1Trn. Non-residents hold 55.3% of the T-bills. Average life of debt is 8 years 
and 9 months. Source: Ministry of Finance 
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China: more flexibility and more Party 

▪ GDP was up by 6.8% yoy in Q417, and just below the 6.9% reported in the two previous 
quarters. Thus, 2017 ended with a growth rate of 6.9% yoy, which exceeded our 
expectations, and was higher than the 6.7% recorded in 2016. The excellent performance in 
the services sector (8.0% vs 7.7% in 2016) provided the greatest contribution to growth and, 
together with the growth in the agricultural sector, offset the slowdown in industry. The sharp 
increase in the transport and storage sector (9% yoy vs 6.6% in 2016) drove the impressive 
performance of services, while the industrial sector felt the negative effects of the slowdown 
in the construction sector (4.3% yoy vs 7.2% in 2016).  

▪ Overall, data for January and February were positive. Foreign trade continued to rise steadily 
at a double-digit rate, and fixed investments and industrial production were up slightly. On 
the other hand, building permits and residential floor space decelerated, offering no support 
to the resurgence in investments in the property sector, which is likely to be temporary. The 
PMI manufacturing index, which remains above 50, was stable in the Markit survey for the last 
three months, while it fell in the NBS survey, reflecting a deterioration in conditions for small 
and medium-sized enterprises. The services PMI paints a better picture with further expansion 
for the sector. Retail sales were down slightly due to a deceleration in car sales, but they are 
still firmly supported by high consumer confidence.  

▪ As expected, during the first annual session of the newly-elected parliament held in March, 
the authorities reported a growth target of around 6.5%, eliminating, for 2018, the reference 
to the expression “higher if possible,” while the inflation target remained unchanged at 3%, 
as did the target for retail sales (around 10%). For the first time, a growth target was not 
given for fixed investments, M2 or loans and, for the first time since 2012, a target was 
indicated for the deficit/GDP ratio, which was down compared with the previous year (2.6% 
vs 3% in 2017) and also compared with the actual ratio (which we estimate at 3.7%) which is 
indicative of a less expansive fiscal policy. 

▪ The abandoning of the M2 target, as later also suggested by the governor of the PBOC at a 
press conference, reflects the fact that when assessing the monetary stance, M2 is becoming 
less significant than it was in the past, and is more frequently replaced by the rate corridor 
over the very short term on which the PBOC has focused over the last two years. Minister Li 
Keqiang strongly stressed the need to support the labour market, leaving unchanged the goal 
to create new jobs (11 million) and indicating that the unemployment rate will be maintained 
at under 5.5%13. The abandoning of the target on investments and loans will give central and 
local authorities much more flexibility to increase their focus on the quality of growth and 
pursue the three main goals already outlined by the Congress of the Chinese Communist 
Party (CCP) in the autumn (control financial risks, combat poverty and reduce pollution), and 
also to take a step backward to resume providing support for lending and investments if the 
economic slowdown is more pronounced than expected.  

▪ Lower net issues of local government securities and tighter regulations in the non-banking 
financial sector have caused a slowdown in total lending in recent months, while growth in 
bank loans alone has stabilised. Given the authorities’ focus on containing financial risks, we 
expect the slowing trend to continue in the coming quarters. The selective cut in the reserve 
requirement, which has been in force since January, and the reduction in ratios for provisions 
for non-performing loans, announced in March, may partially limit the slowdown in bank 
loans. We expect that the PBOC will retain a “prudent and neutral,” ie., marginally restrictive, 
monetary policy stance and will continue to keep liquidity high at the very short end of the 
curve in order to stabilise rates within the reference corridor. It will also resort to further 

                                                           
 
13 This rate differs from the “registered urban unemployment rate” used up until now, which has remained 
essentially unchanged at 4% for years, and has always been lower than the target (4.5% over the last three 
years). The new rate should be more in line with the rate, which, to date, has not been published regularly, 
for the unemployment survey in 31 cities (4.98% in December), and should take into account migrant 
workers. 

Silvia Guizzo 
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minimal upward adjustments to rates for refinancing transactions during the year (by a total 
amount of 20bps for the entire year) based on market conditions. Rates for longer maturities 
rose substantially in 2017, and the immense amount of maturing on-shore securities, together 
with the convenience of issuing off-shore securities, will continue to keep upward pressure on 
yields once again in 2018.  

▪ We believe that the increase in economic activity at the beginning of the year will be 
temporary and was partially supported by loosening the anti-pollution campaign at the year-
end. We expect that a moderate restriction on lending, a fiscal policy that is less expansionary 
than last year’s, a marginally restrictive monetary policy, and renewed focus on reducing 
pollution will cause economic activity to slow over the coming quarters. Furthermore, trade 
tensions with the US and a potential escalation in protectionism at the global level may 
continue to have a dampening effect on foreign trade, and especially on exports. We 
therefore maintain our scenario of economic growth slowing moderately to 6.4% in 2018 
and 6.2% in 2019.  

▪ Consumer price inflation rose to 2.9% yoy in February (+1.2% mom) from 1.5% yoy in 
January, driven upward by increases in prices in the food, transport and service sectors, and 
especially the tourist services sector. These increases are largely related to the Chinese New 
Year festivities and are expected to subside. Due to an unfavourable base effect, inflation 
should remain just below these levels in the coming two months and then start to drop, due 
in part to a slowdown in prices of medicines and housing, which, until now, were the main 
drivers of the increase in inflation for services. At an annual average, inflation will remain 
higher than in 2017 (1.6%), at 2.3% in 2018 and 2.4% in 2019. 

▪ In March, Parliament approved all amendments to the Constitution proposed by the CCP as 
well as the controversial National Supervision Law14. It also approved a broad reorganisation 
of ministries and the merger of several regulatory agencies that should continue to increase 
the efficiency of the government and reduce bureaucracy. The amendments to the 
Constitution are moving in the direction of a greater concentration of power in the hands of 
Xi Jinping and represent a further confirmation of moving away from the concept of joint 
leadership and from the process of a “planned” transition of power from one leader to 
another that was introduced by Deng. However, the amendments and reorganisation of the 
ministries are entirely in keeping with what the President stated in the Report on Labour at the 
Congress of the CCP, where Party unity and the Party’s supremacy over the state emerged as 
priority requirements for implementing “socialism with Chinese characteristics”. 

Macro forecasts 
 2013 2014 2015 2016 2017 2018 2019 
GDP (constant prices) 7.8 7.3 6.9 6.7 6.9 6.4 6.2 
Private consumption 7.9 8.2 8.1 7.9 7.8 7.3 6.9 
Public consumption 5.1 3.7 7.8 9.2 8.3 7 6.3 
Fixed investment 9.3 6.9 7.3 6.6 5.5 5.1 4.7 
Exports 7.9 5.7 0.1 1.8 6.8 5.6 4.6 
Imports 10.6 7.7 0.8 3.8 7.3 5.8 5.8 
Industrial output 8 7.4 6.2 6.1 6.1 5.4 4.6 
Inflation (CPI) 2.6 2.0 1.4 2.0 1.6 2.3 2.4 
Unemployment rate (%) 4.1 4.1 4.0 4.0 3.9 3.9 3.9 
Average salaries 11.8 10.8 9.8 9 8.4 7.9 7.6 
90-day interbank rate (average) (%) 4.9 4.8 3.8 3.0 4.7 4.7 4.3 
USD/CNY exchange rate (average) 6.15 6.16 6.28 6.64 6.76 6.50 6.45 
Current account balance (CNY Bn) 912 1458 1912 1296 1085 1052 1147 
Current account balance (% of GDP) 1.5 2.3 2.8 1.7 1.3 1.2 1.2 
Budget balance (% of GDP) -3.5 -3.6 -4.4 -4.6 -4.7 -4.4 -4.2 
 

NB. Percentage change compared with the previous period - except where otherwise indicated; *IMF Article IV August 2017. Source: Intesa Sanpaolo chart based on Oxford 
Economic Forecasting data 

                                                           
 
14 For further details, see Focus China: “The “two sessions” and amendments to the Constitution” of 5 
March 2018. 
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Nominal investment, yoy  Total lending slows 
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India: growth accelerating 

▪ GDP rose by 7.2% yoy in 4Q17, which was up sharply on the rest of the year even on t/t 
terms, bringing annual growth in 2017 to 6.4% yoy, in line with our projections. The 
deceleration in private consumption, and, to a greater extent, in fixed investments, together 
with a slightly negative contribution from foreign trade contributed to the slowdown in 
growth compared with 2016 (7.9%). On the supply side, the most significant slowdown was 
in the industrial sector, especially mining, quarrying and manufacturing. A breakdown of GDP 
in 4Q shows a moderate deceleration in consumption and a sharp rise in investments, as well 
as in the trend in the manufacturing sector, confirming that demonetisation and the 
introduction of the goods and services tax only had a temporary effect on growth in 2017. 

▪ Monthly data between November and February confirm the upturn in the cycle. Imports, even 
excluding oil, continue to record double-digit growth, outpacing exports, which slowed in 
February, due largely to an unfavourable base effect. Industrial output rose by 7.8% 3m yoy in 
January, recording an acceleration even if adjusted for the volatile component of capital 
goods; the figure is supported by mom changes that were consistently higher than previous 
months, and only partly helped by a favourable base effect. Business confidence rebounded 
and, despite a drop from its high of 54.7 in December, the manufacturing PMI remained 
consistently in expansionary territory in January-February with the trend in foreign orders 
better than that for domestic orders. This is supported by the figures on cargo traffic, which 
are more volatile and, for domestic traffic, slowing slightly. 

▪ The services PMI continues to be more volatile and less impressive than its manufacturing 
counterpart, and is still fluctuating around 50; meanwhile the expectations component, 
despite tumbling continuously from its November peak, is still at a high level. Tourist sector 
revenues are supported by increasing numbers of tourists, and mobile phone subscriptions 
continue to rise as do sales in utilitarian and commercial vehicles, all of which strengthens the 
outlook for recovery in the sector. Growth in the agricultural sector slowed to 3.8% yoy in 
2017 from 4.8% in 2016, with an improvement in the second half of the year. However, the 
Ministry of Agriculture estimates that food grain production rose only by 0.9% yoy in FY 
2017-18, and lower-than-seasonal-average rainfall in the first two months of the year creates 
downside risks for a definitive interpretation. 

▪ Private consumption rose by 5.6% yoy in 4Q, the lowest increase since the second half of 
2015, and by 1.4% t/t seasonally adjusted, just below 1.5% t/t in the previous two quarters. 
After declining for most of the year, consumer confidence rose to 96.9 in 4Q, approaching 
neutrality, but still remaining in the pessimistic zone (below 100), while expectations continue 
to be much higher. The percentage of consumers who reported an increase in spending 
intentions continues to be positive, although lower than the previous quarter, likely due to a 
less optimistic assessment of the labour market. However, confidence, as reported monthly by 
BSE CMIE, declined in the first two months of 2018, making the prospects of a recovery in 
consumption more uncertain. 

▪ After peaking at 5.2% yoy in December, consumer price inflation fell to 4.5% yoy in February, 
due to a sharp decline in food prices, which was largely seasonal, and a slowdown in fuel and 
electricity prices. On the other hand, inflation excluding food and fuel remained largely stable, 
around 5.1% over the last three months, due to inertia in residential, transportation and 
personal care services. A rise in food and fuel prices should cause inflation to rebound in 2Q, 
while a favourable base effect will encourage its decline in the second half of the year. We 
expect annual average inflation to rise from 3.3% in 2017 to 4.8% in 2018, and to remain 
just below 4.6% in 2019. Measures to support agricultural foodstuff prices introduced in the 
budget (minimum support price) and an increase in the price of oil that could be higher than 
market expectations, as in our projections, leave the risks of rising inflation upwards. 

▪ Investments were up by 12% yoy in 4Q and posted quarterly changes that continued to rise in 
2017. Lending to the non-food sector is improving, supported by growth in lending to the 

Silvia Guizzo 
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services sector, but also by a return to marginally positive territory by the lending to the 
manufacturing sector. The new programme to recapitalise public banks should bolster this 
trend, although the banking sector will remain under pressure over the short term. The 
improved availability of loans for companies that came out of the RBI survey, the sharp 
increase in machinery imports in the second half of 2017 (which peaked at 20.8% 3m yoy in 
February) and the uptick in the production of capital goods point to a continued recovery in 
investments over the coming quarters.  

▪ However, new investment projects submitted by industrial companies to the Ministry of 
Industry, which were down in terms of both the number and amount in 2017, posted only a 
slight rise in recent months, and the CMIE reports a slowdown in new investments in the 
second half of 2017, highlighting some risks to the sustainability of the recovery in 
investments. These risks, combined with lacklustre growth in consumption and a contribution 
from foreign trade that could still be negative, lead us to leave unchanged our scenario of a 
moderate uptick in GDP growth to 7.2% in 2018. The support from fiscal policy, a recovery in 
consumption and a continued recovery in investments, aided by the long-term effects of 
reforms implemented in recent years, should lead to growth of 7.4% in 2019.  

▪ The RBI left rates unchanged and maintained a neutral monetary policy stance at the meeting 
on 7 February, stressing, however, the upward risks to inflation. The bias of the committee 
seems to be changing, as reflected in the minutes and the favourable vote of a member for a 
25-bp hike, as compared to the two previous meetings when another member had instead 
voted for a 25-bp cut. The budget deficit for FY 2017-2018 was revised upwards to 3.5% of 
GDP compared with the initial target of 3.2%, while for FY 2018-19, the government has 
submitted a deficit target of 3.3% and 3.1% for FY 2019-20. The risks of an overshoot will 
not disappear despite maintaining the goal of consolidating the public accounts over the 
medium term15. The current account deficit deteriorated slightly in 2017 (1.5% vs 0.5% in 
2016) due to a higher deficit in the trade balance, which is likely to remain, driven by a 
recovery in domestic demand and the rise in raw materials prices, renewing investors’ focus 
on the “twin deficits”. Against this backdrop, and with upward risks to inflation, we expect 
that the RBI will implement an initial rate hike during the summer followed by a second one at 
the end of the year if the recovery is strong. 

Macro forecasts 
 2013 2014 2015 2016 2017E 2018F 2019F 

GDP (constant prices) 6.1 7 7.6 7.9 6.4 7.2 7.4 
Private consumption 6.6 6.3 7.4 8.6 6.5 7.7 7.5 
Public consumption 2.6 6.9 2.5 8.4 12.9 11.8 11 
Fixed investment 2.5 2.5 3.5 10.8 4.6 6.1 7.8 
Exports 4.2 6.6 -6 2.5 6.3 5.9 6.4 
Imports -6.3 0 -5.8 1.3 10.4 7 7.7 
Industrial output 1.9 4.5 2.5 5.2 3.6 5.8 6.1 
Inflation (CPI) 10.1 6.4 4.9 4.9 3.3 4.8 4.6 
Unemployment rate (%) 2.4 2.8 3.0 3.3 3.4 3.6 3.5 
Average salaries 15.8 13.2 8.7 11.5 10.2 11.7 12.8 
3-month MIBOR (average) 9.3 9.1 8 7.2 6.5 6.9 7.6 
USD/INR exchange rate (average) 58.57 61.04 64.15 67.21 65.12 64.53 62.74 
Current account balance (INR Bn) -2780 -1661 -1451 -815 -2820 -4554 -3966 
Current account balance (% of GDP) -2.6 -1.4 -1.1 -0.5 -1.7 -2.5 -1.9 
Budget balance (% of GDP) -5.5 -4.3 -3.4 -3.7 -4.0 -3.4 -3.2 
 

NB: % changes versus previous period – except where otherwise indicated. Figures relate to the calendar year. Source: Intesa Sanpaolo chart based on Oxford Economic Forecasting 
data 
 
 

                                                           
 
15 See the report “India Economic Focus”, 26 February 2018: “2018-19 Deficit: target of 3.3% of GDP, but 
upside risks remain”. 
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Investment dynamic improves  Industrial output accelerates 
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Service PMI is volatile but expectations improve  Passenger and cargo traffic 
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Commodities: political and geopolitical risks increase 

Despite a backdrop of an extremely positive macroeconomic outlook and financial market 
sentiment, many factors have contributed to fuelling uncertainty in the sector, and greater 
caution in financial exposure to commodities could therefore prevail in the short term. 

After an extremely eventful start to the year, a wait-and-see attitude took hold in the 
commodities universe in March. Despite a backdrop of an extremely positive macroeconomic 
outlook and financial market sentiment, many factors have contributed to fuelling uncertainty in 
the sector, thus urging greater caution in financial exposure to commodities. Specifically, the 
factors that are putting the brakes on a stronger rise in prices are political and geopolitical risks. 

In the short term, we believe that the most serious risk is the start of a trade war between the 
main economic powers, following the introduction of tariffs on steel and aluminium and 
targeted tariffs against Chinese imports by the Trump Administration. Depending on which 
countries and sectors will be involved, some commodities will be more harmed than others, 
either directly or indirectly, by these trade restrictions. For the moment, the most significant 
market effect has been the sharp rise in domestic steel and aluminium prices for delivery in the 
US. Conversely, the international commodities markets (outside the US) have not so far 
registered any particular impact, other than a widespread rise in risk aversion. Clearly, severe 
retaliatory measures by the US’s leading trade partners, such as the European Union and China, 
would lead to extremely negative scenarios for the trade and global demand for energy, 
agricultural and industrial commodities, while precious metals would benefit from a general rise 
in demand for safe haven assets.  

In China, recent changes to the Constitution confirmed the power of President Xi Jinping. On 
the one hand, this suggests that the reforms embarked on will be pursued more vigorously, 
particularly as regards environmental protection (positive for natural gas, zinc, nickel, copper, 
aluminium, negative for coal) and the reduction of excess production capacity (positive for steel 
and aluminium). On the other hand, too much power concentrated in a few hands normally 
implies greater risks for the economy, given the absence of serious opposition and of a critical 
and lively debate on new legislative or regulatory proposals.  

Among the geopolitical risks – following North Korea’s recent willingness to begin talks with the 
US (in our baseline scenario, we rule out an agreement on denuclearisation, but we also rule out 
relations deteriorating to the lows of last summer) – the most pressing concern remains the 
Middle East. 

Today, the situation in the Middle East is evolving rapidly, and the precarious balance that has 
held sway until now suggests that latent tensions could worsen unexpectedly, and flare up 
suddenly into new crises. The most topical themes to be monitored include:  

▪ the development of the war in Syria following the defeat of ISIS, which has led to a greater 
involvement of Turkey and Israel, which are also interested in carving out their respective 
spheres of influence in the area;  

▪ political developments in Saudi Arabia, which is pursuing ambitious economic and social 
reforms and an aggressive foreign policy under the young Crown Prince Mohammad bin 
Salman;  

▪ the endless rivalry between Iran and Saudi Arabia, played out through numerous proxy wars, 
which could lead to new spikes in tension in the region, and severely test OPEC’s cohesion;  

Daniela Corsini 
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▪ the new commonality of interests between Russia and Saudi Arabia in the energy market, 
which we forecast will remain a dominant feature in defining the geopolitical equilibriums in 
the region and the oil market supply and demand.  

The positive factors that should continue to fuel optimism in the commodities sector include a 
depreciating trend for the US dollar, which has so far benefited all segments, with precious 
metals registering the strongest correlation. 

Gold fixing in London and the dollar (trade-weighted) 

 
Source: Intesa Sanpaolo chart based on Bloomberg data 

Furthermore, as mentioned previously, the macroeconomic scenario remains extremely 
favourable. The Citigroup economic surprise indices also show that macroeconomic data have 
often proved to be much stronger than expected in the main developed countries in the last few 
months. In China, only February’s PMIs missed expectations, while exports and industrial output 
were extremely strong, and suggest a positive momentum for the Asian giant’s economy. 

Citi Economic Surprise Index, developed countries  Citi Economic Surprise Index, emerging countries 
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Year-to-date performance up to 23 March 2018  2017 performance 

 

 

 

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

Forecasts for the commodities universe 
Despite significant political and geopolitical risks, the commodities segment is benefiting from 
exceptionally positive macroeconomic and financial conditions: the macroeconomic scenario is 
expected to remain favourable thanks to robust global growth driven by emerging countries, 
expansionary fiscal policies and the continuation of accommodative monetary policies. 
Consequently, according to certain finance theory baseline models, we are likely to see a period 
in which commodities outperform as an asset class. 

According to the Asset Allocation Clock, commodities are now a very attractive asset class 

 
Source: Intesa Sanpaolo chart based on Merrill Lynch’s Investment Clock 
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Energy. The segment is highly exposed to growing geopolitical risks in the Middle East and 
Venezuela. Oil fundamentals again worsened owing to a faster-than-expected rise in non-OPEC 
supply, despite the efforts undertaken by OPEC and Russia to limit production and the now 
structural decline in Venezuelan output. At present, we expect oil prices to remain within a 
trading range in 2018, due to the broadly balanced risks: we believe that downside pressures 
generated by weak fundamentals will be offset by upside pressures relating to financial market 
interest and the positive roll yield provided by the backwardation of the forward curve. We also 
forecast a decline in the gas fundamentals in the next quarter, due to the expected rise in the 
supply of liquefied natural gas and the seasonal fall in demand. 

Industrial metals. The outlook is strongly favourable to non-ferrous metals, which are more 
exposed to such issues as urbanisation, the reduction of pollution, energy saving, increased 
consumer spending in emerging countries, renewable energy and technology developments 
(e.g. electric cars). Over the next half year, we expect brief and frequent rallies, fuelled by 
collective bargaining in Latin America and resource nationalism in Asia. Steel and aluminium are 
suffering from the uncertainty surrounding the actual implementation of US tariffs and the 
response of the industries involved, which clearly could change the current patterns of industrial 
consumption.  

Precious metals. Geopolitical risks will likely continue to fuel global demand for precious metals, 
but the macroeconomic conditions and the gradual policy tightening implemented by the main 
central banks are expected to discourage investment in the segment. We therefore expect better 
relative performances from the metals most exposed to industrial demand, particularly silver and 
palladium. 

Agricultural products. We expect positive price performances for the bulk of agricultural 
products, as global demand is expected to grow at satisfactory rates, while production costs are 
expected to increase, incorporating the previous rise in energy prices with a lag. 

Price forecasts for the main commodities 
 2T18 3T18 4T18 1T19 2018 2019 2020 
ICE BRENT 65.0  65.0  65.0  66.0   65.5   70.0   75.0  
NYMEX WTI 61.0  61.0  61.0   62.0   61.5   66.0   71.0  
NYMEX NATURAL GAS 3.00  3.00  3.20   3.20   3.03   3.00   3.00  
COMEX GOLD 1,320  1,310  1,300   1,300   1,315   1,350   1,375  
COMEX SILVER 17.3  18.0  18.3   18.4   17.7   18.5   19.0  
COMEX PLATINUM 970  950  940   940   963   930   910  
COMEX PALLADIUM 1,060  1,080  1,100   1,100   1,073   1,125   1,150  
LME COPPER 3M 7,200  7,100  7,000   7,000   7,100   7,000   7,150  
LME ALUMINIUM 3M 2,200  2,200  2,200   2,200   2,200   2,150   2,200  
LME NICKEL 3M 14,000  14,700  15,000   15,000   14,325   15,000   15,000  
LME ZINC 3M 3,500  3,500  3,500   3,500   3,490   3,600   3,600  
LME LEAD 3M 2,570  2,580  2,600   2,600   2,575   2,600   2,660  
LME TIN 3M 21,000  21,000  21,000   21,000   21,000   21,000   21,000  
SGX IRON ORE 62  60  60   60   63   57   55  
TSI U.S. HRC STEEL 700  650  615   620   671   620   625  
CBT CORN 370  375  380   380   371   400   420  
CBT WHEAT 450  450  450   450   449   475   500  
CBT SOYBEAN 990  990  990   990   991   1,000   1,050  
MDE PALM OIL (MYR) 2,700  2,700  2,650   2,650   2,663   2,700   2,750  
NYB-ICE ARABICA COFFEE 120  125  130   130   124   135   138  
LIFFE ROBUSTA COFFEE 1,775  1,800  1,820   1,820   1,793   1,850   1,880  
CBT SOYBEAN MEAL 330  325  315   315   330   320   322  
CBT SOYBEAN OIL 33.5  34.0  35.0   35.0   33.9   36.0   36.5  
 

Source: Intesa Sanpaolo estimates. Iron: one-month futures contract quoted on the Singapore stock exchange and based on a basket 
of reference prices published by the Steel Index. Steel: The Steel Index: index calculated as the weighted average price paid for US 
hot-rolled coil steel trades 
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Oil: shale oil growth is the main concern 

At present, we believe that the risks on the oil market are broadly balanced: downside pressures 
relating to fragile fundamentals and the extremely rapid growth in US supply could be offset by 
strong financial demand for investments in commodities. 

After the highs recorded earlier this year, oil prices corrected, following a sell-off of equity 
markets. However, unlike equities, the recovery in prices was much more limited due to the 
gradual deterioration in fundamentals. In particular, non-OPEC supply growth estimates have 
been continuously revised upwards, and now the US is widely expected to become the world’s 
largest producer by the end of the year, exceeding the threshold of 11 mb/d.  

Consequently, despite strong growth in global demand and the promise made by OPEC and 
non-OPEC allies to limit domestic production until the end of December 2018, the global market 
will probably remain in surplus from 3Q18 until at least the end of 2019.  

The data published in March by the US Energy Information Administration (EIA) show that after 
recording a significant deficit in 2017 (-0.5 mb/d), the market will return to surplus in 2018 
(+0.4 mb/d), and supply will also remain in excess in 2019 (+0.3 mb/d). 

Supply and demand estimates published by US EIA in March 2018   
Estimates published 
In March 2018  
in mb/d 

Global 
Demand 

Non-OPEC 
Supply 

U.S. 
Output 

OPEC 
LNG Supply 

OPEC 
Crude 
Supply 

Call on 
OPEC 

crude* 

Market 
Balance** 

2017 98.5 58.7 9.3 6.8 32.4 33.0 -0.5 
2018 100.2 61.2 10.7 7.0 32.5 32.1 0.4 
Y/Y change 1.7 2.5 1.4 0.1 0.0 -0.9  
2019 101.9 62.4 11.3 7.2 32.7 32.4 0.3 
Y/Y change 1.7 1.2 0.6 0.2 0.3 0.3  
 

Note:* “Call on OPEC crude = World Consumption - Non OPEC Supply - OPEC LNG supply”; ** “Market balance = OPEC crude 
supply – Call on OPEC crude” Source: Intesa Sanpaolo chart based on US EIA data 

This implies that commercial stocks in OECD countries reported by the International Energy 
Agency (IEA) will start to grow again and the gap with their five-year average may not be able to 
close, except for a brief period in the first half of 2018.  

Oil prices: optimism returned in the summer   

 
Source: Intesa Sanpaolo chart based on Bloomberg data 
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Exceptional growth in US production  WTI forward curve 

 

 

 
Source: Intesa Sanpaolo chart based on US EIA data  Source: Intesa Sanpaolo chart based on Bloomberg data 

 
Diesel forward curve  Brent forward curve 

 

 

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

According to our baseline model, Brent is likely to trade within a wide trading range at an 
average of around USD 65 per barrel in 2018, as we believe the risks are broadly balanced: 
downside pressure relating to fragile fundamentals (the market will be in surplus even if OPEC 
and Russia maintain their cuts until the end of the year) will be broadly balanced by strong 
financial demand for investment in commodities (for a long time, net long positions have 
remained close to their all-time highs, partly thanks to the backwardation of forward curves).  

In 2019, growth in global demand is expected to outstrip non-OPEC supply, and we therefore 
think a rise towards an average of USD 70 per barrel is likely.  

The spread between Brent and WTI is set to remain wide. In our baseline model, we expect an 
average spread of USD 4 over the next two years, justified by the difference in transport costs 
from the shale fields to Asia. 

Among the main risks impacting our forecasts, we would highlight that investment in oil could 
become less attractive if the slope of the forward curve, currently in backwardation for Brent, 
were to change. However, at the time of writing, the first few months along the WTI curve have 
shifted in contango, and the forward curves for many derivative products have flattened. Should 
the financial incentive of holding oil associated with the positive roll yield disappear, then we 
could see many net long positions liquidated, paving the way for a significant price correction. 
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Brent and WTI: historical prices (solid line) and estimates (dotted line) in USD/barrel 

 
Source: Intesa Sanpaolo estimates. Intesa Sanpaolo chart based on Bloomberg data 

 
Price estimates for Brent 

Al 14.03.2018 2T18 3T18 4T18 1T19 2018 2019 2020 
ICE BRENT 65,0 65,0 65,0 66,0 65,5 70,0 75,0 
Mediana, Bloomberg 64,0 64,0 64,0 64,9 64,5 65,0 66,0 
Forward Curve 64,3 63,5 62,6 61,9 64,2 60,8 58,5 
 

Source: Intesa Sanpaolo chart based on Bloomberg data 
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Source: Intesa Sanpaolo chart based on Bloomberg data 
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Currency markets: US mercantilism changes the behaviour of the USD 

The arrival of Trump at the White House has not only given a protectionist flavour to American 
trade policy, but has also transformed the dollar into an instrument of that policy. As a 
consequence, markets’ psychology has changed completely. Since 2017, the strong link 
between the euro/dollar exchange rate and interest rate differentials has been broken, while 
there has been an accumulation of sizeable long euro positions on derivatives. These are difficult 
to reverse, especially when the exchange rate is no longer moving, as in March. The dollar 
remains reactive to fluctuations in risk appetite, so it tends to strengthen against the euro when 
risk aversion increases. However, the US Federal Government's new priorities may have 
increased sensitivity to the balance of payments, on top of accentuating volatility of currencies 
of US trading partners, such as Canada and Mexico, which are sensitive to rumours about 
progress in the NAFTA negotiations and to confused announcements on duties for certain 
market sectors.  

In addition, there is now greater focus on the composition of currency reserves. Recent years 
have seen a fall in the dollar component, which shed 1.8 percentage points in 2016 to the yen, 
euro and other currencies – although the interpretation of these statistics is clouded by the fact 
that the proportion of allocated reserves has also increased (see Fig. 2). However, data from US 
sources also show a drop in US Treasuries held by foreign official institutions compared with 
2015 (see Fig. 1). It may be that some monetary authorities have an interest in reducing the risk 
of their reserve assets being frozen by the US government, and this may also reflect the 
unpredictability of the new US government’s foreign policy. 

Fig. 1 – Official holdings of USTs  Fig. 2 – Composition of allocated currency reserves 

 

 

 
Source: US Treasury Department, TICS, and Thomson Reuters Datastream  Source: IMF, COFER dataset. NB. % of allocated reserves and allocated reserves as % 

of total reserves 

Given the breakdown of previously reliable statistical relationships and the complex and 
contradictory nature of other influencing factors, it is difficult to forecast the euro/dollar 
exchange rate for the months ahead. The large amount of speculative net long positions in euro 
and the divergence in interest rate differentials would suggest there will be at least a pause in 
the euro's appreciation. Thereafter, however, further appreciation would be consistent with a 
rebalancing of the respective current account balances. And from next year, the market may 
start to obsess over the direction of ECB monetary policy, especially about the timing and pace 
of interest rate rises. 

Whether the dollar will remain weak against the yen is debatable. Japanese monetary policy will 
continue leaning in a highly expansionary direction. However, the yen is favoured in periods of 
increased risk aversion. Peaks on the VIX share volatility index are typically associated with the 
yen strengthening against the dollar, as was the case in early 2018. There is also an explanation 
for this in terms of fundamentals, given that Japan has a broadly positive net international 
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financial position, and any increase in risk aversion leads to a precautionary repatriation of 
capital. Besides, there is a speculative market imbalance against the yen, and this must in part be 
absorbed before the currency can start fluctuating again. Stabilisation in implied volatility should 
then allow international diversification of Japanese investments to take the exchange rate 
against the dollar back above the 110 level, despite the robust current account surplus. 

We do not anticipate big movements in sterling – unless the Brexit negotiations unexpectedly 
collapse before March 2019 due to the Irish question, resulting in a “no-deal” an outcome that 
(almost) no one wants. This scenario is not at all discounted in prices, which instead reacted 
positively to the news on 19 March of a conditional agreement for a transitional period until 
December 2020. If the question over the Irish border is resolved, the markets will concentrate 
more on monetary policy changes. The Bank of England should soon return to raising official 
interest rates, maybe in May: two members already voted in favour of increasing the official rate 
from its current 0.5% at the March meeting, and another three votes are required for this to 
pass. These should soon be forthcoming, given the confirmation that “an ongoing tightening of 
monetary policy over the forecast period would be appropriate”. 

In recent months we have seen the long-awaited return of the Scandinavian currencies to more 
reasonable exchange rates levels against the euro. We expect these to strengthen further next 
year, although the Swedish central bank’s deep-seated reluctance to move rates might be an 
obstacle, at least for the Swedish krona. 

Exchange rate forecasts 
 22-mar 3m 6m 12m 24m 
EUR/USD 1.2346 1.22 1.23 1.26 1.26 
USD/JPY 105.65 110 114 117 118 
GBP/USD 1.4166 1.42 1.41 1.39 1.40 
EUR/CHF 1.1695 1.17 1.17 1.19 1.20 
EUR/SEK 10.0990 9.80 9.60 9.20 9.00 
EUR/NOK 9.4989 9.50 9.30 9.10 8.80 
EUR/DKK 7.4488 7.45 7.45 7.46 7.46 
USD/CAD 1.2849 1.26 1.25 1.20 1.18 
AUD/USD 0.7747 0.80 0.81 0.82 0.85 
NZD/USD 0.7256 0.71 0.72 0.74 0.75 
EUR/JPY 130.42 134 141 147 149 
EUR/GBP 0.8714 0.86 0.88 0.91 0.90 
 

Source: Intesa Sanpaolo elaborations on Thomson Reutersdata  
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Fig. A – Nominal effective exchange rate of the dollar  Fig. B – Nominal effective exchange rate of the euro 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. C – Nominal effective exchange rate of the yen  Fig. D – Nominal effective exchange rate of the pound 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. E – Nominal effective exchange rate of the yuan  Fig. F – Nominal effective exchange rate of the rupee 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. G – Real effective exchange rate of the dollar  Fig. H – Real effective exchange rate of the euro 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. I – Real effective exchange rate of the yen  Fig. J – Real effective exchange rate of the pound 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. K – Real effective exchange rate of the yuan  Fig. L – Real effective exchange rate of the rupee 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. M – Speculators have significant long euro positions  Fig. N – Speculators have significant short yen positions 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. O – Speculators are balanced on GBP  Fig. P – Speculators have significant short yen positions 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. Q – EUR/USD and interest rate differentials  Fig. R – EUR/GBP and interest rate differentials 
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