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Twenty-nineteen: less growth, more uncertainty 

The protectionist turn taken by US trade policies has started to affect the trend of global trade, 
business confidence, and manufacturing activity. The main downside revision of our forecasts 
involved the Eurozone, given its stronger dependency on foreign demand and the effects of 
specific shocks, such as tensions on Italy’s credit merit. Overall, however, the world economy will 
continue or expand in 2019 as well, at only slightly lower rates than in 2018. 

An ongoing deterioration of confidence surveys, in the manufacturing sector in particular, has 
resulted in a lowering of consensus growth forecasts for 2019, triggering a significant correction 
on the financial markets. Apart from the negative performance of the stock markets, the 10-2Y 
slopes of the euro and dollar rate curves have flattened respectively to 15 and 85 basis points. 
Such a flat UST curve is typical of phases in which the market perceives that the upward cycle of 
fed funds rates is approaching an end. In effect, the market does not believe the Federal Reserve 
will hike rates as much as envisaged by FOMC participants, and is pricing in with relative 
certainty only one more move. For what concerns consensus forecasts, growth in 2019 is seen 
slower by only one tenth at the global level, although the downside revision was more than 
double for the Eurozone, and four times larger for Italy, down from 1.1% to 0.7%. Among the 
advanced economies, the Eurozone is recording the sharpest slowdown in activity indices and 
the most serious deterioration in business confidence. At the same time, mounting uncertainty 
over the effective trend of the Chinese economy is also weighing, tied in part to the effects of 
the trade war with the United States. While official data outline a modest slowdown, smaller in 
fact than we had forecast at the beginning of the year, data on the exports of trade partners 
reveal a sharp contraction starting in May/June, extremely violent in terms of flows from the 
United States (-18.7% in the three months up to October compared on the previous year), more 
gradual for Japanese exports (-1.4% in October when converted into dollars) and for Germany 
(+5.7% also in dollars). This trend is similar in some ways to the sharp slowdown observed in 
2015, with the major difference that it is explained in part by the impact of the trade tariffs 
introduced in the course of the summer, rather than by an endogenous slowdown in Chinese 
demand. 

Data keep surprising on the downside   Exports to China slowing  

 

 

 
Source: elaborations on CESI and Thomson Reuters Datastream 
data 

 Note: y/y % changes calculated on the quarterly moving 
averages of values converted into dollars at the current exchange 
rate. Source: national statistics offices 

How much should we worry about the present slowdown? The traditional cyclical levers (fiscal 
policies and monetary policies) are not expected to weigh negatively in 2019. Among the 
advanced countries, the IMF’s Fiscal Outlook estimates (Fig. D) that the cycle-adjusted primary 
balance will be more negative than in 2018 by 0.2% of GDP. Furthermore, recent developments 
in France lead us to think that the fiscal policy in the Eurozone will be even more 
accommodative than estimated by the IMF, therefore with potentially more favourable short-
term effects. The situation is more complex when considering monetary conditions. As shown in 
Fig. H, the trend of the monetary base has already been held back in 2018 by the reduction of 
the Federal Reserve’s reinvestments, and of net asset purchases by the ECB under the APP. 
Starting in 2019, with the termination of net purchases under the APP, the monetary base could 
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already start to contract at the global level – in waiting for the re-absorption of excess reserves 
to extend to Europe, accelerating the process.  

Although the flow effect related to ending net purchases may result in higher rates, the US 
experience suggests that the impact can be offset by the reduction of expectations on future 
policy rates. In the Eurozone, therefore, financial conditions will remain markedly 
accommodative in most countries, and are only expected to tighten in Italy, where the increase 
in the sovereign spread recorded in 2018 will gradually transfer to the credit channel. Lastly, 
financial conditions will remain supportive in Japan, but should improve in several emerging 
countries, thanks to the easing of currency tensions as a result of devaluations. 

In the financial realm, problems in 2019 could derive not so much from the immediate 
consequences of monetary policy actions, but more likely from the revision of market valuations, 
made more drastic by the search for return observed in recent years, and catalysed by the 
consolidation of more pessimistic expectations on future economic activity, profitability and cash 
flows. In particular, the main restrictive effect of the measures aimed at draining excess liquidity 
and of the rise in US policy rates, could therefore take the form of a tightening of credit 
conditions, amplified, rather than mitigated, by the less favourable phase of economic the cycle. 
In the United States, although the overall loans trend is moderate, the borrowing of non-
financial firms is high, and the in its latest Financial Stability Report the Federal Reserve 
highlighted signals of a deterioration of credit quality. 

As already noted in September, the main source of risk on the front of economic policies lies in 
the evolution of trade policies, which is generating uncertainty on the future cost of foreign 
trade, with potential impacts on production chains. The escalation of the trade war between the 
United States and China (and in particular the increase from 10% to 25% of tariffs on 250 
billion dollars worth of US imports from China) has been put on hold for three months, in 
waiting for developments from the bilateral negotiations. China has reduced tariffs on car 
imports from 40% to 15% and promised to step up its purchases of US agricultural products. 
However, the United States could be pursuing greater strategic goals than opening up the 
Chinese market to imports, such as protecting their technological supremacy, and the 
confrontation may still only be in its initial stages. According to the IMF1, the effect of the 
measures already implemented is globally modest, albeit sufficient to curb growth in China by 
0.6% in 2019; assuming the extension of 25% tariffs is enforced, the negative impact on GDP 
would increase to over 1.1%, even without assuming impacts on sentiment or market reactions. 
The modest global impact reported by the IMF depends on the estimated positive net effect on 
the Eurozone and other countries unaffected by the tariffs; however, the European Commission 
has already displayed less optimism on this front in its latest economic forecasts: the effect of 
the tariffs already in place is estimated at -0.2% of European GDP in the first year2, when 
considering the interconnection of value chains. 

Another issue tied to the trade policy theme is Brexit, which introduces significant uncertainty in 
making forecasts at the continental level. As expected, the British government is meeting with 
insurmountable difficulties that are preventing ratification of the agreement signed with the EU, 
due to a split Parliament. The decisive vote should take place between 14 and 20 January 2019, 
and will probably result in a defeat for the government. Thereafter, preparations should be 
stepped up for a “managed” no-deal Brexit (i.e. mitigated by a series of technical agreements 
and unilateral decisions to prevent the paralysis of the transport system and of trade), unless 
moderate Conservative party members opposed to a hard Brexit, decide to join the oppositions 

                                                           
 
1 See: IMF, World Economic Outlook – October 2018, pages 33-35. 
2 European Commission, European Economic Forecast – Autumn 2018, page 33. 

…as trade policies start to 
produce effects 
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in calling for a new popular referendum to be held. In that case, however, the United Kingdom 
will also have to obtain a long extension of the negotiation period from the EU – which will 
require a unanimous vote by Member States. In the former case, barring unilateral decisions not 
to apply customs controls for a while, import-export trade could slow sharply in the second 
quarter of 2019, accompanied by tensions on sterling; in the latter, it would be business as usual 
for some time longer. In the former case, the effects would be in part permanent, as in full 
swing there would be a significant increase in tariff and non-tariff barriers, hindering import-
export trade between the United Kingdom and the EU. 

The main downside revision of our forecasts involved the Eurozone, and in particular 4Q 2018 
and 1H 2019. The revision was mostly prompted by more cautious forecasts on exports. A 
further reduction of the estimate could follow the revision of growth forecasts for Italy, which 
are subject to substantial downside risks. We have also lowered euro area inflation forecasts. In 
line with consensus, our forecast of global growth in 2019 has been cut by 0.1 percentage 
points. Global trade growth at constant prices is now forecast at 3.3% y/y, down further 
compared to 2018 and below the average for the past five years. Policy rate forecasts have been 
brought down slightly, to reflect a worsening of growth projections and the greater risk of 
reversal of the cycle from 2020 onwards. 

Currency markets: dollar bears up to revision of expectations for fed funds rates  

2018 saw two volatility peaks for the dollar, exposed to widespread upward pressures mostly 
against the emerging currencies, which in 2018 discharged the tensions accumulated over 
previous year in their balances of payments. The effective exchange rate continued to 
strengthen, supported by the Trump administration’s protectionist policies and by a still 
divergent monetary policy compared to Europe and Japan. Against the euro, the dollar hit a low 
since the beginning of the year, and subsequently appreciated almost uninterruptedly. Year-end 
levels were almost in line with the average for the 2015-17 three-year period, more compatible 
with the trend of interest rate differentials. Movements were very modest against the yen as 
well, despite the markedly accommodative Japanese monetary policy. If not for a period at the 
beginning of 2018, the dollar was even unaffected by the waning of risk appetite tied to the 
poor performance of the stock markets. 

Going forward, the dollar will be caught between opposite forces: on the one side, the level of 
interest rates and stronger economic growth should prove supportive; on the other, however, an 
overly accommodative fiscal policy tends to worsen external imbalances again, more than 
offsetting the effects of tariffs. Thanks to monetary policy divergence, the dollar should 
strengthen further against the yen, possibly re-approaching the peak levels seen between the 
end of 2014 and the beginning of 2015, but only after completion of the correction phase on 
the stock markets. On the other hand, the retreat against the euro will be held back throughout 
most of 2019 by the still subdued trend of growth in the Eurozone – which will offset potential 
upside pressures deriving from the robust current account surplus. In the run-up to the ECB rate 
hike cycle, and if the situation with Italy improves, the euro could return to 1.20. 

The outlook for the UK pound will depend on the outcome of the ratification process of the 
agreement. If successful, or if a long extension of the negotiation period is conceded in order to 
allow a new referendum to be held, sterling could strengthen. The adjustment which followed 
the referendum in 2016 led to a reduction of the current account deficit of the balance of 
payments to 3.2% of GDP, and a further improvement is possible in 2019, even without a new 
devaluation. In a no-deal Brexit scenario, however, a new depreciation may be expected, due to 
the temporary deterioration of economic activity and to the uncertainty tied to this scenario.  

We see opportunities for a reversal of the recent weakness of the Norwegian krone, which has 
probably overreacted to the recent drop in oil prices. 
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The trends of the global economy in 10 charts  

Fig. A – Trend of global PMIs  Fig. B – Import growth, y/y 

 

 

 
Source: Markit Economics, Thomson Reuters-Datastream Charting  Source: CPB World Trade Monitor, Thomson Reuters-Datastream Charting 

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

 

 

 
Source: IMF  Note: as percentage of GDP. Source: IMF, Fiscal Monitor, October 2018 

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

 

 

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

 Fig. H – Monetary base, G-3 (change, USD Bn) 

 

 

 
Source: IMF data and estimates, via Thomson Reuters-Datastream Charting  Source: Thomson Reuters-Datastream Charting, central banks and Intesa Sanpaolo 

estimates 

 
Fig. I – Interest rates – global average  Fig. J – Loans to non-financial businesses  

 

 

 
Note: the aggregate includes 44 advanced and emerging countries. Source: Thomson 
Reuters-Datastream Charting and Oxford Economics 

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

 
Economic growth by geographical area  

 2017 2018 2019f 2020f 2021f 
United States 2.2 2.9 2.5 1.9 1.6 
Japan 1.9 0.7 0.9 0.5 0.9 
Euro Area 2.5 1.9 1.5 1.4 1.4 
Eastern Europe 3.1 3.1 2.5 2.3 2.2 
Latin America 1.0 1.1 1.9 2.6 2.7 
OPEC 0.8 1.4 1.2 2.7 3.1 
China 6.9 6.6 6.3 6.0 6.0 
India 6.2 7.5 7.2 7.0 6.8 
Africa 3.6 3.4 4.0 4.3 4.4 
World 3.7 3.7 3.4 3.5 3.5 
 

Source: elaborations Intesa Sanpaolo 
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United States: 2019 in the hands of the Fed, President Trump and Congress 
The US economy closes 2018 with growth at around 3% yoy and inflation at around 2%. This 
year’s acceleration compared with the growth rates of previous years (2.2% on average) is largely 
due to fiscal stimulus – lower taxes and increased spending – against a backdrop of still 
expansionary monetary policy and financial conditions. The reduced contribution of fiscal policy, 
the transition of monetary policy towards a neutral stance, slower global growth and the restraint 
imposed by tariffs are now ushering in a slowdown that is set to bring growth to potential in 2019 
and below potential in 2020. Our forecast is that quarterly growth will gradually slide, leading to 
annual GDP growth of 2.9% in 2018, 2.5% in 2019 and 1.9% in 2020. 

2019 will be a year of transition for economic policies, moving from an expansionary phase to a 
neutral and, potentially, restrictive one. Developments in 2019-20 will depend on the decisions 
on rates, on the one hand, and public spending and tariffs, on the other. For now, we forecast 
that the Fed will exercise extreme caution, probably bringing rates back to neutral in 2019, with 
two rises, depending on the data. As for fiscal policy, under current legislation, the spending 
stimulus should drop and then abruptly disappear from October 2019. Herein lies the 
uncertainty for the forecasts: based on current legislation, fiscal policy would become restrictive, 
but agreements in Congress could change the expected contribution of public spending 
between end-2019 and 2020. This uncertainty will not be resolved until mid-2019. Trade policy 
– now in stand-by mode with the opening of negotiations with China – is also in limbo. If the US 
administration were to choose a more conciliatory path in 2019, the restriction imposed by 
tariffs could lessen.  

Our forecasts incorporate the status quo with regard to trade policy – i.e. excluding 
implementation of the tariffs threatened by Trump – and a moderate adjustment to public 
spending, which would soften the fiscal cliff at end-2019, without eliminating it completely. The 
risks to our scenario therefore are almost balanced: alternative scenarios could either be 
significantly worse or modestly better. Decisions by the Fed on rates, the US administration on 
tariffs and Congress on public spending will determine how softly the economy will land after its 
cyclical peak. One positive factor is that the Fed is in a flexible mode and will not be the catalyst for 
a sharp slowdown; rather, it may dampen the effects of the actions of the other policy-makers.  

1. Growth slowing towards potential in 2019. As 2018 closes, economic conditions are 
extremely positive, with the labour market at full employment, household savings solid, and 
inflation low. The output and unemployment gaps have been positive since 2017 and inflation is 
still close to 2%, while wages have started to pick up on the back of increasing excess demand.  

Consumer spending has been key to growth in 2018, boosted by the labour market situation 
and lower taxes. The labour market will remain a key factor in the 2019 scenario. The 
unemployment rate, which fell to 3.7% (the lowest since December 1969) from a peak of 10% 
in 2009, is pointing, in conjunction with many other indicators, to a phase of excess demand 
and continuously decreasing unused resources (Figs 3 and 6). The fall in unemployment was 
curbed by the increase in the cyclical participation rate, which has broadly offset the slide due to 
demographic reasons. Moreover, assuming the temporary stabilisation of the participation rate 
continues at current levels (62.9%) and employment gradually decreases from its average of 
209k new jobs a month in 2018 to around 150k-160k a month in 2019, the unemployment rate 
should gradually fall to 3.3-3.4% by end-2019. Employment income is set to continue growing 
at around 3% yoy, thanks to a combination of employment growth and a further gradual 
acceleration in salaries. Consumer spending is likely to see a downturn in the components that 
are sensitive to interest rates (cars and other durables), but should continue to show satisfactory 
growth, at expected rates of 2.8% in 2019 and 2.2% in 2020.  

Non-residential investment did not react significantly to the tax cuts (which led to a substantial 
increase in share buybacks by companies). Recent survey and order information shows a 
slowdown in the second half of 2018 in the wake of the introduction of tariffs and the risks of 
further protectionist measures and rate hikes. The correction in oil prices points to a probable 
stagnation in investment in extraction, in the best-case scenario. We forecast an overall 
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slowdown from 6.9% in 2018 to 4.4% in 2019. Residential investment dampened growth in 
2018 and is likely to continue to do so in 2019, with rates rising and house prices high: annual 
growth is expected to be nil in 2018 and -0.6% in 2019.  

Foreign trade was a brake on growth in 2018 (-0.3 pp), and is likely to remain so in 2019 (-0.4 
pp), causing considerable volatility as both domestic and Chinese companies attempted to avoid 
some of the tariffs by bringing forward purchases. According to the Tax Foundation, the new 
tariffs imposed in 2018 totalled USD 42Bn, and those threatened could amount to USD 129Bn. 

2. Fiscal policy is the bright spot in the forecasts. Fiscal policy was the main stimulus in 2018, 
contributing almost 0.7-0.8 pp to growth, split between tax cuts (around 0.45 pp) and increased 
spending (0.3 pp). In 2019, this contribution will decrease to around 0.2-0.3 pp. The crux of the 
scenario is what happens to levels of discretionary spending after October 2019. The current 
expenditure bill has raised the limits imposed by the Budget Control Act for the 2019 fiscal year 
and, if legislation remains unchanged, the restrictions in place in 2011 will come back into force 
at end-2019, reducing spending by around USD 120Bn a year in 2020-21. In the absence of any 
intervention, the sharp fall in spending would curb growth by around 0.2 pp a year. In our core 
scenario, we assume that Congress will decide to extend the 2019 spending levels until the end 
of 2020 to enable it to ride out the election year with a neutral fiscal policy. This is, however, 
subject to great uncertainty: Fiscal policy could remain expansionary or become restrictive 
depending on the balance in Congress.   

3. Monetary policy: playing it by ear. The expansionary monetary policy phase steered by the 
Fed is over. As of 2019, “just below” neutrality, monetary policy will be less predictable and 
more data-dependent. At the December meeting, the FOMC indicated that the rate path is 
more uncertain, less steep, but still upward-sloping. Projections for growth and inflation are 
lower than in September but the outlook is still positive. Hence, the FOMC is more dovish (the 
median for expected hikes drops to 2 in 2019, see table 1), moves will likely not be quarterly, 
but the Committee “judges” that the hiking cycle is not over yet. So far, economic data are 
prevailing over the markets and their gloomy reading of the future. Indeed, the majority of 
participants judges appropriate to hike into marginally restrictive territory in 2020. The Fed 
acknowledges some new headwinds Including explicitly market corrections) and for this reason 
the dot plot shifted down. In the future, the data will steer the Fed’s responses, which will be 
flexible. The introduction of greater flexibility in the reading of the outlook opens up possible 
changes to the rate path. For now, the market remains at odds with the FOMC’s views and does 
prices in less than one more hike (35% probability, fig. 11). Our forecast, between the FOMC’s 
and the market’s ones, is for two hikes in 2019, followed by a persistent growth slowdown, 
possibly inducing the central bank to start cutting rates late in 2020.       

Macro forecasts 
 2017 2018f 2019f 2017 2018    2019f    2020f 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 2.2 2.9 2.5 2.5 2.6 2.9 3.0 3.0 3.0 2.6 2.3 2.3 2.2 
q/q annual rate    2.3 2.2 4.2 3.5 2.1 2.4 2.4 2.3 2.1 1.9 
Private consumption 2.5 2.7 2.8 3.9 0.5 3.8 3.6 3.1 2.7 2.4 2.3 2.3 2.2 
Fixed investment - nonresid. 5.3 6.9 4.4 4.8 11.5 8.7 2.5 4.8 4.2 4.5 4.2 4.0 3.7 
Fixed investment - residential 3.3 0.0 -0.6 11.1 -3.4 -1.3 -2.6 -1.8 -1.0 0.8 1.3 1.0 0.8 
Government consumption -0.1 1.6 2.1 2.4 1.5 2.5 2.6 2.2 2.1 2.0 1.8 1.2 1.0 
Export 3.0 4.2 2.2 6.6 3.6 9.3 -4.4 4.3 2.1 2.4 2.3 2.2 2.1 
Import 4.6 4.7 3.9 11.8 3.0 -0.6 9.2 4.8 3.2 3.1 3.0 3.0 3.0 
Stockbuilding (% contrib. to GDP) 0.0 0.1 0.2 -1.1 0.3 -1.5 2.7 0.2 -0.1 0.0 0.0 -0.1 -0.1 
Current account (% of GDP) -2.3 -2.4 -2.6           
Federal Deficit (% of GDP) -4.1 -6.3 -6.4           
Gov. Debt (% of GDP) 135.8 135.4 135.8           
CPI (y/y) 2.1 2.4 1.4 2.1 2.2 2.7 2.6 2.2 1.4 1.2 1.4 1.6 2.0 
Industrial production (y/y) 1.6 3.9 2.7 1.9 0.6 1.3 1.2 0.5 0.6 0.5 0.6 0.6 0.4 
Unemployment (%) 4.4 3.9 0.8 4.1 4.1 3.9 3.8 3.7 3.6 -0.1 -0.2 -0.2 -0.2 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Growth is still accelerating...  Fig. 2 – ...but will fall from its 2018 peak 

 

 

 

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

 
Fig. 3 – The fall in unemployment has been slowed by the 
cyclical stabilisation of the participation rate  

 Fig. 4 – In its ninth year of expansion, employment is still 
increasing by around 200,000 a month 

 

 

 

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

 
Fig. 5 – Wage growth accelerating moderately  Fig. 6 – Vacancies growing more than hires  

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 7 – Fiscal policy is strongly pro-cyclical in an expansionary 
phase 

 Fig. 8 – The yield curve is on the verge of inverting 

 

 

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

 
Fig. 9 – The Fed could change the policy rate, given the 
difficulty of controlling the federal funds rate 

 Fig. 10 – In 2019, the Fed will provide information on the end-
point for the balance sheet and the path from 2020 onwards 

 

 

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

 
Fig. 11 – Projections for rates: dot plot and median at 
December 2018 

 Tab. 1 - Economic projections of members of the Federal 
Reserve Board and of regional Federal Reserve Bank Presidents 
– December 2018 

 

 Variables  Median 
2018 2019 2020 2021 Longer 

run 
Change in real GDP 3.0 2.3 2.0 1.8 1.9 
   Sept. projection 3.1 2.5 2.0 1.8 1.8 
Unemployment rate 3.7 3.5 3.6 3.8 4.4 
   Sept. projection 3.7 3.5 3.5 3.7 4.5 
PCE inflation 1.9 1.9 2.1 2.1 2.0 
   Sept. projection 2.1 2.0 2.1 2.1 2.0 
Core PCE  1.9 2.0 2.0 2.0  
   Sept. projection 2.0 2.1 2.1 2.1  
Federal funds rate 2.4 2.9 3.1 3.1 2.8 
   Sept. projection 2.4 3.1 3.4 3.4 3.0 

 

Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream and Federal Reserve 
Board data 

 Note: GDP and deflator: Q4/Q4 change. Unemployment: Q4 average. 
Source: Federal Reserve Board 
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Euro Area: turning points 

We believe 2019 will be a year of turnings in the Euro zone: a turning point in the economic 
cycle, with the end of the expansion phase and the return of growth to trend a more 
pronounced rise in core inflation starting in the middle of the year. It will also be a turning point 
in rates, with the first increase in the deposit rate. Furthermore, at the end of this year, 
European institutions will see new faces with the renewal of the European Parliament (23-26 
May) and in the EU Commission, with the expiry of the terms of office of three out of six 
members of the ECB’s GC Praet, Coeurè, and especially Draghi, at the end of October. 

Euro zone data continued to surprise on the downside. Our reading is that the peak of this 
expansionary cycle passed some time ago and GDP growth is returning to the trend more rapidly 
than expected due to a mix of temporary and more structural factors. Thus, we have trimmed 
our growth estimates for 2019 by two-tenths to 1.5%, which, based on the most recent ECB 
estimates (see the November economic bulletin) should be in line with potential. For 2020, we 
anticipate a further loss in momentum to around 1.4%. Although the expansionary phase seems 
to be coming to an end, we do not expect any setback in GDP growth in the short term given 
that the fundamentals for domestic demand continue to be highly supportive (see below). 

The slowdown in GDP growth in the summer to 0.2% qoq (1.6% yoy) from 0.4% qoq (2.2% 
yoy) was largely the result of shrinkage of the German economy due to the collapse in 
automobile production (see Fig. 1) resulting from EU diesel regulations going into effect. Like 
the consensus, our forecast is that there will be a recovery in GDP growth at the end of this year 
to 0.4% qoq. However, confidence surveys, as well as industrial production and retail sales data, 
point to moderate downward risks.  The December PMI survey suggested that the yellow jackets 
protests had a sharp negative impact on services confidence in France. Yet, activity is 
decelerating in Germany too where there are no exceptional factors at play. The PMI composite 
(down from 54.3 to 52.9) and EU Commission ESI index (down from 111.5 to 109.6) were at 
lower levels on average than in the summer and are consistent with GDP growth of 0.3% qoq. 
The slowdown in the Euro zone economy in 2018 was mainly due to the manufacturing sector, 
which was affected by the decline in world trade following the euphoric pace of 2017. The year-
end forecast still points to somewhat stagnant industrial activity, with the manufacturing PMI 
getting dangerously close to the threshold of 50. The prospects for a recovery in exports are not 
great based on indications from the global PMI (see Fig. 3). Over the medium term, uncertainty 
over trade policies could further depress trading (see Fig. 4). After the 5.4% growth seen in 
2017, exports are expected to grow by 2.7% this year and stabilise around 2.4% in the next 
two years. Imports should grow by 3.0%, and thus, we expect the contribution from foreign 
trade to be negative (-0.1% qoq after +0.2% in 2018 and +0.8% in 2017). 

Increases in both exchange rates and the price of oil will have a slight impact on growth in 2019 
but, on the whole, should not result in a decrease of more than 0.3%. In our main scenario, oil 
is expected to rise to USD 80 a barrel if market sentiment changes radically. In any event, 
production cuts approved by OPEC and Canada make an increase more likely than a decrease. In 
2019, this would entail a small average increase (+USD 8 per barrel) as compared to 2018 when 
the price for crude oil rose by about USD 20 a barrel. Starting in mid-2019, as the first rate hike 
in the Euro zone approaches and the US cycle matures, the euro should resume its appreciation 
against the dollar and, in actual terms, by about 3%. 

Economic policies will continue to support the cycle Markets broadly anticipated the end of QE, 
and it should not result in a significant correction in risk premiums. The ECB will complete 
another step along the path towards normalising monetary policy in the second half of 2019, 
but with a zero percent deposit rate at the beginning of 2020 (see below), monetary policy will 
continue to be highly accommodative. The old rules of monetary policy would suggest that rates 
should be about 200bp higher even now. Furthermore, the ECB will leave the balance sheet 
level unchanged through a policy of reinvesting the Asset Purchase Programme (APP) portfolio 
for “an extended period of time”. In 2019, tax policies will become more expansionary in 
Germany, Italy, France and Spain. While star performer, Germany, has room for manoeuvre as 
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regards tax policy, the other countries have decided to support the cycle by breaking rank with 
Brussels. We believe that in the current scenario of political fragmentation and growing 
domestic risks, progress on the adoption of an EU budget and reform of European governance 
will also be limited, even following the European elections. 

We believe that the principal growth driver will continue to be domestic demand, which is 
expected to rise at a strong (1.4%) but slower pace than the 1.8% in 2017. Consumption and 
investments will be bolstered by new loan growth (see Fig. 10) aided by historically low 
borrowing costs (see Fig. 11). Broad financial conditions are still highly accommodating: with the 
decline in stock prices, there was a weakening in the effective exchange rate. Government yields 
changed only slightly. The ECB systemic stress indicator for the Euro zone is at an all-time low, 
despite tensions over Italian government yields (see Fig. 12). 

High capacity restrictions and financial conditions that continue to be accommodating should 
drive corporate spending in expansionary investments, but it is likely that the high is now behind 
us (see Figs 5 and 6). For the time being, we have limited estimates of corporate investment 
growth to +2.4%, down from 2.9% in 2018, but we should point out that the uncertainty over 
international politics and the development of the area’s domestic political scenario could lead to 
companies postponing their spending plans. On the other hand, we confirm our forecast of 
continuing solid growth in construction, due to highly accommodating financial conditions, even 
though we expect a slowdown to 2.5% from 3.0% in 2018.  

The virtuous circle between decreasing slack in the labour market, wages and consumption is 
nearly intact (see Fig. 7). The resilience in employment growth is due to structural factors: 
greater participation (and employment) of those aged 55 to 74 due to retirement-age reforms. 
Real disposable income from work should continue to grow at around 1.6%. Despite somewhat 
weaker employment growth of 1.3% (from 1.5%, see Fig. 7), salaries are expected to grow an 
average of 2.5% in 2019, up from 2.2% in 2018. The scarcity of labour will put further pressure 
on requests for salary adjustments (see Fig. 8). In addition, both France and Spain have planned 
generous minimum wage increases. The unemployment rate has returned to pre-crisis levels in 
the Netherlands, Belgium and Germany, with a Euro zone average of 8.1%. In France, Italy and 
Spain, unemployment is at higher levels (see Fig. 9), and, as everyone knows, the higher 
percentage of fixed-term contracts has resulted, at least in part, in a drift toward populist and/or 
anti-establishment positions.  

Headline inflation has already returned to target levels since the summer, but the rise is entirely 
due to pressures on energy. The underlying growth in prices did not change significantly last 
year (1.0% in November, from a previous level of 1.1%, due to a reduction in prices for 
services). Going forward, the projected increase in the price of crude will push the energy 
component higher at the beginning of the year, but starting in the spring, in the absence of a 
sustained hike in domestic prices, it is unlikely that overall inflation will stabilise at the target 
level. With the reduction of excess overall supply and the increase in nominal wages, there is 
likely to be a gradual increase in core inflation. Our super core inflation measure (see Fig. 13) 
has changed direction and supports the forecast of a rise in domestic prices. However, the 
weaker-than-expected data on core price growth points to uncertainty about the response of 
core inflation to wage increases. Our core inflation forecast for 2019 has dropped from a 
previous level of 1.6% to 1.4%. A more pronounced increase in core prices should only in the 
second half of 2019. Headline inflation is expected to fall to 1.7%, from a previous forecast of 
1.8%, and then rise again in 2020. 

Although still positive, the Euro zone scenario is surrounded by a high degree of uncertainty. 
The slowdown in the cycle could turn out to be more widespread than that incorporated into 
our below-the-consensus forecasts. The protectionist trend and halt to globalisation will have an 
impact on world trade that is difficult to quantify, but undoubtedly negative over the short and 
medium term. The political situation in Europe is fragile, with democratic values under attack 
almost everywhere by populist and/or anti-establishment movements. European elections will be 
an important test for the populist right. The risk of tightening financial conditions in coming 

We believe growth will be 
supported by the resilience of 
domestic demand... 
 
...due to financial conditions 
that continue to be 
accommodating 

Corporate investments are 
expected to grow at a good 
pace, but not as strong as in 
2018  
 
Construction is still expected 
to grow 

The virtuous circle between 
decreasing slack in the labour 
market, wages and 
consumption is unbroken  



 Macroeconomic Outlook 
December 2018 

 

Intesa Sanpaolo – Research Department 13 

months should not be disregarded, and could be triggered by fears over the refinancing of 
Italian debt. Negotiations with Brussels to limit the increase in the deficit to around 2.0% have 
only partially reduced pressures on the Italian Treasury refinancing needs at the beginning of 
2019. A sharp increase in risk premium in Italy might have a more pronounced contagious effect 
on other countries than has recently been the case, since France and Spain have decided to 
break away from Brussels’ rules by adopting more expansive fiscal policies. The ECB can only 
intervene to support a member country with outright monetary transactions (OMTs). A member 
country facing a liquidity crisis may request the ECB to activate the OMTS alias short-term (1-3 
years) public sector purchase programme on the secondary market, only under strict conditions, 
i.e. if it has activated an ESM support programme. 

2018 saw the first step towards normalisation of monetary policy with the shelving of 
quantitative easing. As Mario Draghi pointed out in the December press conference, QE 
remains, for all intents and purposes, a monetary policy instrument that can be activated in the 
future in the event of a generalised risk of deflation in the Euro zone. The ECB's QE, overseen by 
Mr Draghi, overcame the criticisms of the German establishment and was given a green light by 
the European Court of Justice. The undisputed benefits for the financial conditions of the EUR 
2.5 Trn expansion ECB’s budget expansion will continue to be felt for as long as the ECB 
reinvests all the maturing securities. In December, the Governing Council provided some 
additional details on the probable timing for reinvestments, indicating that they would continue 
past the date when it starts raising interest rates and in any case for as long as necessary to 
maintain adequate liquidity levels. The Council has, therefore, adopted a strategy similar to that 
of the Fed, which, when setting the guiding principle for monetary policy normalization in 2014, 
indicated that it would phase out reinvestments only after it started raising policy rates. By 
confirming that reinvestments will continue for as long as it deems necessary, the ECB 
reasonably aims to leave all its options open in view of the high level of uncertainty surrounding 
the macroeconomic scenario. Regarding the technical details, no reallocations between the 
various asset classes will take place, but purchases will be made on the basis of the quotas 
prevailing at the end of 2018. The new development is that reinvestments will take place on the 
basis of the new capital keys, with an adverse effect on the peripheral countries at the margin.  

The turning point for monetary policy in 2019 is expected to be the start of a gradual hiking 
cycle. For now, discussions in Frankfurt are still preliminary. The new staff macroeconomic 
estimates show GDP growth still above potential until 2021 (1.7% in 2019–2020 and 1.5% in 
2021) and inflation rising to 1.8% in 2021. (Stabilisation of inflation close to but below 2% 
depends on the acceleration of core inflation, which, according to ECB forecasts, will rise from 
1.0% this year to 1.4% in 2019, and thereafter to 1.6% in 2020 and 1.8% in 2021). The 
macroeconomic scenario for December is, therefore, still consistent with a moderate hiking cycle 
starting in late 2019. Risks are assessed as broadly balanced, but, by contrast with the October 
meeting, the press release recognises that downside risks are increasing due to uncertainty 
regarding the global scenario, the threat of protectionism, vulnerabilities in emerging markets 
and a possible increase in market volatility. The press release confirms that “the Governing 
Council stands ready to adjust all of its instruments, as appropriate, to ensure that inflation 
continues to move towards the Governing Council’s inflation aim in a sustained manner”. The 
ECB has thus effectively indicated that it is playing by ear, although its aim is to move away from 
negative interest rates. At the December press conference, Mario Draghi pointed out that the 
markets, which in recent weeks have substantially scaled down their expectations regarding rate 
rises at the end of 2019 (see Fig. 16), have clearly understood the ECB’s reactive function. Mr 
Draghi's statements lead us to believe that the positions taken within the Council are not too far 
away from those of the market, given the general uncertainty surrounding growth forecasts. We 
believe that the uncertainty regarding the macroeconomic situation will have a more 
pronounced effect on refinancing rate rises in 2020 than on deposit rate rises in the fourth 
quarter of 2019. Even with a deposit rate of zero and a marginally positive refinancing rate at 
the end of 2019, monetary policy would still be highly accommodative, with nominal growth of 
3.3% in 2021. 

QE is dead, long live QE 
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The maturity date for the first TLTRO II operation (EUR 386.3 Bn) is approaching.  The minutes of 
the October meeting indicate that Council members discussed the effects of reduced residual 
maturity of liquid assets assigned with TLTRO II on the banks’ liquidity position. It is known that 
reducing the residual life of the first TLTRO II auction to less than one year would have a not-
inconsiderable effect on the NSFR (net stable funding ratio), with potential repercussions for the 
banks’ ability to grant new credit. The TLTRO II auctions were not discussed in December, but 
Mario Draghi stressed that the Council was aware of the effects on liquidity of reduced residual 
life of the operations. We believe the ECB may announce for next March a final two-year 
bridging operation on less favourable terms compared to TLTRO II, indexed to the refinancing 
rate and deposit rate, to enable the banks, which are still in difficulty, to return to normality, 
also in view of the regulatory changes currently in progress. The ECB has acted as a lender of 
last resort for the banks in the post-crisis period and may want to find a way of smoothing over 
the liquidity jump. We believe that the ECB will probably extend full allotment at refinancing 
auctions until the last 2021 reserve maintenance period. Excess liquidity will remain significant 
after the TLTRO II operations mature because it is linked to the size of the ECB’s balance sheet, 
inflated by the APP portfolio. In addition, the (pre-) ESTER rate, which will replace the EONIA 
from October 2019, is trading below the deposit rate. In this context, it will be difficult for the 
ECB to regain control of the interest rate corridor.  

The terms of office of three Executive Board members will expire in 2019: Peter Praet (May), 
Mario Draghi (October) and Benoît Cœuré (December). This may alter the equilibrium 
considerably, as Mr Draghi and Mr Praet are fairly moderate in their approach, while Mr Cœuré 
generally takes a neutral position. The guidance on interest rates and purchases is part of Mr 
Draghi's legacy to the ECB. It remains to be seen whether the new Board will conform to the 
current guidance formulation. The Executive Board and the new ECB President can rely on a 
range of non-standard monetary policy instruments adopted by the ECB in the last eight post-
crisis years. The measures adopted by the ECB under Mario Draghi's guidance have been 
decisive in safeguarding the systemic stability of the monetary union and the functioning of the 
interbank market and in sustaining growth and inflation. Today’s Europe, while it may be 
divided on matters of border management and supranational policies, and, more generally, on 
the degree of fiscal and economic policy integration, would not exist without the actions taken 
by the ECB under Mr Draghi’s supervision.  

Macro forecasts 
 2017 2018f 2019f 2017 2018    2019f    2020f 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 2.5 1.9 1.5 2.7 2.4 2.2 1.6 1.3 1.4 1.4 1.6 1.6 1.4 
- q/q change    0.7 0.4 0.4 0.2 0.3 0.5 0.4 0.4 0.3 0.3 
Private consumption 1.7 1.3 1.4 0.2 0.5 0.2 0.1 0.3 0.5 0.4 0.4 0.4 0.4 
Fixed investment 2.9 2.9 2.4 1.2 0.1 1.5 0.2 0.3 0.7 0.6 0.7 0.7 0.6 
Government consumption 1.2 1.0 1.2 0.2 0.0 0.4 0.2 0.3 0.3 0.3 0.3 0.3 0.3 
Export 5.4 2.7 2.4 2.2 -0.7 1.0 -0.1 0.7 0.6 0.7 0.7 0.6 0.6 
Import 4.0 2.5 2.9 1.6 -0.5 1.1 0.5 0.8 0.7 0.7 0.6 1.0 0.7 
Stockbuilding (% contrib. to GDP) -0.1 0.1 0.1 -0.1 0.2 -0.1 0.3 0.0 0.1 0.0 -0.1 0.1 -0.1 
Current account (% of GDP) 3.9 3.8 3.6           
Deficit (% of GDP) -0.6 -0.8 -1.0           
Debt (% of GDP) 88.9 86.9 85.2           
CPI (y/y) 1.5 1.8 1.7 1.4 1.3 1.7 2.1 2.0 1.9 1.8 1.5 1.6 1.6 
Industrial production (y/y) 3.0 1.5 1.6 4.1 3.2 2.4 0.8 -0.2 1.0 1.5 1.9 2.2 2.1 
Unemployment (%) 9.1 8.2 7.9 8.7 8.5 8.3 8.1 8.0 8.0 7.9 7.9 7.9 7.9 
3-month Euribor -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.2 0.0 
EUR/USD 1.13 1.18 1.16 1.18 1.23 1.19 1.16 1.14 1.14 1.15 1.16 1.17 1.18 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 - The slowdown in the third quarter is partly due to 
temporary factors linked to the decline in automobile 
production in Germany  

 Fig. 2 - But the ESI index indicates that growth could return to 
the trend from the end of 2018 to the beginning of 2019 

 

 

 
Source: City indexes of economic surprises and Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 

 
Fig. 3 - Fleeting recovery in exports. At best, the global PMI 
indicates stable international trade  

 Fig. 4 - Protectionist policies weigh on international trade. The 
slowdown in world trade is partially structural 

 

 

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

 
Fig. 5 - Capacity restrictions should support the capex cycle   Fig. 6 - Companies have only marginally revised spending plans 

for plant expansion in 2019 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 7 - Household consumption supported by growth in 
employment income 

 Fig. 8 – Wages finally pick up 

 

 

 
Source: Thomson Reuters-Datastream  Note: the labour shortage measure is taken from the quarterly survey of the EU 

Commission, Source: Thomson Reuters-Datastream 

 
Fig. 9 - The unemployment rate is below pre-crisis levels in 
Germany, Belgium and the Netherlands, but there is still scope 
for reduction elsewhere if the proper policies are implemented  

 Fig. 10 – Credit growth is steady 

   

 

 

 

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

 
Fig. 11 - Cost of funding is still at an all-time low   Fig. 12 - No sign of financial stress despite growing tensions 

over Italy 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 13 - The various measures of core inflation are not far from 
the lows seen at the end of 2014, but our super core inflation 
measure has changed significantly 

 Fig. 14 - The relationship between wages and domestic prices 
remains uncertain 

 

 

 
N.B.: the ISP measure of super core inflation is constructed by selecting CPI core sub-
indices, excluding energy, food and tobacco, correlated to the output gap with 2 lag 
periods above 0.5%. Source: Thomson Reuters-Datastream 

 Source: Thomson Reuters-Datastream 

 
Fig. 15 – Fiscal policy will become more expansionary  Fig. 16 - Markets have reduced expectations of an increase in 

ECB rates 

 

 

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

 
Fig. 17 – The systemic liquidity surplus will also remain 
substantial after the TLTRO II operations mature 

 Fig. 18 – With a liquidity surplus of EUR 500 Bn, the ECB will 
find it hard to regain control of the interest rate corridor 

 

 

 
Note: the liquidity surplus forecast is from the ECB, taken from a speech by Peter Praet 
made in September 2018. The estimate is based on a simulation of the evolution of the 
Eurosystem balance sheet. The projection includes the arbitrary assumption that 
reinvestments will continue until December 2020 
Source: ECB, Praet “Challenges to monetary policy normalization”, 20 September 2018 
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Germany: the engine loses steam, but it is far from stopping 

Germany has driven the economic recovery in the Eurozone since mid-2014, growing at a pace 
of almost one per cent over the potential rate, thanks to revived domestic demand and exports. 
However, starting at the beginning of 2018, the German economy slowed, and more than 
expected. The contraction of German GDP (-0.2% q/q) over the summer months is clearly 
explained, at least in part, by temporary factors: lower production (by over 7.0% q/q) and slower 
exports (Figures 1 and 3) in the car industry, due to the introduction of new EU regulations on 
diesel engine emissions. The car sector accounts for 4.7% of total value added, and is estimated 
to have subtracted no more than 0.3% q/q from GDP growth in the summer quarter, which 
means that the Germany economy, net of autos, expanded by only 0.1% q/q in the summer 
months, compared to 0.4% q/q in the first six months of the year. Services also lost steam (Fig. 
3) in the summer months, probably affected by weaker consumption, explained in part by 
exceptionally warm weather conditions. Details of 3Q GDP growth confirm that the soft patch is 
explained by falling exports (-0.9% q/q) and private consumption (-0.3% q/q), whereas 
investments in machinery increased by 0.6% q/q, form +0.2% q/q in 2Q. 

Our estimates, in line with consensus and Bundesbank forecasts, point to a rebound in GDP at 
the end of 2018 into the 0.5% q/q area, which should leave average growth in the year at 
1.6%. In the opening months of 2019 we expect growth to stabilise at around 0.45%. 
However, IFO and PMI survey data (Fig. 4) seem to suggest the existence of downside risks. We 
believe conditions are in place for growth to stabilise at levels in line with potential (1.4%) both 
in 2019 and in 2020. Beyond the volatility of recent monthly data (Fig. 6), we remain confident 
in the resilience of German domestic demand, in light of more than solid fundamentals, 
whereas we acknowledge that the contribution of foreign trade will turn from being marginally 
positive to negative. This is because the export trend should slow gradually, in line with the 
evolution of global trade. Imports, on the other hand, should keep growing at more solid rates 
(3.3%), given the high import content of German domestic demand. 

The EU Commission’s quarterly survey shows that the economy is operating in conditions of 
increasing capacity constraints (v. Fig. 7). High capacity utilisation levels (Fig. 13) and still 
markedly accommodative financial conditions (v. Fig. 8) are supporting the demand for credit 
among businesses, to finance corporate investments. As a result, we expect the corporate 
investment cycle to keep progressing at a solid pace (0.8% q/q) in the coming quarters. In 2019, 
business sector investment growth is expected to average 3.3%, from 3.1% in 2018. Ci 
aspettiamo prosegua la forte espansione delle costruzioni (3.6% nel 2019 dopo il 3.3% del 
2018). We expect construction to keep expanding at a strong pace (3.6% in 2019, from 3.3% 
in 2018) and the summer slowdown in output should prove to be a temporary development, as 
orders and building permits (v. Fig. 9) keep growing at a solid pace, and sentiment among 
construction companies is euphoric. Household consumption should resume driving domestic 
demand starting at the end of 2018. The trend of labour income is benefiting from an 
acceleration in negotiated wages (above long-term average) to 2.8% y/y in Q3. Salaries and 
wages are expected to grow between 2.9% and 3.1% from 2.8% in 2018. In most cases, 
negotiations resulted in much higher wage growth than in the past two years, and for longer 
periods3. Job growth is estimated to slow to 0.7% y/y at the end of 2019, from 1.2% in 3Q, as 
the labour market is at full employment levels, and lacking an expansion of participation, the 
employment rate is unlikely to increase notably. Therefore, the unemployment rate should not 
drop significantly from recent levels (5.1%), already below the NAIRU. Il Real labour income is 
expected to grow by 1.2% again next year, from 1.3% in 2018, as in the presence of blander 
employment growth, inflation should moderate to 1.8% from 2.0% in 2018, due to a smaller 

                                                           
 
3 In some sectors, workers were offered a choice between pay rises or a reduction of work hours, at like-for-
like compensation. 
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contribution from the energy item, balanced in part by the increase of the core component. 
Therefore, household consumption should keep growing at a sustained pace, of 1.3% next year 
from 1.1% in 2018. 

In the event of an unwelcome slowdown, Germany can resort to fiscal policy to support domestic 
demand and counter the effects of external shocks, stepping up the stimulus already agreed by the 
coalition agreement (worth 45-47 billion euros between 2018 and 2021, or 1.5% of GDP). Despite 
the expansionary measures already approved, the national budget will continue to show a large 
surplus, (nominal and structural) next year (nominal balance of 1.2% from 1.6%, structural 
balance of 1.0% from 1.4%), still supported by low interest rates and little changed tax revenues, 
as the expansionary measures will be offset in part by higher progressive taxation. 

However, downside risks to growth are increasing, and mostly derive from the international 
context. The slowdown in global trade is already weighing on the export trend. The auto sector, 
already impacted by the introduction of new EU regulations in the summer months, would be 
penalised by the introduction of auto tariffs of 25% on car exports, threatened by the Trump 
administration. The IFO4 institute estimates that 25% tariffs on cars sold in America (around 
700k in 2016, 4% of total US auto imports) would impact German GDP by -0.16%, significantly 
more than the effect reaped by the tariffs on aluminium and steel exports (-37 million euros). It 
should also be pointed out that the recent measures adopted by China could hold back the 
country’s manufacturing sector. More in general, the slowdown in foreign trade is only in part a 
cyclical phenomenon: at best, the globalisation wave is waning, and this will have medium-term 
repercussions on the German economy, probably calling for a review of the production model. 

One element of uncertainty is the political picture. The CDU conference on 7 December elected 
Annegret Kramp-Karrenbauer, known as AKK by her fans, as the party’s new leader. Carrying 
on Angela Merkel’s legacy and bolstering the democratic values put at risk by the advance of 
the AfD will not be an easy challenge to take on. Kramp-Karrenbauer may have to tackle a more 
fragmented Europe than the one led by Merkel through the crisis years.  In theory, the political 
elections of 2021 are distant, but the risk of the present government not reaching the end of its 
mandate (2021) is by no means negligible. Should early elections be called, there is no certainty 
at all that the CDU will continue to lead the government coalition together with the SPD, given 
the erosion of consensus incurred by both parties in the recent months. A possible outcome 
could be the Green Party joining the government coalition, which would exert pressures towards 
the adoption of more expansionary fiscal policies. 

Macro forecasts 
 2017 2018f 2019f 2017 2018    2019f    2020f 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) * 2.5 1.6 1.4 2.8 2.0 1.9 1.2 1.1 1.2 1.1 1.7 1.5 1.4 
- q/q change    0.5 0.4 0.5 -0.2 0.4 0.5 0.4 0.4 0.3 0.4 
Private consumption 2.0 1.1 1.3 0.2 0.5 0.3 -0.3 0.4 0.4 0.4 0.4 0.4 0.4 
Fixed investment 3.6 3.2 3.5 0.3 1.4 0.5 0.7 0.8 1.0 1.0 0.8 0.8 0.6 
Government consumption 1.6 0.9 1.7 0.4 -0.5 0.8 0.2 0.4 0.4 0.4 0.4 0.5 0.5 
Export 5.3 2.1 1.9 1.7 -0.3 0.8 -0.9 0.6 0.5 0.8 0.9 0.7 1.0 
Import 5.3 3.5 3.3 1.4 -0.3 1.5 1.3 0.8 0.4 1.0 0.4 1.4 0.4 
Stockbuilding (% contrib. to GDP) 0.0 0.6 0.2 0.0 -0.1 0.3 0.8 0.0 -0.1 -0.1 -0.4 0.1 -0.4 
Current account (% of GDP) 8.1 7.7 7.2           
Deficit (% of GDP) 1.6 1.2 1.1           
Debt (% of GDP) 63.9 60.1 56.7           
CPI (y/y) 1.7 1.9 1.9 1.6 1.3 1.9 2.1 2.2 2.4 2.1 1.7 1.5 1.4 
Industrial production (y/y) 3.3 1.9 1.4 4.9 3.8 2.8 0.8 0.1 0.3 0.5 2.4 2.5 2.0 
Unemployment (%) 5.7 5.2 4.9 5.5 5.4 5.2 5.2 5.0 5.0 4.9 4.9 4.8 4.8 
10-year yield 0.33 0.45 1.00 0.38 0.59 0.48 0.33 0.40 0.60 0.97 1.16 1.26 1.40 
 

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

                                                           
 
4 See: IFO Institut: US Tariffs on Cars would cost Germany Five Billion Euros, 24 May 2018. 
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Fig. 1 – Contraction in GDP, production and …   Fig. 2 – ... exports over the summer is partly explained by the 
woes of the auto sector 

 

 

 
Source: Thomson Reuters Datastream  Source: Thomson Reuters Datastream 

 
Fig. 3 – Manufacturing drives the slowdown, but services have 
lost impulse too 

 Fig. 4 – PMI and IFO (to a lesser extent) point to downside risks 
to forecasts for a rebound in GDP growth in late 2018 

 

 

 
Source: Thomson Reuters Datastream  Source: Thomson Reuters Datastream 

 
Fig. 5 – Few and unconvincing indications of a rebound in trade  Fig. 6 – Hard data point to some deceleration in domestic 

demand 

 

 

 
Source: Thomson Reuters Datastream  Source: Thomson Reuters Datastream 
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Fig. 7 – The economy operates with more binding capacity 
constraints 

 Fig. 8 – Credit and funding conditions ultra generous 

 

 

 
Source: Thomson Reuters Datastream  Source: Thomson Reuters Datastream 

 
Fig. 9 – Construction solid expansion to continue in 2019  Fig. 10 – Nothing to fear for private spending: negotiated 

wages and employment still growing at healthy pace 

 

 

 
Source: Thomson Reuters Datastream  Source: Thomson Reuters Datastream 

 
Fig. 11 – Fiscal policy to the rescue?  Fig. 12 – CDU (union) and SPD have eroded consensus since 

2017. Will CDU continue to be the main party after Merkel 
departure? 

 

 

 
Source: Thomson Reuters Datastream  Source: Thomson Reuters Datastream 
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France: the economy is stabilising, but la colère of the “yellow 
vests” will cause the public finances to increase again in 2019  

After slowing in the first half of the year, GDP growth accelerated moderately in the autumn to 
0.4% qoq, mainly due to a pick-up in consumer spending and a healthy contribution from foreign 
trade; as a result, 2018 growth to date is now 1.5%. For the last quarter of the year, the 
confidence surveys available to date have confirmed a slowdown in the French economy, albeit 
less pronounced than in other countries: we therefore estimate GDP growth of 0.3% qoq (1.0% 
yoy), although the risks to the forecast are tilted to the downside in light of the volatile profile of 
both consumption and capital expenditure. We do not believe that the protests by the “yellow 
vests” will have immediate repercussions on growth, as they were more aimed at politically 
weakening Macron’s government; this, however, could become a problem if it were to seriously 
threaten the government’s credibility. We therefore confirm our previous estimate of GDP growth 
at 1.6% in the two-year period 2018-19, although the risks are to the upside, for the next year, in 
light of Macron’s tax reforms, which should stimulate consumer spending and investment.  

Consumer spending experienced a dip of -1.2% mom, but partly recovered in October (+0.8% 
mom), which at least enabled it to avoid jeopardising the start of 4Q any further; however, 
consumer spending is now heading for a decline of -0.2% qoq at the end of the year, from 
+0.4% qoq previously. Moreover, household confidence surveys carried out by INSEE have 
shown a fairly clear decline in confidence since April, which accelerated at the end of summer, 
causing the household confidence index to fall from its record level of 100 in April to 92 in 
November, its lowest since 2015. The entry into force in 4Q18 of the cuts to France’s 
unemployment benefits (“assurance chômage”) and the lower taxes on property will not, in our 
view, start to provide any visible support to consumer spending before 1Q19. We forecast a rise 
in consumer spending in 2019 to approximately 1.4% (from 0.9% this year), supported by the 
labour market, which we think will continue to improve, lower taxes, and greater purchasing 
power bolstered by falling energy prices.  

Investment slowed by three-tenths to 2.9% qoq in 3Q due to the decline in the property 
component, while the production component was broadly stable compared with the spring. We 
expect household investment to slow further at the end of the year due to the uncertainty 
affecting French consumers, while capital expenditure, although weakening, is likely to continue 
growing and then accelerate more visibly next year in light of the government’s plans to reduce 
the tax wedge for companies and its new plans for employee training and professional 
apprenticeships. We cannot rule out an upturn in household investment next year, once the tax 
cuts on property are fully in force. Overall, we confirm that investment will slow to 3.0% this 
year (from 4.7% in 2017) and then stabilize at 3.1% in 2019.  

Industrial output, after slowing in September (-1.6% mom), regained a good deal of ground in 
October (+1.2% mom) thanks to the contribution of manufacturing. Despite this, the profile for 
4Q will be less positive than expected, as it is heading for a slowdown of 0.2% qoq, from 0.7% 
qoq previously. Confidence surveys recorded a slowdown in the manufacturing PMI to 50.8 in 
November, from 51.2 previously, and from 53.5 at the end of summer, indicating that it is on 
the verge of stagnation; national INSEE surveys are slightly more optimistic than the PMIs, but a 
fall in activity at the turn of the year is nevertheless on the cards. The most we can expect is that 
the slowdown will be temporary and affected by the global climate of uncertainty. For next year 
we forecast that industrial output will pick up again to around 1.4%, from 1.0% this year. 
Confidence is also falling in the services segment, but in a more nuanced way than in the 
industrial segment: the INSEE index is en route for a fall from 105 to 103 in the last quarter, 
while the services PMI is broadly stable at 55.2, from 55.0 in the summer. Lastly, the building 
sector continues to buck the trend, registering an – albeit slight – improvement in the 
confidence indices to 108.3 in the current quarter, from 108.2 in the previous one.  

Guido Valerio Ceoloni 
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In 3Q, the contribution of foreign trade was some 0.6 due to the slump in imports, which fell 
from the previous figure of 2.1% qoq to 0.1% qoq, whereas exports were weaker in purely 
relative terms. The imports figure is unexpected as consumer spending was healthy in the 
autumn, and the slowdown in imports is therefore likely to be only temporary. In the last quarter 
of the year, we expect imports to stage a decent recovery, whereas exports could slow further 
due to the ongoing uncertainty surrounding the fate of global trade; this uncertainty has already 
made a considerable dent in the quarterly performance of French exports. This year, the 
contribution of foreign trade will therefore be markedly positive and the best since 2012, thanks 
to the first two quarters, while for next year, we expect a return to close to neutrality on the 
back of the upturn in consumption.  

Inflation, as expected, after peaking at 2.3% in summer, started to slow by around one-tenth a 
month, mainly due to the fall in energy prices, and is on course for 1.8% by the end of the year. 
However, annual average acceleration was considerable compared with 2017, rising from 1.0% 
to 1.9%, partly due to the increase in tobacco excise duties (which made a contribution of 
around two-tenths). We forecast a slowdown to 1.6% for 2019, due to the fall in the energy 
component. The underlying component, which is set to accelerate to 0.7% this year (from 0.4% 
in 2017), is expected to continue rising in 2019, to 1.2%  

Unemployment halted its descent in 3Q, stopping at 9.1%, its June level. The figure for 
metropolitan France alone was unchanged at 8.8%. We expect it to fall by another couple of 
tenths to 8.9% by the end of the year, which would confirm an annual average fall of three-
tenths in unemployment to 9.1% in 2018 from 9.4% in 2017. For 2019, it is likely to continue 
falling at around the same pace, dropping to 8.7%.  

The arrival of the “yellow vests” is not making it easy for France to get its public accounts back 
in order. After two weeks of strong protests, President Macron was forced to make concessions 
that will hit the accounts by around EUR 10-11Bn and which, in all likelihood, will again take 
France’s nominal deficit to more than -3.0% (we estimate -3.4%) in 2019. The government has 
announced that further spending cuts will be made to cover some of the unexpected 
expenditure, which will reduce the size of the overshoot; however, financing must be found for 
a portion (currently estimated at around EUR 8-9Bn), bringing the deficit to at least -3.2/-3.4% 
(the calculation already includes the cost of converting the CICE (competitiveness and 
employment tax credit) into permanent contribution relief as a one-off cost, equal to 0.9% of 
GDP). The correction to -2.6% this year will therefore be only temporary. Public debt is therefore 
expected to start rising again next year to 100%, from 99.0% in 2018.  

Macro forecasts 
 2017 2018f 2019f 2017 2018    2019p    2020p 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 2.3 1.6 1.6 2.8 2.2 1.6 1.4 1.0 1.3 1.6 1.6 1.7 1.7 
- q/q change    0.7 0.2 0.2 0.4 0.3 0.4 0.5 0.4 0.4 0.4 
Private consumption 1.1 0.9 1.4 0.2 0.2 -0.1 0.4 0.3 0.4 0.5 0.3 0.4 0.3 
Fixed investment 4.7 3.0 3.1 1.0 0.1 0.9 0.9 0.7 0.7 0.8 0.8 0.7 0.6 
Government consumption 1.4 1.1 1.2 0.3 0.2 0.3 0.2 0.3 0.3 0.3 0.3 0.3 0.3 
Export 4.7 2.6 2.6 2.2 -0.6 -0.1 0.4 0.8 0.8 0.6 0.7 0.7 0.7 
Import 4.1 0.8 2.4 0.4 -0.7 0.5 -0.3 0.8 0.7 0.7 0.7 0.7 0.6 
Stockbuilding (% contrib. to GDP) 0.2 -0.4 -0.2 -0.3 -0.1 0.2 -0.3 -0.1 -0.1 0.0 0.0 0.0 0.0 
Current account (% of GDP) -0.6 -0.6 -0.6           
Deficit (% of GDP) -2.6 -2.6 -3.4           
Debt (% of GDP) 98.5 99.0 99.4           
CPI (y/y) 1.2 2.2 2.3 1.2 1.5 2.1 2.6 2.7 2.5 2.3 2.4 2.1 1.9 
Industrial production (y/y) 2.4 1.0 1.4 3.9 2.4 1.0 0.8 -0.3 1.1 1.7 1.3 1.6 1.4 
Unemployment (%) 9.4 9.1 8.7 8.9 9.2 9.1 9.1 8.9 8.8 8.7 8.6 8.5 8.3 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Contribution to 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 

 
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 
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Fig. 7 – Activity indexes in the various production sectors  Fig. 8 – Production capacity utilisation and level of investment 
as a 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 – 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: stagnant cycle, uncertainty still high 

The expansionary phase of the Italian economy seems to have stopped, at least temporarily. 
Several signals in this direction have come in the past few months:  

▪ GDP contracted on a quarterly basis in 3Q 2018, as had not been the case since 2014;  

▪ The expansionary trend of industrial output had incurred a setback already in the Summer 
months (in year-on-year terms adjusted by calendar effects), after two years of uninterrupted 
growth;  

▪ Business confidence surveys slowed significantly in the course of the year, and the composite 
PMI index in particular dropped into recessionary territory in October-November, hitting a low 
since 2013. 

In 2018, which will fall short of expectations (growth of 0.9% adjusted by workdays, based on 
our estimates, from 1.6% in 2017), two factors played an important role in our view:  

▪ In the first half of the year, the slowdown in foreign trade, due both to the strong exchange 
rate (which subsequently eased back), and to the effects on global trade of uncertainty tied to 
the tariff war engaged by the Trump administration; 

▪ In the second part of the year, domestic variables seem to have weighed decisively: in 
particular, uncertainty over the evolution of the fiscal and financial picture may have induced 
households, and businesses especially, to use greater caution in making spending decisions, 
for the long-term in particular. 

In 2019, we expect the former factor to prove less decisive. The drag introduced by the 
exchange rate has mostly waned, and uncertainty generated by the tariff wars seems to have 
impacted value chains at the global level only in an initial phase, barring further negative 
developments on this front (which cannot be ruled out now). Next year, we expect the 
contribution of foreign trade to growth to turn slightly positive again, by +0.1%, from -0.3% in 
2018, with trade flows in both directions recovering. 

Vice versa, the domestic risk factor could continue to weigh, and result in a further slowdown in 
domestic demand, and in investments in particular, although the government has changed its 
fiscal policy stance recently. In effect, the Italian government has amended the 2019 budget, in 
order to avoid the opening of a European excessive deficit procedure and to encourage a less 
adverse evolution of financial variables. Due to additional fiscal measures amounting 10.2 billion 
euros (rising to 12.2Bn in 2020 and 16Bn in 2021), not only the targeted deficit for next year 
has been lowered from 2.4% to 2.04%, but the government has reduced the targets for the 
following years as well (from 2.1% to 1.8% in 2020 and from 1.8% to 1.5% in 2021). Also, 
now the budget is based on less optimistic assumptions on GDP growth (economic activity is 
now projected to expand just 1% in 2019 – in line with 2018 – and not 1.5% as previously 
targeted, and 1% on average in 2020-21 as well). However, due to lower GDP growth, the 
decline in the debt/GDP ratio will be less pronounced than in the first version of the budget: 
after 131.7% this year, it is expected to drop by 1 pp next year and to reach 129.2% in 2020 
and 128.2% in 2021. 

The main additional measures in 2019 consist of savings on the two main flagship policies 
(citizen’s wage and pension reform), worth 4.6 billion euros, cuts in existing central government 
funds, including transfers to the railway company and a cut of the national contribution for EU 
policies (2.3 billions), a cut of particular tax expenditures (IRAP, IRES), an increase in taxes on 
gaming, a tax on Internet companies and cuts to highest pensions; sales of real estate will also 
help. For the following years, the main change is an enlargement in the “safeguard clauses” 

Paolo Mameli 
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implying an automatic increase in indirect taxes in 2020-21 (of 12.2Bn of additional measures 
proposed by the government in 2020, a hefty 9.4 Bn comes from safeguard clauses). 

Hence, the EU decided not to recommend the opening of an Excessive Deficit Procedure at this 
stage. The deal is widely welcome as it brings the country back to the best-case scenario 
expected last Summer (but in the mean time we saw an impact on business confidence and on 
the cost of debt rollover). Also, Italy will remain under scrutiny in the upcoming weeks, and a 
full assessment on the compliance with EU rules may be just postponed to the first months of 
2019. In our view, the main criticality comes from the fact that an important part of the 
correction, especially looking into 2020-21, has yet to be legislated as it relies on safeguard 
clauses to be activated (a total 23.1 Bn in 2020 and 28.8 Bn starting from 2021). 

In any case, lingering uncertainty, at least in the first part of 2019 (as well as high country risk 
levels on the financial markets) may imply a cost in terms of growth. We estimate that a 100 
basis point widening of the BTP-Bund spread, as already seen over the past few months 
(retreating only partially as of date), has a negative impact on GDP of around -0.3/-0.4% 
(stronger, in our view, than the effects of the expansionary measures contained in the budget), 
mostly through the credit channel (i.e. an increase of around 60bps in full swing in terms of the 
average rate applied to the stock of loans to households and businesses).  

Naturally, should the government confirm and strengthen the recent stance, paying more 
attention to fiscal discipline, an important element of uncertainty/drag weighing the cycle would 
be removed, and, given the persistence of the ongoing expansionary global cycle, the economy 
could gradually resume growing in the course of 2019. Our baseline scenario, which 
contemplates 0.9% growth (and is significantly more cautious than the one drawn by the main 
official forecasters), prices in this positive evolution. However, risks seem clearly skewed to the 
downside. 

In 2019, we expect a slowdown in domestic demand in any case, to 0.7% (net of inventories) 
from 1.1% in 2018. More in detail: 

▪ The slowdown is mostly due to investments, forecast to grow at a pace of just 1.5% from 4% 
this year (which would mark a trough since 2014). Uncertainty will inevitably weigh, in 
particular on the evolution of financial conditions (which, however, do not seem restrictive for 
the time being, at least based on the ECB’s BLS results for Italy), as well as the less optimistic 
outlook of businesses for final demand; furthermore, profit margins have also slowed of late; 

▪ Risks to the consumption trend are relatively more contained, as household confidence is 
proving more resilient to political/financial risk than business morale. Furthermore, labour 
market conditions continue to improve, although in our view at a slower pace in 2019 (we 
expect job growth to drop to 0.5%, half the change seen over the previous two years, which 
could leave the average unemployment rate in the year at over 10%), together with the 
recovery of contract-based wages (to 1.9%, from 1.4% in 2018 and 0.5% in 2017). However, 
households as well, while staying rather confident in historical terms, have become more 
cautious in making their spending decisions, with particular respect to durable goods (which 
we expect to slow further in 2019, to 0.7% from 2.2% in 2018, and from a rate of higher 
than 5% in the previous three years). In particular, the boost from the auto cycle seems to 
have waned: while the obsolescence of the stock of existing vehicles remains relatively high 
(almost 11 years at the end of 2017 according to the Italian Automobile Club), mounting 
regulatory uncertainty may have weighed. In a nutshell, consumption could grow by 0.5% in 
real terms in 2019, from 0.6% in 2018, marking a sharp slowdown from the average pace of 
1.6% seen over the previous three years. 

 

Lingering uncertainty would 
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Macro forecasts 
 2017 2018f 2019f 2017 2018    2019f    2020f 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 1.6 0.9 0.9 1.6 1.4 1.2 0.7 0.5 0.5 0.7 1.1 1.2 1.0 
- q/q change    0.3 0.3 0.2 -0.1 0.1 0.3 0.3 0.2 0.2 0.2 
Private consumption 1.5 0.6 0.5 0.0 0.4 0.0 -0.1 0.1 0.2 0.2 0.1 0.1 0.2 
Fixed investment 4.4 4.0 1.5 1.5 -0.8 2.8 -1.1 0.3 0.4 0.4 0.5 0.5 0.5 
Government consumption -0.1 0.1 0.4 0.0 0.0 0.2 0.0 0.1 0.1 0.1 0.1 0.1 0.1 
Export 6.3 0.9 3.0 1.9 -2.3 0.6 1.1 0.8 0.8 0.6 0.6 0.6 0.4 
Import 5.6 1.9 2.9 1.9 -2.6 2.4 0.8 0.6 0.7 0.5 0.5 0.6 0.6 
Stockbuilding (% contrib. to GDP) -0.3 0.1 0.2 0.0 0.2 0.1 0.0 -0.1 0.1 0.1 0.0 0.0 0.0 
Current account (% of GDP) 2.8 2.6 2.8           
Deficit (% of GDP) -2.4 -2.0 -2.5           
Debt (% of GDP) 131.2 131.5 131.7           
CPI (y/y) 1.3 1.3 1.1 1.1 0.9 1.0 1.7 1.5 1.3 1.2 0.9 1.1 1.3 
Industrial production (y/y) 3.7 1.2 1.0 3.8 3.4 1.9 -0.1 -0.3 -0.1 0.7 1.5 1.9 2.3 
Unemployment (%) 11.3 10.6 10.2 11.0 11.0 10.7 10.3 10.5 10.3 10.2 10.1 10.0 10.0 
10-year yield 2.07 2.62 3.80 1.84 2.01 2.24 2.83 3.40 3.40 3.77 3.96 4.06 4.20 
 

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

 
Fig. 1 – We expect a further slowdown in domestic demand in 
2019  

 Fig. 2 – Based on forward looking indicators, the slowdown 
phase could extend at least into the opening months of 2019 

 

 

 
Note: annual percentage growth rate of GDP and contribution of the main 
components. 
Source: Intesa Sanpaolo elaborations and forecasts on Istat data 

 Source: Thomson Reuters-Datastream Charting 

 
Fig. 3 – In the past few quarters, the contribution of the trend 
of durable goods seems to have lost steam  

 Fig. 4 – More in detail, the car sector is slowing visibly 

 

 

 
Note: y/y % chg. in national accounts nominal consumer spending. Source: Thomson 
Reuters-Datastream Charting 

 Note: y/y % chg. 3-month moving average. Source: Thomson Reuters-Datastream 
Charting 
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Fig. 5 – Employment and the disposable income of households 
should continue to grow in 2019, albeit at less lively rates 

 Fig. 6 – Foreign trade could resume contributing to growth, led 
by a recovery in exports, driven by global demand  

 

 

 
Source: Thomson Reuters-Datastream Charting, Intesa Sanpaolo elaborations and 
forecasts 

 Source: Thomson Reuters-Datastream Charting, Intesa Sanpaolo elaborations and 
forecasts 

 
Fig. 7 – Policy uncertainty seems particularly high at present (and on an uptrend) in Italy, 
compared to the other countries  

 
Source: www.PolicyUncertainty.com (Scott Baker, Nicholas Bloom and Steven J. Davis) 

 
Fig. 8 – Policy uncertainty could affect investments in particular    Fig. 9 – The resilience of the cycle of investments in machinery 

seems to represent the main risk to the cycle  

 

 

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

 Source: Thomson Reuters-Datastream Charting 
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Fig. 10 – Spending on machinery could be held back by less 
optimistic business expectations for the economy... 

 Fig. 11 – ...as well as by signs of a slowdown in profit margins  

 

 

 
Source: Intesa Sanpaolo elaborations and forecasts on Istat data  Note: the differential between the production and employment components of the 

manufacturing PMI survey may be considered as a proxy of the profit margins of 
businesses. Source: Intesa Sanpaolo elaborations and forecasts on Istat data, Markit 

 
Fig. 12 – The 2019 Budget is mostly based on higher current 
spending... 

 Fig. 13 – The more recent changes point to a less pronounced 
increase in expenditures in 2019 and a significant rise in 
revenues (mainly due to safeguard clauses on VAT) in the 
following years 

 

 

 
Note: in million euros. Source: Intesa Sanpaolo elaborations on Italian government data   Note: in million euros. Source: Intesa Sanpaolo elaborations on Italian government, EU 

Commission data  
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Spain: solid growth. The risks are political 

The Spanish economy continues grow at above potential. In the third quarter, when the rest of 
the euro zone slowed, Spanish GDP grew by 0.6% qoq, as in the spring months. Although 
Spain, like the rest of the euro zone, suffered from the slowdown in world trade, its 
manufacturing activity held up better, partly on the push from domestic demand. Fiscal policy 
helped drive growth in 2018 (by around 0.4%) thanks to a combination of rate cuts for the 
lower-middle income classes and spending increases. We confirm expectations, which are 
unchanged from three months ago, of a further slowdown in growth to 2.2% in 2019; this 
would be the fifth year of above-potential growth. We think that the growth phase could also 
continue into 2020-21; even though the output gap has returned into positive territory, the 
labour market is still far from full employment. In addition, domestic demand will continue to be 
supported by expansionary fiscal policies. The Socialist minority government formed an alliance 
in October with populist party Podemos to draw up a budget for 2019 that introduces further 
expansionary measures (equating to around 0.6% of GDP; see below) compared with the 
commitments made when the stability programme was updated. Approval of the 2018 budget 
was far from easy for the Sanchez government. The prime minister has indicated that if the 
2019 budget, which is still being considered by parliament, is not approved by early January, he 
might call a general election. Hence, the political risk is lingering in the background; discontent 
has only been dormant in these years of strong economic growth.  

Recent indications from the composite PMI and the European Commission’s ESI are that growth 
will stabilise in the last quarter of the year at 0.6% qoq (see Fig. 1). Industrial output slowed less 
than in Germany and Italy in the summer, and October’s figures hint at a recovery at the end of 
the year (see Fig. 2). The outlook for exports is not particularly rosy at the close of 2018 (see Fig. 
3), although it is reasonable to expect a technical recovery after the sharp contraction in 3Q (-
1.8% qoq). In 2019, we expect average quarterly growth of 0.8%, which should leave annual 
growth at 2.6% from 1.7% in 2018. Imports will continue to grow at a sustained pace (3.6%). 
Thus, net exports will make a negative contribution to growth over the forecast horizon (-0.3%), 
albeit less so than in 2018 (-0.6%). The high foreign debt position requires a current account 
surplus to be maintained. The erosion of the goods balance net of energy indicates the risk of 
greater dependence on the import of intermediate and capital goods (see Fig. 4). 

As in the rest of the euro zone, growth will again be boosted by the domestic demand, and 
especially by private consumption, which we expect to increase by 2.0% in 2019, from 2.4% in 
2018. Household confidence suggests that retail sales will slow at the end of the year. 
Disposable income will benefit from the still-solid jobs’ creation (+2.0%, after 2.4%, see Figs. 7 
& 8) and the acceleration in salaries (to 1.7%, from 0.9% in 2018), boosted by the projected 
increase of 15% in the minimum wage. Inflation is expected to remain stable at 1.8% next year 
and, consequently, real disposable income is expected to accelerate towards 2%. The ongoing 
erosion in savings could, therefore, finally come to an end, after falling below the 2007 lows 
(see Fig. 9). The unemployment rate fell again during 2018, to 14.8% in October, and we 
expect that it could fall again, to 13.9% at the end of 2019. Participation, which started to fall 
again in the summer quarter, is still lower than the pre-crisis level (see Fig. 10), indicating that 
labour market conditions are still fragile and require structural intervention. Negotiated wages 
have turned since end-2017 (see Fig. 9) but the risk of overheating is low, and there is still ample 
slack in the labour market: as the U-6 unemployment rate is still 24%.  

Corporate investment is expected to continue growing, boosted by accommodative financial 
conditions. However, we expect it to moderate to 4.7% after ballooning 8% growth this year 
well above the t (see Fig. 5), the earnings trend and confidence survey indications. Expansion in 
construction is stronger than expected. The summer quarter saw growth in residential 
construction of 1.5% qoq, compared with +1.6% qoq on average in the first half of the year. It 

Spain will continue to do 
better than the euro zone 
average, thanks partly to fiscal 
policy  
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is to be hoped that it moderates towards growth rates of below 1.0% qoq per quarter to 
prevent fresh excesses building up. We anticipate growth of 3.2% in 2019, down from the 
6.0% expected for this year. Strong growth in corporate investment since 2014 (an average of 
7% a year) raises hopes that it will make a bigger contribution to potential growth in the 
medium term.  

The outlook for public finances is improving thanks to the extremely favourable cyclical 
conditions, but the 2019 budget, not yet passed, is still in breach of the medium-term targets. 
The process of reducing the nominal deficit from 4.5% in 2016 to 2.9% this year has, in our 
most recent estimates, slowed down, due to the measures approved with the 2018 budget. The 
structural balance is expected to decline by 0.3% to -3.3% of GDP. The 2019 budget is likely, 
according to European Commission estimates, to produce a fall in the nominal deficit of around 
2.1%, from the 2.7% expected this year, thanks to a strengthening of environmental protection 
taxes, new taxes on digital services, and financial transactions.  At the same time, the budget 
relies on higher fiscal revenues stemming from the perspective increase in the minimum wage 
(by 15%). Additional resources should come from the revaluation of pensions contributions. It 
also includes higher spending on long-term care and parental leave for fathers.  There is 
uncertainty about the additional revenues associated with the increase in the minimum wage 
and some cost-containment measures. The structural balance is expected to remain unchanged 
at 3.2%, but will worsen by around 0.7% vis-a-vis the medium-term targets. Debt is still seen 
falling to 96.2 in 2019 and to 95.8 in 2020, from the expected figure of 9.9% this year. 

As in the rest of the euro zone, the downside risks are increasing and are mostly coming from 
the international arena. Moreover, the domestic political risk is not insignificant, given the 
narrow majority of the Prime Minister in office, who has little more than a quarter of seats (84 
out of 350). The approval of the 2019 Budget in January will be an important test.  

Macro forecasts 
 2017 2018f 2019f 2017 2018    2019f    2020f 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 3.0 2.5 2.2 3.1 2.8 2.5 2.5 2.3 2.3 2.3 2.2 2.1 2.0 
- q/q change    0.7 0.6 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.5 
Private consumption 2.5 2.4 2.0 0.4 0.9 0.1 0.6 0.5 0.6 0.5 0.5 0.4 0.3 
Fixed investment 4.8 6.1 4.0 0.6 1.1 3.5 1.0 0.7 1.0 0.9 0.7 0.4 0.5 
Government consumption 1.9 2.1 1.5 0.3 0.8 0.1 0.8 0.4 0.3 0.3 0.4 0.2 0.1 
Export 5.2 1.6 1.9 1.4 0.6 0.2 -1.8 1.2 0.7 0.6 0.8 1.0 0.5 
Import 5.6 3.8 3.6 0.6 1.7 1.0 -1.2 1.8 1.4 0.7 0.8 1.0 1.0 
Stockbuilding (% contrib. to GDP) 0.1 0.1 0.3 0.0 -0.1 -0.1 0.1 0.2 0.1 0.0 0.0 0.1 0.3 
Current account (% of GDP) 1.7 1.2 1.5           
Deficit (% of GDP) -2.7 -2.9 -2.9           
Debt (% of GDP) 98.1 97.3 97.0           
CPI (y/y) 2.0 1.8 1.7 1.6 1.1 1.8 2.3 1.9 1.6 1.9 1.4 1.9 1.9 
Unemployment (%) 17.2 15.3 14.2 16.5 16.2 15.4 14.9 14.6 14.4 14.3 14.1 13.9 13.7 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 - The composite PMI and...  Fig. 2 – ...industrial output figures consistent with GDP growth 
of 0.5%-0.6% qoq at end-2018 

 

 

 
Source: Intesa Sanpaolo chart based on Wikipedia  Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data 

 
Fig. 3 – The outlook for exports is subdued   Fig. 4 - The trade surplus excluding energy has been eliminated 

 

 

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

 
Fig. 5 – Investment has now peaked but sustained growth may 
continue  

 Fig. 6 – Construction has recovered but for now there is no 
excess 

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data 
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Fig. 7 – Consumption has now peaked. Households are 
spending more of their income. Savings rate still falling and 
now below 2007 lows 

 Fig. 8 – Business surveys continue to point to jobs growth in 
line with GDP 

 

 

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

 
Fig. 9 – Nominal wages have turned around  Fig. 10 – Unemployment rate still high compared with pre-crisis 

levels. Recent falls in the unemployment rate took place 
against the backdrop of an increase in the inactive population 

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from INE data 
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The Netherlands: finally, normalisation has arrived 

In 3Q, the slowdown in the Euro zone finally made itself felt in the Netherlands, where GDP 
dropped to 0.2% qoq from 0.7% qoq in spring. However, this was not attributable to 
consumption, which remained healthy, but to the investment segment of domestic demand 
and, above all, to foreign trade, which made a zero contribution after 0.8 pp in 2Q; this was 
partly due to the (temporary) slump in German exports in the auto sector (which, in contrast, 
boosted the contribution from inventories from -0.4 pp to 0.1 pp in 3Q). Consequently, growth 
is now at 2.4%. For the last quarter of this year, we forecast a marginal acceleration of 0.3% 
qoq driven once again by household consumption and a slight recovery in net exports, which are 
likely to add one-tenth to the annual result of 2.5%, down from 3.0% in 2017. For 2019, we 
think it will settle in line with potential at 1.4%. 

Consumption remains incredibly robust, increasing to 0.4% qoq in 3Q after falling to 0.2% qoq 
in 2Q. We expect the final quarter of the year to stabilise to around 3Q levels, as indicated by 
household confidence surveys, with European Commission data showing confidence edging up 
slightly in November after slipping in September/October, counter to the trend in the Euro zone. 
All of this shows that consumption in the Netherlands remains solid and will climb by 2.7% yoy 
this year, up from 1.9% yoy in 2017, buoyed by a steady rise in salaries, up 2.3% in October, a 
high not seen since 2009. For 2019, we reckon with a 2.0% yoy slowdown. The labour market 
is set to continue improving next year, supporting household purchasing power. Unemployment 
is now 3.8%, a low not seen since 2008, and is expected to drop further next year, even if only 
marginally (3.7%), given that full employment has now been reached.  

Capital expenditure declined sharply in September by -0.5% qoq, from +0.7% qoq, as exports 
skidded to a halt. Manufacturing sector surveys are already showing a recovery in November 
following negative months in September and October, so we see investments rising to 0.7% 
qoq at year-end, with an annual average of 4.4% yoy, down from 6.2% yoy in 2017. For 2019, 
we forecast a further slowdown to 2.1% in line with growth weakening towards potential after 
four years above. Financial conditions will remain very favourable. Production capacity utilisation 
is still high at over 84%, a 17-year peak. Thus, the environment remains conducive to 
investment.  

In contrast, residential investment saw its first contraction in 3Q (-1.1% qoq) following six 
uninterrupted quarters of growth. House prices, however, have not stopped rising5. The 4Q data 
will help us to a better understanding of whether this is a trend reversal because it has peaked 
or whether it is merely a pause. At any rate, residential investment expansion in 2018 is only half 
of what it was in 2017, declining from 12.1% to 6.0% (it averaged 21% in 2015-16).  

The slowdown in foreign trade in 3Q (+0.5% qoq, down from +1.2% qoq) is likely due in large 
part to temporary factors linked to trade with Germany, which remains the Netherlands’ largest 
trading partner. At the end of the year, exports should pick up in line with the recovery in 
German industrial output. On an annual average, however, exports will have slowed sharply 
since their peak in 2017, from 5.6% yoy to an estimated 2.6% yoy. In contrast, imports are still 
solid thanks to robust domestic demand, and are expected to remain stable at 3Q levels of 
around 0.7% qoq at year-end, while the annual average will therefore drop to 2.8% yoy, from 
5.1% yoy in 2017. As a result, exports are not expected to make any contribution to growth this 
year. For 2019, we expect imports to slow further in proportion to the normalisation of growth, 
with exports possibly weakening as well, particularly in the first part of the year owing to the 

                                                           
 
5 According to the latest data as at end-August, average prices were 32% higher than the low registered in 
June 2013. 
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uncertainties surrounding global trade and to the rise in energy prices. The contribution from 
net exports could be marginally negative in 2019.  

Although consumer prices slipped two-tenths in November, inflation was stable at about 2% 
between October and November, having hovered around this level since July. The core indicator 
has stabilised at around 1.0% since summer, so we forecast average annual inflation in 2018 of 
1.7%, up from 1.4%6. For 2019, we expect inflation to continue rising – not least because the 
minimum VAT rate is rising from 6% to 9% – and average annual inflation to increase to 1.9%, 
with the core indicator at 1.3%, up from 1.0%.  

Public finances will continue to improve between 2018 and 2019, with the headline surplus 
stable above 1% during these two years and general government debt dropping below 50% 
next year, from this year’s 53.2%; this is partly due to the further privatisation of certain 
financial institutions that are still partly owned by the state. Fiscal pressure will redistribute 
between 2019 and 20207, owing to higher revenue generated by the expanding economy, 
which means the structural surplus in place since 2016 is projected to become a structural deficit 
in 2019-20. 

Macro forecasts 
 2017 2018f 2019f 2017 2018    2019f    2020f 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 3.0 2.5 1.4 3.1 3.1 2.9 2.3 1.7 1.5 1.2 1.4 1.4 1.4 
- q/q change    0.9 0.5 0.7 0.2 0.3 0.3 0.4 0.4 0.3 0.3 
Private consumption 1.9 2.7 2.0 0.1 1.4 0.2 0.4 0.3 0.8 0.4 0.5 0.5 0.3 
Fixed investment 6.2 4.4 2.1 0.0 2.3 0.7 -0.5 0.7 0.7 0.6 0.8 0.5 0.5 
Government consumption 1.1 1.0 1.0 0.1 0.3 0.1 0.0 0.4 0.3 0.3 0.2 0.2 0.3 
Export 5.6 2.6 1.9 1.1 -0.6 1.2 0.5 0.5 0.3 0.4 0.5 0.5 0.6 
Import 5.2 2.8 2.1 0.8 0.3 0.2 0.6 0.7 0.9 -0.1 0.5 0.6 0.6 
Stockbuilding (% contrib. to GDP) -0.3 0.0 -0.2 0.4 0.1 -0.4 0.1 0.0 0.1 -0.4 -0.1 -0.1 -0.1 
Current account (% of GDP) 10.4 9.9 9.4           
Deficit (% of GDP) 1.1 1.1 1.0           
Debt (% of GDP) 57.0 53.2 49.6           
CPI (y/y) 1.3 1.6 1.9 1.4 1.3 1.5 1.8 1.8 1.6 1.9 1.9 2.1 2.3 
 

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

 
Fig. 1 – Contribution to 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 

                                                           
 
6 National index.  
7 There will now be only two tax brackets for individuals: 37% for up to EUR 68,600 and 49.5% for higher 
incomes. Part of the revenue shortfall will be offset by the increase in the minimum VAT rate from 6% to 
9%.  

Inflation forecast at around 
1.7% in 2018 and 1.9% in 
2019 
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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 

 
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 
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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: sound growth, public accounts improving 

The Portuguese economy slowed in Q3, with GDP falling from 0.6% qoq to 0.3% qoq. A 
breakdown shows, however, that the negative contribution came entirely from foreign trade  
(-0.8%), while domestic demand continued to increase, even managing to accelerate to 0.6% 
qoq from 0.4% qoq. Consequently, growth to date is now at 2.0%, in line with our estimates. 
We forecast GDP growth of around 0.3-0.4% qoq for the current quarter, leading to an 
expected annual average figure of 2.1% in 2018, from 2.8% in 2017. In 2019, the economy is 
expected to slow further by a few tenths of a point to 1.7%. On a positive note, solid domestic 
consumption, in contrast to the trend in the eurozone, that saw growth after the summer of 
0.7% qoq, up from 0.1% qoq, and confirms that the Portuguese economy is starting to grow 
again, driven by internal factors. Consumer confidence surveys indicated a correction in 
confidence in October-November: we therefore think that household spending will slow to 
0.4% qoq in the last quarter of the year, taking the annual average to 2.3% yoy, in line with the 
2017 figure. We expect it to moderate further in 2019. However, the recovery in the labour 
market is in full swing, with unemployment falling markedly (to 6.7% in Q3, its lowest for 15 
years and lower than the eurozone average). Inflation is still lower than the eurozone average 
this year, while for next year we expect it to converge towards the eurozone average (1.6-
1.7%). Investment, the other main component of domestic demand, slowed in Q3 to 0.9% qoq 
from 1.7% qoq, as a reaction, in our view, to the uncertainty surrounding world trade; the 
growth rate is set to normalise at around 1.0% in 2018-2019, from 1.5% in 2017, while the 
European Commission’s economic confidence indicators confirm that confidence remains 
buoyant and above the Eurozone average, although heading for a correction at the end of the 
year. Turning to foreign trade, exports of goods slowed dramatically in August-September, while 
services exports were more stable thanks to tourism. Based on these figures, we expect exports 
to slow in the last quarter of the year, with imports remaining broadly stable: the contribution of 
foreign trade is therefore expected to weigh on GDP growth at end-2018. In 2019, the 
contribution from net exports is likely to be broadly neutral. We think that the economic 
scenario is starting to show that growth has now peaked for Portugal too, against a backdrop of 
risks that remain balanced. The contagion effect of the Italian crisis has been averted and we 
think that, going forward, the intention of the European institutions will be to contain any 
potential Italian crisis and prevent it expanding to other peripheral countries. In the medium 
term, the general elections in October 2019 could interrupt the trend, although the downside 
risks are, however, balanced by the country’s economic situation, which is markedly better than 
in the past. The correction in the public accounts will continue in 2019 and will benefit from the 
combined effect of lower interest costs, the favourable cycle, and lower public investment than 
initially forecast, with the nominal deficit expected to fall substantially to -0.6%, from -3.0% in 
2018, and the structural deficit to reduce by three-tenths of a point to -0.9%, before they both 
stabilise at the levels reached in 2018.   

  

Guido Valerio Ceoloni 

The scenario remains positive; 
consumer spending is rising, 
bucking the trend in the 
Eurozone. The structural deficit 
is visibly improving  
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Greece: the primary surplus target is within reach 

Growth picked up in the third quarter and came in above expectations, at 1.0% qoq, from 
0.4% qoq (figure revised up from 0.2% qoq); the best quarterly figure since the second quarter 
of 2017. However, a breakdown of this figure suggests it will soon be revised, as growth has 
come entirely from inventory re-stocking, with domestic demand and foreign trade both 
negative. Regardless of the potential revision, growth achieved to date is at 2.1%, and in the 
last quarter, growth of around 0.3% qoq could add another tenth of a point. If confirmed, GDP 
growth at 2% this year would be the best result since 2007. For 2019, we forecast a broadly 
similar rate, at 1.9%. Consumption in 2018 is on course to post growth of 1.0%, from 0.9% in 
2017, and would be the second consecutive year of appreciable growth after three years of 
stagnation; European Commission confidence surveys show that household confidence is rising 
again, although it remains well below the Euro zone average in absolute terms. In 2019, we 
expect a pick-up in consumption of around 1.5%, thanks to the - albeit slow - improvement on 
the labour market, with unemployment seen falling by at least8 two points to 19.5% this year 
and to 18.0% next year, and employment set to grow by 1.8% from 2018 to 2019. However, 
the declining population (-0.4% yoy), the ongoing contraction in lending and a still-negative 
savings rate are likely to limit growth in consumption. Investment is down by 8.0% this year due 
to an unfavourable statistical effect following an exceptional 2017 (+9.4%, mainly thanks to EU 
funds), which will not be fully offset by the positive trend in construction; investment is expected 
to resume growth in 2019 (+5.0%), although this item has historically been extremely volatile 
since 2004. In any case, the European Commission confidence index confirms that, although 
there was a slight retreat in the autumn, confidence levels improved appreciably in 2018 
compared with 2017, including in manufacturing. Foreign trade is expected to see a sharp 
slowdown in imports this year in light of the decline in investment, before returning to growth 
next year, on the back of the upturn in consumption and the recovery in investment. Exports 
picked up this year, partly thanks partly to the contribution of the tourism sector, but is expected 
to slow next year, due to global trade friction. Fiscal reform is proceeding on track for the third 
consecutive year, with a primary surplus coming in at EUR 6.43Bn in October, versus the 
planned EUR 4.75Bn, thanks to higher-than-expected revenues and lower tax repayments. So 
far, meeting the objectives is helping to rebuild confidence among foreign investors, which, 
since 2017, have been bringing capital back into the country in the form of direct investment, 
and since this year, also in terms of asset allocation. The banking system continues to be 
overburdened with NPLs (equal to 42.3% of the total, based on the latest available figures), 
making inflows from abroad the only way to increase fixed investment. Elections in September 
will constitute a risk to meeting budget targets, particularly owing to the possibility that 
pensions spending will start growing again, given that cuts to pensions were removed from the 
new budget law for 2019. There is then the possibility that elections will be held as early as the 
spring. The economic recovery is boosting the popularity of Tsipras’ party (Syriza), now at 27%, 
but not by enough to beat New Democracy (presumably to be led by Kyriakos Mitsotakis), who 
now stand at 37% in the polls. A conservative government would be welcomed by foreign 
investors, but the fragmentation of the political landscape will probably result in coalition 
governments. 

 

 

                                                           
 
8 Unemployment figures beat expectations for the third quarter, recording a fall from 19.5% to 18.3%.  

Scenario of GDP growth at 2% 
in 2018-19 confirmed: best 
figure since 2007. New 
Democracy conservatives are 
favourites in next year’s 
elections 

Guido Valerio Ceoloni 
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Asia 

Japan 2019 on the roller coaster of the consumption tax 

The Japanese recovery in 2018 has weakened, with volatile growth in the shape of two quarters 
of negative growth interspersed with a solid uptick. Much of the weakness in the third quarter 
was due to natural disasters, which dampened economic activity in the summer months. But a 
more sustained drag stemmed from weaker global demand and the uncertainty associated with 
US trade policy. The 2019-20 period is expected to be even more volatile, for domestic reasons, 
i.e. the expected hike in the consumption tax (CT) in October 2019, which will artificially boost 
growth in the middle part of next year and slow it down in early 2020. Despite the fiscal shock 
expected in 2019, the growth outlook remains positive, due in part to probable public support 
garnered by measures aimed at mitigating the restriction on consumption. 2018 should close 
with GDP growing by 0.9%, then accelerating to 1.3% in 2019 and slowing to 0.6% in 2020.  

The BoJ’s inflation target remains stubbornly out of reach. The closure of the output gap in the 
mid part of the year was accompanied by a further slowdown in inflation (net of fresh food and 
energy). The outlook for 2019 dashes expectations of bringing inflation closer to 2%. Therefore, 
along with continued downward revisions to inflation projections, monetary policy is likely to 
remain locked into the current framework – which is largely expansionary but limited by 
operational constraints and market conditions – until at least mid-2020. Once the consumption 
tax hike has settled in, the BoJ will be able to re-optimize the various components in its strategy.   

1. Growth extremely volatile, but on average still positive. 2018 should close with growth of 
0.9% after two negative and two positive quarters. Underlying average growth remains around 
potential, which the BoJ and the Cabinet Office estimate at approx. 1%. A significant factor in 
the outlook is likely to be the negative contribution of foreign trade, both in the second half of 
2018 and throughout most of 2019. As such, domestic demand – both private and public – 
should be the growth driver over the next two years.  

Consumption, on the eve of the CT hike from 8% to 10%, is expected to expand strongly until 
autumn 2019, especially as regards durable goods, before dipping between late 2019 and early 
2020. Average growth in household spending should weaken compared with previous years, 
given that a new structural increase in the savings rate is already in place (Fig. 6). However, the 
still-strong labour market remains the main support for consumption. Despite a declining 
population, the incentives introduced by the Government to encourage women, the elderly and 
immigrants to participate in the labour force should support employment income. Wage growth 
has remained moderate to date, despite persistent excess demand, but there have been signs in 
recent months that bonuses are accelerating. In 2019, in addition to the impetus provided by a 
desire to beat the consumption tax hike, consumption should also benefit from the imperial 
transition. The abdication of Emperor Akihito and the coronation of Prince Naruhito at the 
beginning of May will be followed by ten days of national holidays amidst what should be a 
climate of rising confidence. Consumption is expected to grow by 0.4% in 2018, 1.6% in 2019 
and 0.2% in 2020, with large fluctuations in the second half of 2019 and early 2020 (see table).  

Growth in non-residential investment should remain moderately expansive, despite weaker 
foreign demand and declining profits, caused in part by a stronger exchange rate. Labour 
shortages are driving companies to make capital investments in order to shift production to 
processes with lower labour costs and higher productivity. This trend is expected to continue in 
the coming years, supported in part by expansionary monetary conditions, although with a likely 
temporary interruption in the fourth quarter of 2019 following the rise in the CT. On average, 
however, investment growth in the second half of 2019 is expected to remain positive and 
underpinned by spending on the 2020 Olympic Games. We forecast growth in corporate capital 
spending of 4.7% in 2018 and 1.4% in both 2019 and 2020.  

Giovanna Mossetti 
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The contribution of foreign trade is expected to be zero in 2018 and negative in 2019 (-0.2 pp). 
The trade balance will also feel the impact of the CT, with imports in the second half of the year 
experiencing high volatility. A summer uptick will likely be followed by a large correction in the 
autumn, with net exports temporarily making a positive contribution.    

2. Crosswinds from fiscal policy in 2019. The Abe government is preparing a plan to contain 
the impact of raising the CT from 8% to 10%; this is due to be included in a supplementary 
budget at the beginning of 2019, worth between JPY 3Trn and 5Trn, or around 0.5% of GDP. 
Fiscal policy will be the focus of the outlook for the next two years. Countermeasures designed 
to mitigate the fiscal restriction of the CT hike include expanding public services provided to 
families (e.g. free crèches for the under-threes), as well as exempting essential goods from the 
higher consumption tax rate to reduce the burden on older cohorts, and investment subsidies. In 
addition to the contributions from current public expenditure, contributions from public 
investment, which are expected to increase moderately, should also be taken into account. 
Measures to counteract the burden from the CT rise are likely to contain but not fully offset its 
impact, producing a net restrictive impact of approx. 0.5-0.6% of GDP. 2019 will also be an 
important election year, with local elections to be held across the country in April and the House 
of Councillors standing for re-election in the summer. Economic growth and continuing recovery 
will be a fundamental factor in consolidating the Government's measures ahead of the rise in 
consumption tax.   

3. Inflation and monetary policy: no peace for the BoJ. Inflation is still nowhere near 2%. The 
closure of the output gap in the summer was accompanied by a further slowdown in inflation. 
Forecasts for 2019 show downside risks, not a recovery. The provision of free public childcare 
could temporarily push core CPI back into negative territory, an effect that might be reinforced 
by the decrease in mobile phone charges expected in April 2019. The Statistics Bureau has not 
yet defined the treatment of the education measures, but it seems likely that core CPI will only 
be slightly above zero in 2019. The BoJ is therefore likely to downgrade its projections further 
(tab. 1) at the next update (January 2019). Until mid-2020, monetary policy is likely to be played 
by ear, in an attempt to contain the side effects of current policies, in particular negative short-
term rates and JGB purchases in an increasingly tight supply environment. We think that interest 
rate control – the yield trading range having been widened – will remain core to central bank 
action, partly because purchases will be increasingly constrained by the scarcity of JGB supply. 

Macro forecasts 
 2017 2018f 2019f 2017 2018    2019f    2020f 
    4 1 2 3 4 1 2 3 4 1 
GDP (constant prices, y/y) 1.9 0.7 0.9 2.4 1.2 1.4 0.1 0.1 0.8 0.5 2.0 0.5 0.5 
q/q annual rate    1.5 -1.3 2.8 -2.5 1.6 1.4 1.5 3.6 -4.3 1.4 
Private consumption 1.1 0.5 1.6 1.8 -1.1 2.9 -0.7 2.4 1.6 2.2 6.7 -9.0 2.0 
FI - private nonresidential 3.9 3.4 1.8 4.4 1.8 11.7 -10.6 5.3 2.4 2.8 3.4 -1.1 1.8 
FI - private residential 2.2 -5.9 1.8 -12.5 -8.1 -7.5 2.7 2.6 2.9 4.2 5.7 -10.6 -3.9 
Government investment 0.8 -2.4 0.9 -2.5 -2.1 -1.9 -7.7 4.2 2.6 1.7 1.4 1.4 0.9 
Government consumption 0.3 0.6 0.6 0.2 0.9 0.5 0.9 0.4 0.6 0.7 0.7 0.7 0.7 
Export 6.8 3.2 2.6 8.8 1.9 1.4 -6.9 7.1 4.6 2.8 2.5 2.5 2.3 
Import 3.4 2.8 3.8 12.9 0.8 4.3 -5.5 5.5 5.7 5.6 8.8 -4.1 3.0 
Stockbuilding (% contrib. to GDP) 0.0 0.1 -0.3 1.0 -0.9 0.1 0.0 -0.6 -0.2 -0.1 -1.0 0.7 -0.8 
Current account (% of GDP) 4.0 3.4 3.1           
Deficit (% of GDP) -3.5 -3.5 -3.4           
Debt (% of GDP) 223.9 225.6 223.5           
CPI (y/y) 0.5 1.0 1.0 0.6 1.3 0.6 1.2 1.0 0.4 0.8 0.6 2.0 2.0 
Industrial production 2.8 0.7 1.2 2.7 2.0 1.3 -0.1 -0.5 1.1 0.3 3.4 0.0 -1.0 
Unemployment (%) 2.8 2.4 2.3 2.7 2.5 2.4 2.4 2.3 2.3 2.3 2.4 2.4 2.4 
JPY/USD 112.2 110.5 114.0 112.9 108.3 109.1 111.5 113.1 113.0 113.6 114.3 114.8 114.7 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – High volatility around a trend of moderate growth  Fig. 2 – Positive output gap since 2017, stalling in the summer 

 

 

 
Source: Thomson Reuters-Datastream  NB: Cabinet Office estimates. Source: Thomson Reuters-Datastream 

 
Fig. 3 – Unemployment still in free fall  Fig. 4 – Foreign trade dampening growth 

 

 

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

 
Fig. 5 – Women continue to enter the labour market, following 
the introduction of measures encouraging participation 

 Fig. 6 – Savings are already rising in anticipation of the next 
rise in the consumption tax 

 

 

 
 Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 7 – Inflation remains stubbornly far from 2%...  Tab. 1 - ... and the BoJ continues to downgrade its projections 

 

  Real GDP CPI less fresh 
food 

CPI less fresh food 
excluding the effects 
of the consumption 

tax hike 
FY 2018 1.5 0.9  
   forecasts July 2018 1.5 1.1  
FY 2019 0.8 1.9 1.4 
   forecasts July 2018 0.8 2.0 1.5 
FY 2020 0.8 2.1 1.5 
   forecasts July 2018 0.8 2.1 1.6 
Source: BoJ, Outlook for Economic Activity and Prices, November 2018 

Source: Thomson Reuters-Datastream   

 
Fig. 8 – BoJ’s assets are close to 100% of GDP, and its JGB 
holding is about 80% of GDP 

 Fig. 9 – Annual purchases of JGBs in 2017 are significantly 
lower than the initial JPY 80Trn 

 

 

 
 Source: Thomson Reuters-Datastream  N.B.: Figures in JPYBn. Source: Thomson Reuters-Datastream 

 
Fig. 10 – Fiscal policy making progress towards a sustainable 
scenario 

 Fig. 11 – The BoJ’s holding of JGBs is close to 45% 

 

 

 
Source: Cabinet Office   Note: data at end of June 2018. Total JGBs: 999.8 tln di yen. Memo: total 

JGBs+Tbills=1100 tln di yen. Non-residents hold 64.6% of overall T-bills. Average age 
to maturity of general bonds:8 years 10 months. Source: Ministry of Finance 
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China: fiscal and monetary support to mitigate the slowdown 

GDP increased by 1.6% qoq in the third quarter, slowing down from 1.7% in the second 
quarter (revised down from 1.8% qoq) leading to a 6.5% yoy growth from 6.7% yoy in the 
previous quarter, below our forecasts and consensus expectations (6.6%). The acceleration of 
the agricultural sector and the resilience of the services sector was not sufficient to offset the 
slowdown in the industrial and construction sectors. The slowdown in aggregate credit, partially 
induced by the more stringent regulations of the non-bank financial sector, and the increase in 
long-term rates had a negative impact on consumption and investment trends. Real activity 
figures between September and October kept on pointing to a deceleration but were, on the 
whole, less negative than expected, indicating that the support of the tax and monetary 
measures approved in the last few months is starting to have some effect on business 
investments, although not yet on household consumption.  

Despite a drop in business confidence and PMI indexes in the third quarter investment monthly 
dynamics improved slightly thanks to a moderate increase in investments by state-owned 
companies and the improvement in the trend of private investments, especially in the mining 
and manufacturing sectors. Investments in the real estate sector recorded a moderate 
slowdown, that we expect to continue in the coming quarters, driven by several factors: the 
anti-speculative measures will remain in place especially in large cities, where they could be 
tightened in case of further price increases, the effects of the housing modernisation campaign 
are waning, long-term loans to households are slowing down considerably and mortgage rates 
have been on the rise at least until the third quarter. Lastly, the reduction in unsold stock 
compared to the peaks at the beginning of 2017 may have been exhausted by now given the 
increase in the completed residential area expected in the next quarters. Investment in 
residential construction should therefore decelerate in 2019. Real per capita household 
consumption slowed down in the third quarter (6.3% yoy) compared to the second quarter 
(6.7% yoy), in line with the trend in real income and the correction of consumer confidence. 
Consumer confidence settled down on summer values that remain high and close to the record 
highs of the series but some signs of deterioration of the labour market (weakening of the PMI 
index employment component and slowdown in new employees in the third quarter), the still 
fluctuating performance of the stock exchange and the trade tensions with the US could bring it 
back onto a correction path in the coming months. The consequent consumption slowdown in 
2019 will however be mitigated by import tariff cuts and the personal income tax reform. 

Despite weak orders foreign trade had been resilient at least up to the third quarter and, overall, 
immune to trade tariffs. It has, though, sharply decelerated in November, driven down partly by 
a very unfavourable base effect and partly by the waning effects of orders front-loading. The 
truce reached at the G20 will make it possible to avoid a sharp slowdown in exports in the first 
quarter but is unlikely to result in a settlement agreement. The trend in orders and the maturing 
global cycle of the electronics sector continue to point to a slowdown in foreign trade in 2019. 

The credit impulse was negative in the third quarter and, given the increase in non-performing 
loans and bond defaults, it should remain as such in the fourth quarter to then return to positive 
territory at the earliest from the first quarter of 2019. The delay by at least one quarter with 
which the impulse moves to the production activity heralds that growth may slow down at least 
until the first half of 2019 and then re-accelerate supported by more expansive monetary 
conditions and the numerous tax measures approved to support households and businesses. 
Given the GDP growth below our expectations in the third quarter, we revised the forecast for 
2018 slightly downwards from 6.7% to 6.6% with a slowdown to 6.3% in 2019. The risks on 
2019 are downwards and come mainly from the international escalation of the trade war, which 
in the worst-case scenario, according to some estimates, could reduce China's growth to 1.6% 
next year. In addition to this there are the risks of a slowdown in domestic demand due to a 
credit and investment trend below expectations. 

Silvia Guizzo 
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Consumer price inflation, after being stabile at 2.5% for two months, dropped to 2.2% yoy in 
November, driven down by lower food and fuel prices. Core inflation remained unchanged at 
1.8% yoy, on the record lows of the last two years while production price inflation dropped to 
2.7% in November from 3.3% yoy in October thanks to the slowdown in commodity and 
manufacturing product prices. Food prices are showing signs of easing and better management 
of swine flu than in the past should contain the increases in meat prices. The increase in import 
prices caused by the depreciation of the exchange rate and tariffs on US products will be 
partially offset by the drop in taxes on the imports of many consumer goods and by the decline 
in commodity prices. Therefore, the inflation trend remains modest and will not stop the further 
easing of monetary conditions in the coming months. We maintain the inflation forecast at 
2.1% in 2018, with a limited increase to 2.3% in 2019. 

With a clear change in tone compared to the summer the Politburo, in the statement released 
after the meeting at the end of October, recognised that the economy is under increasing 
downward pressure in a context of profound changes in the international framework and 
promised to implement further measures to offset the economic slowdown and to provide 
support to businesses. In autumn, the Government approved a series of new measures in favour 
of consumption and investment, partly already announced between late August and late 
September, and is considering further tax cuts, in particular an adjustment of VAT tax rates and 
social security contributions, as well as other measures to aid credit to small and medium-sized 
enterprises. In the same vein, the PBOC then reported that it would make its policies more 
targeted, flexible and forward looking by adjusting them in advance in relation to economic 
conditions. The PBOC will continue to maintain ample liquidity through the various refinancing 
windows, providing support in particular to small and medium-sized enterprises. We expect a 
cut on the required reserve ratio of 100bps by the end of the year and at most another two in 
2019, accompanied by cuts on refinancing operation rates for a total of 25bps. We recognise 
that the change in tone of the press release from the Politburo and the Council of State 
increases the likelihood of a recourse to benchmark rate cuts in 2019, however we believe that 
the PBOC intends to resort to this instrument only in the event of a sharp slowdown in the real 
estate market, which for now is not in our scenario, or of a generalised economic slowdown 
with strong impacts on the labour market. 

We believe that the exchange rate will remain under pressure in the coming months both in 
view of a possible worsening or a stalemate in trade relations with the US, and in view of a 
further narrowing of the rate spread given the divergence of the monetary policies of the two 
countries. We expect the renminbi to remain stable slightly below 7.0 against the dollar by the 
end of the year but it could rise above it by recording a maximum in the 7.05-7.10 range 
between the first and second quarter to then return to an appreciation path only in the second 
half of 2019, in line with the stabilisation of the economic growth. 

Forecasts  
 2013 2014 2015 2016 2017 2018f 2019f 
GDP (constant prices) 7.8 7.3 6.9 6.7 6.9 6.6 6.3 
Private consumption 7.9 8.2 8.1 8.2 6.6 7 6.9 
Public consumption 5.1 3.7 7.8 9.9 11.1 8.2 7.1 
Fixed investment 9.3 6.9 7.3 6.7 4.6 4.5 4.9 
Exports 7.9 5.7 0.1 1.8 6.5 5.5 3.7 
Imports 10.5 7.7 0.8 3.3 7.8 8.4 5.7 
Industrial output 8 7.4 6.2 6.3 6.1 5.8 5 
Inflation (CPI) 2.6 2.0 1.4 2.0 1.5 2.1 2.3 
Unemployment rate (%) 4.1 4.1 4.0 4.0 3.9 3.9 3.9 
Average salaries 10.2 10.8 9.8 9.5 9.3 8.3 7.7 
90-day interbank rate (average) (%) 4.90 4.80 3.80 3.00 4.70 4.00 3.70 
USD/CNY exchange rate (average) 6.15 6.16 6.28 6.64 6.76 6.62 6.87 
Current account balance (CNY Bn) 912 1458 1912 1335 1109 101 -104 
Current account balance (% of GDP) 1.5 2.3 2.8 1.8 1.3 0.1 -0.1 
Budget balance* (% of GDP) -0.8 -0.9 -2.8 -3.7 -3.9 -4.1 -4.1 
 

NB: Percentage change versus previous period – except where otherwise indicated; *IMF Article IV, July 2018. Source: Intesa Sanpaolo chart based on OEF data 
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Industrial production and orders  Retail sales 

 

 

 
N.B. cumulative industrial production, change yoy  
Source: CEIC, IHS Markit 

 Source: CEIC 

 
Inflation  Property prices 

 

 

 
Source: CEIC  N.B. mom change, average of 70 cities, primary market.  

Source: CEIC and Intesa Sanpaolo calculations 

 
Nominal Fixed Asset Investments, yoy  Foreign trade 

 

 

 
Source: CEIC  Note: seasonally adjusted data, January and February average.  

Source: CEIC, Markit and Intesa Sanpaolo calculations 
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Investments: recovery in the manufacturing sector  Aggregate credit continues to slow down 

 

 

 
Source: CEIC  Source: CEIC and Intesa Sanpaolo calculations 

 
Stock Exchange correction  Corporate spread 

 

 

 
Source: Bloomberg  Source: CEIC, Bloomberg 

 
Exchange rate  Money market rates 

 

 

 
Source: Bloomberg  Source: Bloomberg 
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India: a “domestic dispute” deepens uncertainty 

GDP growth slowed to 7.1% yoy in the third quarter from a peak of 8.2% in the 2nd quarter, 
its highest level for the past nine quarters. The slowdown is partly due to a highly unfavourable 
base effect and partly to weaker quarterly growth that reflects a deceleration in private 
consumption and a contribution from foreign trade that is still negative on the demand side, as 
well as a marked slowing in the agricultural and manufacturing sectors on the supply side. 
Monthly data between September and November show a moderate improvement in economic 
activity on the whole, with mixed signals for the next few quarters. We are revising our growth 
forecast slightly for 2018 from 7.7% to 7.5% with a deceleration to 7.2% in 2019 driven by 
softer consumption and investments.  

Despite the decline following the peak in August, foreign trade has stabilised, including net of 
oil and precious metals, and is likely to pick up in the fourth quarter, bolstered by increased 
orders, which also indicates that momentum for industrial output remains buoyant. The services 
sector remains upbeat, but sentiment has been scaled back. Investments recorded their third 
consecutive quarter of double-digit growth (12.5% yoy), supported in particular by public 
investment in infrastructure. An increase in proposals for new investment presented by industrial 
companies in the third quarter, as well as in corporate expectations for the fourth quarter and in 
the order component of the manufacturing PMI, all bode well for investment momentum in the 
fourth quarter. In contrast, other data show that the risks remain on the downside for next year. 
According to the Center for Monitoring Indian Economy (CMIE), total new investment proposals 
in the third quarter were well below the average of the four preceding quarters (which was the 
worst performance of the past four years) and machinery import growth, although still 
sustained, is on the decline. Moreover, the RBI survey recorded dwindling optimism among 
companies regarding available sources for funding. In contrast to the RBI survey, the D&B survey 
shows a drop in both business confidence and order expectations for the fourth quarter. 
Although on the upswing, bank loans to industry (+3.7% yoy in November) remain weak and 
driven mainly by an increase in construction and infrastructure loans, while the cost of financing 
is climbing. 

Growth in private consumption decreased to 7% yoy in the third quarter from a peak of 8.6% 
in the second quarter, pushed lower by waning real incomes and flagging consumer confidence. 
Monthly indicators paint a mixed picture. Sales of two-wheeled cars are accer and sales of three-
wheeled cars have been on the rise since the summer, despite an unfavourable base effect 
which is still negatively impacting the trend. Car sales recorded their first monthly rise in 
October, following three months in decline owing to more stringent insurance requirements and 
the rising price of petrol. However, passenger traffic, both domestic and international, is still 
slowing and consumer confidence has remained pessimistic according to the RBI survey (below 
100) since the second half of 2017. Consumer confidence further decreased between 
September and November, while expectations remained stable at higher levels. The survey 
shows greater pessimism towards the labour market as well as diminishing intentions to spend, 
particularly on non-essential goods. The sowing of winter crops (rabi sowing) has so far lagged 
behind that of last year due to the delay in the summer harvest (kharif harvest) and to lower-
than-average rainfall this autumn. Downside risks persist with regard to agricultural production 
and consequently demand in rural zones as well. The outlook for consumption therefore looks 
set to remain weak for the next few quarters, but the decline in the price of oil and inflation 
should boost disposable income, thereby improving the outlook over the course of 2019. 

The Governor of the RBI, Urjit Patel, resigned with immediate effect on 10 December, citing 
“personal reasons” and thus stepping down before his term ended in September 2019. 
Although the real reasons for his departure are unknown, it cannot be ruled out to be a sign of 
protest against the government's increasingly insistent attempts to meddle in the management 
of the central bank, and, by extension, monetary policy. This came to a head in August, with the 
appointment to the central bank's board of Swaminathan Gurumurthy, who is very close to 
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Modi and regarded as controversial by various political commentators. In 2016, Gurumurthy, in 
line with member of the Upper House and BJP, Subramanian Swam, strongly criticised former 
governor Raghuram Rajian, who subsequently turned down an extension of his term of office 
before it expired. The reasons behind the friction with the government are what the latter 
wants, including, primarily, an easing of regulations on the recognition of non-performing loans 
and capital requirements for public banks, more liquidity for the non-banking financial sector, 
which has come under pressure following the collapse of IL&FS, and an increase in dividends 
from the RBI profits to be used to reduce the public deficit.  

The government has appointed Shaktikanta Das, who served as Secretary for Economic Affairs 
for the Ministry of Finance from 2015 to 2017, oversaw the demonetisation plan and acted as 
India's sherpa to the G20, as the new governor of the central bank. Das' familiarity with 
government circles and his skills as a negotiator should favour an easing – though not a 
resolution – of tensions. Patel’s resignation, just days before the 14 December meeting, at which 
changes in RBI governance were on the agenda, demonstrates the fragility of the truce achieved 
at the November meeting following Vice Governor Viral Acharya’s speech on the central bank’s 
independence. This casts serious doubt on whether the government really intends to preserve 
the autonomy of the RBI, which over the years has gained credibility with international markets 
and has helped improve the country’s economic fundamentals. These concerns, combined with 
more populist economic policies, which are likely due to protests by farmers and the defeat of 
the BJP in recent regional elections, will help fuel investors’ risk aversion and keep the currency 
under pressure in the run-up to the 2019 general elections. 

The resignation should favour a faster transition to a neutral stance, as inflation is slowing and 
given the downside risks to the macroeconomic scenario. Indeed, at the meeting on 5 
December, the RBI left both interest rates and the calibrated tightening stance unchanged, with 
only one vote against cast by Ravindra H. Dholakia, who was in favour of changing the stance. 
Consumer price inflation (2.3% yoy in November) continued to decline by more than the RBI 
had either expected or forecast primarily due to food price momentum, which was much more 
sluggish than the historical average, amplified by the impact of the falling oil price. Weakening 
consumption, together with a highly favourable base effect, should help usher in a moderate 
decrease in core inflation, which to date has remained stable at elevated levels. In light of the 
recent fall in inflation, we are revising downward our estimates for 2019 from 4.4% to 3.8% 
versus the 4% expected for 2018. There is still a great deal of uncertainty surrounding inflation 
and growth owing to the significant impact of the price of oil and the trend in food prices. We 
therefore believe that a change in stance does not imply the launch of a round of interest rate 
cuts in 2019.  

Forecasts 
 2013 2014 2015 2016 2017 2018F 2019F 

GDP (constant prices) 6.1 7 7.6 7.9 6.2 7.5 7.2 
Private consumption 6.6 6.5 7.3 8.3 5.9 7.5 7.2 
Public consumption 2.6 5.3 3.7 9 11.7 11 7.5 
Fixed investment 2.5 1.9 3.9 10.5 5.4 10.5 5.4 
Exports 4.2 6.6 -6.2 2.5 6.5 9.7 5.5 
Imports -6.3 0 -5.9 1.3 11.4 10.2 4.2 
Industrial output 1.9 4.5 2.5 5.2 3.5 5.5 6 
Inflation (CPI) 10.1 6.4 4.9 4.9 3.3 4.0 3.8 
Unemployment rate (%) 2.4 2.8 3.0 3.3 3.4 3.5 3.5 
Average salaries 15.8 13.2 8.7 11.5 10.2 11.8 12.7 
3-month MIBOR (average) 9.3 9.1 8 7.2 6.5 7.3 6.9 
USD/INR exchange rate (average) 58.57 61.04 64.15 67.21 65.12 68.84 71.04 
Current account balance (INR Bn) -2780 -1661 -1451 -815 -2528 -4768 -5538 
Current account balance (% of GDP) -2.6 -1.4 -1.1 -0.5 -1.5 -2.6 -2.6 
Budget balance (% of GDP) -5.5 -4.2 -3.4 -3.7 -4.0 -3.1 -3.4 
 

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 

https://www.rbi.org.in/Scripts/BS_SpeechesView.aspx?Id=1066
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GDP and its components  Industrial output 

 

 

 
* 4-quarter moving average. Source: CEIC  N.B.3-month moving average. Source: Markit, CEIC 
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Source: CEIC  Note: (*) Intesa Sanpaolo estimate. Source: CEIC 

 
Foreign Trade  Passenger and Cargo Traffic 

 

 

 
Note: 3-month moving average. Source: Intesa Sanpaolo chart based on Bloomberg 
and Markit data 
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Services  Consumer confidence 

 

 

 
Source: Markit  Note: RBI Quarterly Consumer Confidence Survey. Source: CEIC 

 
Credit (var. % y/y)  Central bank and monetary rates 

 

 

 
Source: CEIC  Source: CEIC 
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Note: (*) Net purchases by foreign institutional investors. Source: CEIC  Source: Intesa Sanpaolo chart from CEIC data 
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Commodities: let’s look at fundamentals 

In our scenario, political risks will ease in 2019 and fundamentals will finally take the front seat 
in driving commodity prices. Investors will quickly discover that most commodity markets are 
very tight and prices will rise accordingly. 

Year-to-date performance of commodity indices 

 
Source: Intesa Sanpaolo chart from Bloomberg data 

So far, this year, most commodities have recorded a negative performance due to unexpected 
developments negatively affecting the global economic outlook. In particular, trade tensions are 
having a very deep negative impact on market sentiment and business confidence in several 
consuming areas, heating concerns about a weakening global demand for commodities and a 
slowdown in the global economic cycle.  

Currency developments exerted negative pressures on most commodity prices as well:  

▪ most emerging currencies depreciated, often leading to lower price supports from marginal 
production costs; 

▪ the trade-weighted U.S. dollar appreciated in a market phase in which asset classes were 
driven more by political risks than by fundamentals. Therefore, the traditionally negative 
correlation between the U.S. dollar and commodity prices strengthened further.   

Our forecasts for 2019 are based on strong hypotheses about future developments in the 
political and macroeconomic outlook. In particular, we foresee that economic growth will only 
marginally slowdown from 2018 rates both at a global level and in key countries, like China. We 
forecast that global liquidity will remain satisfying, as the Federal Reserve will likely interrupt its 
path of monetary tightening, leading to a progressively weaker trade-weighted U.S. dollar and 
marginally stronger emerging currencies.  

We also assume that trade tensions will ease amid effective progresses in talks aimed at striking 
new deals and restoring a new trade order. Meanwhile, most governments will continue to 
support their economies through accommodative fiscal policies. In particular, in China, toward 
mid-2019 the benefits from more targeted stimuli implemented at the end of 2018 should 
become more evident. Coupled with a steady progress in supply-side reforms, concerns about 
domestic imbalances could slide in the back seat. 
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Such favourable environment of good global growth, low inflation, weaker U.S. dollar and 
supportive emerging markets should boost a risk-on attitude and favour cyclical assets like 
commodities, at least in a 6-month horizon.  

Most commodities, and in particular industrial metals, are at the lowest phase of their 
investment cycle, meaning that most markets are in deficit due to rising global demand coupled 
with insufficient investments in capacity expansion over the past year.  

In our scenario, political risks will ease in 2019 and fundamentals will finally take the front seat 
in driving commodity prices. Investors will quickly discover that most commodity markets are 
very tight and prices will rise accordingly. 

3Q18 performances as at 14.12.2018  YTD performances as at 14.12.2018 

 

 

 

 Source: Intesa Sanpaolo chart from Bloomberg data    Source: Intesa Sanpaolo chart from Bloomberg data  

Forecasts for the commodity universe 

Energy. In the historical meeting held in Vienna in December 6th-7th, OPEC and non-OPEC allies 
(currently referred as OPEC+) strengthened their cooperation and promised to act in order to 
protect the market balance next year. If the official OPEC estimates prove correct and strict 
compliance is maintained, the crude oil market will be balanced in 2019 and vulnerable to 
unexpected supply disruptions. As a result, we maintain our forecast that oil prices will come 
back toward a higher trading range over the next few months. For gas, we forecast that prices 
will remain high in Europe and in the U.S. due to a seasonal peak in demand amid a tight LNG 
market and lower than usual flexibility in the system, especially in Europe.  

Precious metals. Currency dynamics are very important for precious metals in this market phase. 
We currently expect a moderately positive environment due to a weakening U.S. dollar, more 
demand for safe-haven assets (as global economic growth already reached its peak) and 
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inflation hedging. However, we stress the risk that a stronger than expected U.S. dollar would 
negatively impact prices and would likely prevail over the, otherwise positive, fundamentals.  

Industrial metals. Industrial metals are the sector with the strongest fundamentals in the 
commodity complex. Most metals are expected to record deficits in both 2018 and 2019, global 
stocks are declining, low prices discourage secondary supply and investments have been low 
over the past years. According to our analyses, prices should increase in the next 3-5 years to 
incentivize investments in mining.  

Agricultural commodities. Like industrial metals, agricultural commodities are strongly affected 
by the trade tensions between the U.S. and China. They are also vulnerable to weather risks and 
currency movements. We currently expect cereals’ prices in trade range, vs. a clearer upward 
potential for soft commodities.  

Price forecasts for the main commodities 
  1Q19 2Q19 2018 2019 2020 2021 
CO1 Comdty ICE BRENT  75.0   80.0   72.0   80.0   81.0   83.0  
CL1 Comdty NYMEX WTI  65.7   72.7   65.1   72.1   75.0   77.0  
NG1 Comdty NYMEX NATURAL GAS  3.70   3.30   3.09   3.50   3.50   3.50  
GOLDLNPM Index LME GOLD  1,250   1,250   1,268   1,250   1,300   1,325  
SLVRLND Index LME SILVER  14.7   15.0   15.7   15.5   16.5   17.0  
PLTMLNPM Index LME PLATINUM  800   800   881   800   800   800  
PLDMLNPM Index LME PALLADIUM  1,125   1,125   1,024   1,125   1,150   1,175  
LMCADS03 Comdty LME COPPER 3M  6,400   6,500   6,556   6,500   7,000   7,250  
LMAHDS03 Comdty LME ALUMINIUM 3M  2,025   2,100   2,118   2,150   2,250   2,300  
LMNIDS03 Comdty LME NICKEL 3M  11,800   12,100   13,219   12,500   13,500   15,000  
LMZSDS03 Comdty LME ZINC 3M  2,650   2,700   2,896   2,750   2,800   2,900  
LMPBDS03 Comdty LME LEAD 3M  2,000   2,000   2,248   2,000   2,050   2,100  
LMSNDS03 Comdty LME TIN 3M  19,600   20,000   20,067   20,000   20,750   21,250  
SCO1 Comdty SGX IRON ORE  68   65   69.2   65   62   59  
NASS000C Index TSI US HRC STEEL  780   800   719   780   750   700  
C 1 Comdty CBOT CORN  360   350   368   350   370   390  
W 1 Comdty CBOT WHEAT  510   500   495   500   500   500  
S 1 Comdty CBOT SOYBEAN  880   900   933   890   900   920  
KC1 Comdty NYB-ICE ARABICA COFFEE  125   132   113   135   138   138  
DF1 Comdty LIFFE ROBUSTA COFFEE  1,750   1,800   1,697   1,800   1,850   1,850  
SM1 Comdty CBOT SOYBEAN MEAL  315   320   339   320   340   340  
BO1 Comdty CBOT SOYBEAN OIL  29.0   29.0   29.9   29.0   29.0   29.0  
Source: Intesa Sanpaolo estimates. Iron: one-month futures contract listed 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 

 

 

 

 

 

 



Macroeconomic Outlook 
December 2018 
 

56 Intesa Sanpaolo – Research Department 

Crude oil: faith in OPEC+  

OPEC and non-OPEC allies (currently referred as OPEC+) strengthened their cooperation and 
promised to act in order to protect the market balance next year. If the official OPEC estimates 
prove to be correct and strict compliance is maintained, the crude oil market will be balanced in 
2019 and vulnerable to unexpected supply disruptions. 

In early November, unexpectedly the U.S. granted temporary waivers to the eight biggest buyers 
of Iranian crude, immediately fuelling a sharp fall of crude prices.  

Indeed, all major crude producers had expanded their supplies since April due to the threat of 
punitive U.S. sanctions against Iran leading to a sharp contraction of Iranian exports (as the 
Trump administration officially favoured a target of zero Iranian exports). Therefore, the U.S. 
waivers exposed the global market to a new source of oversupply. 

After weeks of heated talks, OPEC and non-OPEC allies (or OPEC+) reached an agreement to cut 
their cumulative supply by 1.2 million barrels per day (mb/d) calculated from the October 2018 
output level. The agreement will enter into effect in January and will last 6 months. The OPEC+ 
group will meet again in April to review the deal. Such unusually short time frame has been 
agreed in order to better respond to the high level of uncertainty about supply and demand 
developments amid a slowdown in global economic growth and the expected expiration of U.S. 
waivers granted to Iranian customers.  

Non-OPEC allies will cut their output by 0.4 mb/d, or 2% from the October level, while OPEC 
members will cut 0.8 mb/d, or 2.5%, taking a higher burden to offset the three exempted 
members (i.e. Iran and Venezuela, subject to sanctions, and Libya, affected by civil war). Saudi 
Arabia made clear they will cut 0.5 mb/d from December to January (therefore curbing by 0.12 
mb/d more than required under the deal), while Russia will cut by about 0.23 mb/d. Coupled 
with the unprecedented 0.325 mb/d cut announced by Canada in December, the OPEC+ 
reduction would bring the global market in balance over the next six months, according to 
OPEC’s latest forecasts. 

Moreover, OPEC+ ministers officially announced a declaration of cooperation, a major step 
forward to strengthen their relationships. The ministers committed to prepare a draft agreement 
based on the existing OPEC framework, with the paper planned to be signed by heads of state 
in 1Q19. 

Brent and WTI oil prices 

 
Source: Intesa Sanpaolo chart from Bloomberg data 
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The data published in December by the U.S. Energy Information Administration (EIA) assume 
that OPEC will reduce its cumulative output. The agency now forecasts that after recording a 
significant deficit in 2017 (-0.5 mb/d) the market will remain in modest surplus in 2018 (+0.3 
mb/d) and in 2019 (+0.2 mb/d). It is a significant improvement vs. the surplus of 0.6 mb/d 
estimated for 2019 in November. 

Supply and demand estimates published by U.S. EIA in December 2018  
Estimates published  
in December 2018  
in mb/d 

Global 
Demand 

Non-OPEC 
Supply 

U.S. 
Supply 

LNG OPEC 
Supply 

Crude OPEC 
Supply 

Call on 
OPEC 

crude* 

Market 
balance** 

2017 98.6 58.7 9.4 6.6 32.7 33.2 -0.5 
2018 100.1 61.2 10.9 6.7 32.6 32.2 0.3 
y/y change 1.5 2.5 1.5 0.0 -0.1 -0.9  
2019 101.6 63.5 12.1 6.5 31.8 31.6 0.2 
y/y change  1.5 2.3 1.2 -0.1 -0.8 -0.7  
 

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 

Moreover, OPEC's production spare capacity is expected to remain low, at an average of 1.54 
mb/d in 2019, exposing the market to the risk of unexpected supply disruptions. In our opinion, 
such low levels of spare capacity represent a bullish sign for prices.  

However, significant downside risks persist: global demand estimates could be revised 
downwards due to a deeper than expected slowdown in global growth amid trade tensions; 
non-OPEC supply growth could beat the already optimistic estimates. 

We maintain a very bullish view on crude prices and we are well above consensus estimates. 
According to our model, Brent should trade at around an average of USD 80 per barrel in 2019. 
Despite the macroeconomic scenario’s deterioration, we think crude prices fell more than 
justified by fundamentals, as the current prices disregard the extremely low spare capacity and 
the market’s vulnerability to unexpected supply disruption. 

Moreover, Saudi Arabia seems determined to do its best to keep the market balanced and, 
consequently, to keep prices within a high, but relatively stable, range. According to the 
International Monetary Fund (IMF) estimates of budget breakeven crude oil prices, Saudi would 
be comfortable with Brent prices in a 70-75 dollar range. 

The resumption of a bullish price trend would turn the Brent forward curve in backwardation, 
stimulating again the interest of financial investors, attracted by a positive roll yield. We think 
speculative interest would add 5-10 more dollars to the trading range favoured by Saudi. 

Though not included in our baseline scenario, we see a persistently negative market sentiment 
toward risky assets in general, and crude oil in particular, as the main downside risk weighting 
on our estimates. A risk-off mood could be fuelled by several threats: concerns about trade 
tensions; future negative surprises in macroeconomic data released in the main consuming 
areas; the unexpected renewal of waivers limiting the impact of the promised U.S. sanctions 
against Iran; a stronger than expected growth in non-OPEC output.  
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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 

As at 14.12.2018 1Q19 2Q19 3Q19 4Q19 2019 2020 2021 
ICE BRENT 75.0 80.0 81.0 81.0 80.0 81.0 83.0 
Median, Bloomberg 74.0 72.0 75.0 72.8 73.1 72.0 69.6 
Forward Curve 61.8 62.2 62.1 61.9 62.0 61.6 61.0 
 

Source: Intesa Sanpaolo chart from Bloomberg data 

 
Price estimates for WTI 

As at 14.12.2018 1Q19 2Q19 3Q19 4Q19 2019 2020 2021 
NYMEX WTI 65.7 72.7 75.0 75.0 72.1 75.0 77.0 
Median, Bloomberg 65.0 65.0 65.5 67.3 66.3 67.0 66.0 
Forward Curve 53.4 54.1 54.3 54.4 54.1 54.0 53.3 
 

Source: Intesa Sanpaolo chart from Bloomberg data 
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