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Late-cycle uncertainty? 

Downside surprises from economic data, uncertainties tied to Brexit negotiations and to US 
protectionism, and the re-emergence of Italy’s country risk, are casting shadows on the 
macroeconomic outlook beyond next year.  

Although risks of a recession are still very limited, a slowdown of GDP growth seems even more 
likely now. Inflation is rising, but mostly due to the trend of oil prices. Upward pressures on wages 
remain contained. 

This picture points to a slow and only partial normalisation of monetary policy in the next few 
years. 

The calendar of economic data kept surprising on the downside in the second quarter, in Europe 
in particular. At the same time, global economic activity indices weakened from the peaks hit in 
2018, in the manufacturing sector more than in services. In 1Q 2018 industrial output contracted 
in the Eurozone, exerting a drag effect on 2Q as well. The reasons behind the slowdown are still 
not entirely clear. Transitory factors may have played a role, in Europe at least (unfavourable 
weather conditions compared to the seasonal norm, strikes in France, calendar effects).  

Fig. 1 – Economic surprise indices are positive across the board   Fig. 2 – Measures of economic policy uncertainty are at low 
levels, despite US tariffs  

 

 

 
Source: IHS Markit   Source: EPU, IHS Markit 

All the same, in the past three months consensus estimate revisions have been marginal and 
mixed. Growth forecasts for 2018 and 2019 in the Eurozone decreased slightly (-0.1%), whereas 
forecasts of growth in the United States improved for 2018 and remained unchanged for 2019. 
The average forecast of global growth stayed put. Inflation forecast revisions for 2018-19 were 
equally modest, but in this case systematically on the upside. This undoubtedly reflects the 
stronger than expected trend of oil prices: in December 2017, the average consensus forecast for 
March and December 2018 was 57.9 dollars per barrel, with a high of 70 dollars, although Brent 
Crude exceeded the highest forecasts starting in the second week of April, hitting daily peaks of 
more than 80 dollars per barrel in May. Most forecasters, therefore, seem to share the opinion of 
central bankers, who generally considered the slowdown in 1Q as a transitory phenomenon.  

However, this does not rule out an increasing persuasion that global growth will slow further in 
2019. The consensus scenario, as also ours, was already pricing in expectations for a slowdown in 
growth between 2018 and 2019, but this trend will strengthen in the coming months. Overall, 
our forecasts also reflect the changes described in commenting consensus estimates: higher 
inflation forecasts, upward revision of US growth in 2018, and slight reduction of growth 
estimates for the Eurozone in 2018. This is only natural, considering mounting uncertainty on 

Luca Mezzomo 

Consensus growth forecasts 
revised only marginally  



 Macroeconomic Outlook 
June 2018 

 

Intesa Sanpaolo – Research Department 3 

economic policies, as a result of the protectionist escalation in the United States, but also the lack 
of progress being made by Brexit negotiations and the change in government in Italy. 

The change in government in Italy was accompanied by a violent surge in risk premiums on public 
debt, which at the end of May became of great concern, given the marked rise in premiums on 
the shorter end of the curve –  usually a symptom of doubts on the short-term sustainability of 
debt. While the confidence crisis abated in part, risk premiums have stayed very high compared 
to the previous months and are consistent with markets pricing in a downgrading of Italy’s credit 
ratings by one or two notches. The situation could normalise only if the 2019 Budget will prove 
compatible with a reduction of the debt/GDP ratio. Tensions on Italian debt have had 
repercussions on other peripheral euro area countries as well, albeit to a lesser degree than other 
past events (the French elections, the Brexit referendum and, of course, the debt crisis of 2011).  

The European Union and the United Kingdom have made further progress in defining the 
withdrawal treaty in the past few months, but the problem posed by the Irish border remains 
entirely unresolved. The European Union has proposed a backstop solution which would keep 
Northern Ireland within the EU customs union, which would imply full regulatory alignment – and 
therefore the need to establish a customs border between Northern Ireland and the rest of the 
United Kingdom. The British government has made a counterproposal judged to be insufficient 
by the EU. It is still not entirely clear what the UK government hopes to obtain from the 
negotiations, also considering that Prime Minister Theresa May’s goals are not the same as the 
Brexit hard-liners’, nor are they in line with those of the Tories in favour of remaining within the 
EU. Ruling out a waiving of the soft border condition between Northern Ireland and Ireland, the 
only way out seems to be to keep the entire United Kingdom inside the EU customs union, while 
guaranteeing the subordination of UK law on trade matters to the European Court of Justice, and 
alignment over time to European regulations. In this case, however, the United Kingdom would 
renounce the possibility of negotiating separate free trade agreements with third countries. This 
solution is unlikely to be accepted by hard Brexiters. On the other hand, for a no-deal Brexit not 
to turn into an outright disaster, it would imply complex technical preparations to manage the 
massive trade flows that cross the English Channel every day, that do not seem to have been 
undertaken. Time is tight, as a deal signed after December is unlikely to ratified in time by all the 
member states. Given such uncertainty, businesses are inevitably starting to make contingency 
plans to deal with a risk of paralysis of trade between the United Kingdom and the EU after 29 
March 2019. 

Fig. 3 – Tariff levels: weighted averages   Fig. 4 – Effect of US tariffs on the price of steel  

 

 

 
Source: World Bank   Source: Thomson Reuters. Note: price of hot rolled coil  
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The protectionist measures put in place by the US administration have triggered retaliations from 
the targeted countries. Nonetheless, the share of trade hitherto affected is too modest to directly 
impact growth in a major way. However, the United States are apparently considering the 
introduction of protectionist measures also in the auto and components sectors. Furthermore, 
negotiations on the revision of NAFTA are still failing to yield appreciable results. The escalation 
would have to take on much more dramatic proportions to seriously threaten economic growth: 
the IMF has estimated that a 10% increase in the tariff barriers adopted by the United States and 
by their main trade partners would curb GDP growth by 1% in the US, and by 0.5% in the rest 
of the world. To provide a term of comparison, the weighted average of tariffs is currently less 
than 4%. However, the United Sates’ trade policies are generating a state of uncertainty which 
could affect investments worldwide, what’s more without yielding the desired result of reducing 
the US trade deficit. 

The picture we are prospecting is not incompatible with a partial normalisation of monetary 
policies. In fact, we expected the Federal Reserve to keep hiking rates this year and in 2019, and 
we believe the ECB will respect the plan it has announced (closing of the APP at the end of 2018, 
initial rate hike after the summer of 2019). However, the weakening of growth and the increased 
risk of a recession could make the scope of the present tightening cycle rather small, also limiting 
the transfer effect to the medium and long segments of the rate curves, which are destined to 
flatten. 

On the currency markets, the longest period of monetary policy divergence between the Fed and 
the ECB has at last put an end to the appreciation of the euro. In general, the rise in fed fund 
rates is strengthening the dollar, in particular against emerging currencies. Against the yuan, the 
introduction of protectionist measures to counter Chinese exports is acting in the same direction, 
and will probably lead to a weaker CNY. Our macroeconomic scenario contemplates a lateral 
fluctuation phase for the euro/dollar exchange rate, in a range of between 1.14 and 1.18, 
followed by a possible appreciation of the euro once the market starts to speculate on the hiking 
of ECB policy rates. We consider likely a further weakening of the yen, penalised by the 
accommodative monetary policy Japan will continue to implement. Sterling, on the other hand, is 
subject to binary risks, tied to the outcome of negotiations on its exit from the EU.  

  

US protectionism is generating 
high uncertainty  
 

Monetary policy normalisation 
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the United States, but will 
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Global economy trend 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 global GDP  

 

 

 
Source: FMI  Note: based on the 11 major advance countries and 8 major emerging countries. 

Aggregation at current exchange rates. Source: Intesa Sanpaolo elaborations 

 
Fig. E – Commodity prices   Fig. F – Consumer price indices in 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 billion) 

 

 

 
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 region 

 2017 2018F 2019F 2020F 2021F 
United States 2.3 3.0 2.6 2.1 1.6 
Japan 1.7 0.9 1.0 -0.1 0.8 
Euro Area 2.6 2.1 1.9 1.6 1.4 
Eastern Europe 3.1 3.0 2.4 2.2 2.2 
Latin America 1.1 1.9 2.7 2.9 2.8 
OPEC 0.3 1.7 2.7 3.6 3.7 
China 6.9 6.4 6.2 6.0 6.0 
India 6.2 7.5 7.2 7.0 6.8 
Africa 3.5 3.8 4.2 4.4 4.5 
World 3.7 3.8 3.6 3.5 3.5 
 

Source: Thomson Reuters Datastream; forecasts: Intesa Sanpaolo 
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United States: the beginning of the end? 

The recovery is aging graciously and is now in its ninth year. The cycle, which was already strong 
in itself, has received further support from economic policies and global demand. Growth 
forecasts are excellent (Fig. 1) – 3% in 2018, 2.6% in 2019, 2.1% in 2020 – after nine years of 
growth at an average rate of 2%. In addition, unlike in 2001 and 2007, there are no imbalances 
or excesses. The unemployment gap and the output gap are positive and growing, with inflation 
close to 2% and no upward pressures, despite the scarcity of slack. The Federal Reserve (Fed) has 
been removing stimulus since the end of 2015, although financial conditions remain expansive. 
As Powell has said, the economy is in “great shape”, with widespread and sustainable growth. 
But the best is behind us: clouds are gathering on the horizon, which in our opinion could bring 
the recovery to an end from 2020 onwards. The risks derive from external factors: trade policy, 
fiscal policy, monetary policy, as well as basic politics.  

The 2018 backdrop is positive. Aggregate demand is solid and widespread, without excesses. 2Q 
growth is likely to accelerate strongly, due to the recovery in consumption, which had slowed at 
the beginning of the year. All the components of domestic demand are trending positively, which 
should keep quarterly growth rates in the second half of the year close to 3% qoq on an annual 
basis. In this full-employment phase, the trends in the labour market and inflation are crucial for 
monetary policy and the cyclical outlook. 

The labour market is at full employment, with the unemployment rate at 3.8% in May (Fig. 3) and 
showing signs of falling further. Average monthly jobs growth remains at around 200,000, much 
faster than growth of the workforce. The FOMC projects unemployment at 3.6% at end-2018; 
this is consistent with 2017 average participation rate (62.8%) and jobs growth around 200,000. 
The unemployment rate has stabilised since 2017, thanks to a recovery in participation by men 
aged between 25 and 54 (Fig. 4). This cohort might yet produce an influx of market participants, 
putting the brakes on the fall in the unemployment rate and wage pressures for 2019-20. Wage 
growth is still moderate, partly due to the exit of baby boomers, who enjoyed higher wages than 
new entrants. The fall in the average age of workers does not sufficiently explain the lower 
correlation between unemployment and wages. This phenomenon may be due to the NAIRU 
being lower than current estimates, or to the persistent presence of slack (men between the ages 
of 25 and 54, specifically). For now, there are no observable signs of overheating of wages and 
prices, in line with an almost flat Phillips curve (Fig. 6). 

Core inflation has reversed the downward trend of the 2017H1 and is close to 2% (Fig. 5). Higher 
core inflation is partly due to the comparison with a weak 2017; headline inflation is pushed by 
energy prices. But core indices are up by around 0.15% mom on average and consistent with an 
annual change of around 2%. Apart from the comparison with 2017, a key factor in the rise in 
inflation is healthcare, where prices have been re-accelerating since end-2017. For now, however, 
there are no signs of the Fed’s “symmetrical” target being significantly overshot. The economy 
would appear to be in a new regime of lower growth, inflation and neutral rates.  

Economic policy risks – the real threat to survival in this cycle 

1. Trade policy: winds of (tariff) war. After its exit from the Trans-Pacific Partnership and the start 
of negotiations on NAFTA (still incomplete), the Trump administration is now active on tariffs, with 
the aim of reducing the trade deficit (Fig. 7). Since the beginning of the year, things have 
escalated, with announcements increasingly threatening and aimed mainly at China, but also 
applicable to allies. New tariffs have so far come into force or are about to be implemented on a 
total of USD 95Bn of imports (total: USD 2.3Trn): washing machines and solar panels, steel 
(+25%), aluminium (+10%), USD 50Bn of imports from China (+25%, effective 6 July on USD 
34Bn and still to be determined for the remaining USD 16Bn). The estimated direct impact on USA 
growth will be minuscule, at -0.06pp (Tax Foundation). China has said it will impose tariffs on 
around USD 50Bn of imports from the USA (cars, aircraft, soy), and Trump has responded by 
threatening, in the event of retaliation, to introduce tariffs of 25% on USD 200Bn and, potentially, 
tariffs of 10% on a further USD 200Bn of imports. In addition, a report is being prepared that 
could lead to tariffs being imposed on cars and parts (2017 imports: USD 290Bn). If all the tariffs 
announced come into force, the impact on US growth could be of the order of -0.4 pp in 2019. 
Further risks derive from potential retaliation. According to the International Monetary Fund, a 

Giovanna Mossetti  
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10% tariff increase on US imports from all countries and by the rest of the world on US exports 
would slow global growth by -0.5pp and US growth by -1pp. In addition, if a solution is not found 
on NAFTA, costs will be even higher. For now, most of the impact of the announcements has 
been limited to increasing market uncertainty and risks to investment plans. However, the risks of 
an actual trade war are increasing, with potential negative effects on 2019-20.  

2. Fiscal policy at full throttle at the wrong time. The tax reform and higher discretionary spending 
will provide stimulus of around USD 1.3Trn in 2018-28. The deficit/GDP is forecast at an average 
of 5% (Fig. 8), around double the historical average. The risks of fiscal stimulus in an economy at 
full employment are twofold: 1) the economy could overheat, leading to a more rapid rise in 
interest rates and a greater possibility of recession; 2) it might be difficult or impossible to 
implement countercyclical policies in the event of a slowdown or recession.  

3. Monetary policy: will the Fed stop before it’s too late? Monetary policy is approaching 
neutrality. The macroeconomic backdrop has so far allowed the stimulus to be removed very 
gradually. The federal funds rate is now 2% and is forecast by the Fed to reach 3.25%-3.5% at 
end-2020: monetary policy is entering dangerous territory. The Fed forecasts a neutral real federal 
funds rate in the short term of close to zero (Fig. 9) and at 0.9% in the longer term (Tab. 1). The 
FOMC has indicated that it intends to follow a path of rate rises, with a median of four hikes in 
2018 (two are still to be implemented), three in 2019 and one in 2020. Powell has stated that 
“the case for continued gradual increases in the federal funds rate remains strong” and “if central 
banks become complacent and exploit the nonresponsiveness of inflation to low unemployment” 
and push resource utilisation “significantly and persistently past sustainable levels”, inflation 
expectations could come under upward pressure. Powell also said that the relationship between 
unemployment and prices may be nonlinear, implying that “a very tight labor market could lead 
to larger, nonlinear effects” on prices. The FOMC has now dropped forward guidance and will 
take a data-driven approach, with the aim of bringing rates back to moderately restrictive levels 
in 2020. In our opinion, the economic slowdown over the next two years should mean the end 
of rate rises will be in 2019 (two more hikes in 2018, three hikes in 2019, with a final destination 
of 3.25%). The FOMC is also anticipating a rise in 2020. In the past, the Fed has always ended a 
cycle of rate rises with a recession: will things be different this time?  

Politics: will the government be divided again after the midterm elections? The autumn elections 
could hand the House back to the Democrats, resulting in renewed legislative gridlock in 2019-
20 and the possibility of impeachment proceedings being launched against the President.  

Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) 2.3 3.0 2.6 2.2 2.3 2.6 2.8 3.3 3.0 2.9 3.1 2.5 2.5 
q/q annual rate    3.1 3.2 2.9 2.2 4.8 2.2 2.6 2.6 2.6 2.3 
Private consumption 2.8 2.7 2.5 3.3 2.2 4.0 1.0 3.8 2.5 2.6 2.5 2.4 2.3 
Fixed investment - nonresid. 4.7 6.5 4.8 6.7 4.7 6.8 9.2 5.2 5.3 4.1 5.0 5.0 4.5 
Fixed investment - residential 1.8 2.1 3.6 -7.3 -4.7 12.8 -2.0 4.3 3.5 3.6 3.5 3.6 3.5 
Government consumption 0.1 1.5 1.8 -0.2 0.7 3.0 1.1 1.5 1.1 2.0 2.1 2.0 1.8 
Export 3.4 4.9 3.4 3.5 2.1 7.0 4.2 7.5 3.8 3.1 3.2 2.8 2.7 
Import 4.0 4.7 3.8 1.5 -0.7 14.1 2.8 3.2 5.1 3.3 3.7 3.8 3.9 
Stockbuilding (% contrib. to GDP) -0.1 0.1 0.0 0.1 0.8 -0.5 0.1 0.5 -0.2 -0.1 -0.1 0.0 0.0 
Current account (% of GDP) -2.4 -2.9 -3.0           
Federal Deficit (% of GDP) -4.8 -5.3 -5.5           
Gov. Debt (% of GDP) 124.5 124.1 124.4           
CPI (y/y) 2.1 2.6 1.9 1.9 2.0 2.1 2.2 2.7 3.0 2.6 2.1 1.9 1.8 
Industrial production (y/y) 1.6     1.2 -0.4 1.9 0.6 1.4           
Unemployment (%) 4.4 3.8 3.6 4.3 4.3 4.1 4.1 3.9 3.7 3.6 3.6 3.6 3.6 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Growth positive for all components of domestic demand  Fig. 2 – New jobs: growth is not slowing 

 

 

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

 
Fig. 3 – Unemployment still falling, participation stabilising  Fig. 4 – Male participation: total and men 25-54 years 

 

 

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

 
Fig. 5 – Core inflation remains moderate, apart from the 
increase due to comparison with a weak 2017 

 Fig. 6 – The Phillips curve, if it is still alive, is ultra-flat 

 

 

 
Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 7 – Trade deficit mainly due to a lack of savings in the USA  Fig. 8 – Average deficit/GDP -5% over the next decade, even 
without a recession 

 

 

 

Source: Thomson Reuters-Datastream  Source: Congressional Budget Office, April 2018 

 
Fig. 9 – Short-term real neutral interest rates at zero  Fig. 10 – Will the Fed manage to avoid a recession at the end of 

the rate hiking cycle? 

 

 

 
Source: Laubach, Williams.  Source: Thomson Reuters-Datastream 

 
Fig. 11 – Projections for rates: dot plot and median at June 2018  Tab. 1 – Economic projections of members of the Federal 

Reserve Board and of regional Federal Reserve Bank Presidents 
– June 2018 

 

 Variables Median 
2018 2019 2020 Longer 

run 
Change in real GDP 2.8 2.4 2.0 1.8 
   Dec. Projection 2.7 2.4 2.0 1.8 
Unemployment rate 3.6 3.5 3.5 4.5 
   Dec. projection 3.8 3.6 3.6 4.5 
PCE inflation 1.9 2.0 2.1 2.0 
   Dec. projection 1.9 2.0 2.1 2.0 
Core PCE  1.9 2.1 2.1  
   Dec. projection 1.9 2.1 2.1  
Federal funds rate 2.1 2.9 3.4 2.9 
   Dec. projection 2.1 2.9 3.4 2.9 

 

Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  NB: PIL and deflator: 4Q/4Q change. Unemployment: 4Q average. Source: Federal 
Reserve Board 
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Euro zone: the cycle is more mature, ECB moving towards “a new normal” 

After a series of positive surprises from the data in the second half of 2017, and the consequent 
upwards revisions to growth estimates, in the last three months, negative surprises have prevailed 
(see fig. 1). Euro zone GDP grew by 0.4% qoq in the winter months, after the euphoric pace set 
in the three previous quarters (+0.7% qoq). The PMI economic surveys and the economic 
sentiment index fell again in 2Q (see fig. 2). This leaves little room for doubts that the peak of this 
cycle is behind us and that Euro zone GDP growth will again come in at around 0.4% qoq in the 
spring months. Three months ago, we forecast growth of 0.5% qoq in the first half of this year, 
so we therefore cut the forecast for 2018 from its previous 2.4% to 2.1%, a rate still well above 
potential. We confirm our forecasts that the expansionary phase will continue in 2019 (1.9%) and 
2020 (1.6%). In fact, we believe that the slowdown indicated by the data is, at least in part, of a 
temporary nature and relates to: a correction in exports after the exceptional growth rates seen 
at the end of 2017; weather factors (February’s heavy snowfall, above historical averages in 
France, Belgium and Germany); strikes in both France (transport and industry) and Germany 
(metalworkers); a significant correction in capital goods following the surge at the end of 2017 
due to a large order in the Airbus industry. Then, in March and April, unusual calendar effects 
(three and two extra working days respectively versus 2017) had a negative impact. But there are 
other reasons why we should remain optimistic about the cyclical outlook for the Euro zone. In 
detail, quarterly confidence indices indicate that the Euro zone economy is starting to operate in 
a context of increasing capacity constraints (see fig. 3). Demand is no longer clearly a limit on 
activity, and is even expected to exceed supply, with companies indicating inadequate structures 
and a shortage of labour, which could in part explain the moderation in activity in the first five 
months of 2018. We estimate that the EU Commission ESI index still has room to fall from its 
average 2Q level (1125) before we need to worry that this expansionary cycle is coming to an end. 
According to our GDP growth modeI, an ESI level of 106 corresponds to an annual GDP growth 
rate of 1.5%, which is in line with potential (see fig. 4). Although the cycle is more mature, it 
remains in a relatively early phase in most countries, since the output gap will only close this year. 

The recent tightening of financial conditions in the Euro zone, due, in part, to the heightened 
credit risk as QE draws to a close, is not likely to jeopardise the expansionary phase. Conditions 
governing access to credit for households and companies remain exceptionally favourable. 
Meanwhile, we see no signs of excess that might make us fear this scenario is coming to an end. 
The Bank for International Settlements’ credit gap data remain close to all-time lows.  

Economic policies, monetary policy and fiscal policy are set to continue on the path we had 
expected three months ago. Monetary policy will remain the main factor supporting growth in 
2018-19 (see fig. 5), even though the ECB has taken another step towards policy normalization 
(see below). The contribution of fiscal policy will be neutral both this year and next (see fig. 6), 
according to the European Commission's spring forecasts. On 18 June, the European Fiscal Board 
(an independent body responsible for the assessment of the Euro zone’s fiscal stance) indicated 
that “the time has come, after twenty quarters of uninterrupted growth, to create fiscal buffers” 
in order to avoid the errors of the past, i.e. pro-cyclical fiscal policies. Specifically, the Board 
recommended that countries with high debt meet continued to make an effort to respect 
medium-term fiscal objectives. Fiscal policy should, therefore, be somewhat restrictive, according 
to the European Fiscal Board in 2018-19, but it is likely to stay neutral, we think. Thus, economic 
policies should not interfere with this cyclical phase, introducing risks of overheating or of a 
premature slowdown. 

This year and next, the cycle will be reined in by mainly external factors: uncertainty over 
developments in tariff and trade policies, rising oil prices and exchange rate fluctuations. It is still 
difficult to assess what the repercussions of a rise in tariff barriers on European exports might be. 
For the time being, tariffs have only been applied to steel (25%) and aluminium (10%). The direct 
effect should be limited given that this export category accounts for only 0.3% of total Euro zone 
exports. However, there could be a much wider impact since the complexity of the effects cannot 
be assessed based on macro data and instead require a sector analysis. The effects of a drift 
towards protectionism are felt not only through exports, coming under pressure due to the higher 
prices of goods traded, but also through a fall in company confidence and share prices, which has 
happened over the last few months, following the US administration’s announcement of possible 

Anna Maria Grimaldi 
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increases in duties. Needless to say, if tariffs were raised in other product categories, the overall 
impact would be greater. If the increase in tariffs were extended to just the automotive sector, as 
threatened, the impact on the German economy would be around 0.2% (see fig. 7). The IMF 
estimates that a 10% increase in tariffs (currently on average 2.4%) on all goods imported into 
the US (USD 2.3Trn) could depress global growth by 0.5%. ECB estimates are even more 
aggressive, at -1% of global growth. 

The effect of the rise in oil prices to USD 75 per barrel, approximately USD 10 ahead of our March 
estimates, could slow Euro zone GDP growth by 0.2% after a year. The rise in oil prices (of 20 
USD per barrel for Brent since September 2017) has already had an impact on Euro zone headline 
inflation, which shot up to 1.9% in May, from 1.2% in February, and could push it up further to 
2.1% in August. The appreciation of the effective exchange rate (4.3% since April 2017) probably 
contributed to the slowdown in exports at the beginning of the year, although the impact is 
proving to be less significant than in the past1. The trend in the global PMI suggests a partial 
recovery in exports in the spring months (see fig. 8). In 2018, we expect average growth in exports 
of 4.2%, still a solid pace but slower than the booming growth recorded in 2017 (5.5%). Imports 
are set to grow at similar pace, so the contribution of foreign trade to growth should be zero. 

According to our estimates, domestic demand will remain the main growth driver (+1.8%). 
Corporate and intangible investments are the main engines in this phase. Investment spending 
(see fig. 9) is expected to hold up well, at +4.4% after +5.4% last year, given the high use of 
production capacity, European Commission surveys pointing to a shortage in equipment, thanks 
to the sustained earnings trend and favourable conditions governing access to credit. Corporate 
investment is therefore expected to slow in 2019-20. Uncertainty relating to trade policies could, 
in part, slow the capex cycle over the next few quarters. The expansionary cycle in construction 
will continue during 2018 at rates close to those seen last year (4.1%). We expect growth in 
household consumption to remain unchanged at 1.7% in 2018-19, the same pace as last year. 
Growth in real disposable income will benefit from employment growth that close to 1.5%, and 
a modest acceleration in nominal wages (see fig. 10). The Euro zone unemployment rate fell to 
8.5% in April, returning to its pre-crisis levels, from its peak of 12.1% in March 2013, and we 
expect it to fall to 7.8% by the end of 2019. Although the expanded unemployment rate, U-6, 
(which includes marginally attached workers and involuntary part-time workers), is still double the 
ILO rate, it has also fallen in the last two years (see fig. 11). 

With excess supply being reduced, albeit gradually, wages are starting to respond. In 1Q, wages 
grew by 1.9% qoq (from 1.7% qoq) thanks to an upturn in Italy and Spain. Labour cost growth 
picked up to 2.0% from 1.4% previously (see fig. 12), thanks in particular to growth in peripheral 
countries. Until March, the upturn in labour costs was cited by the ECB as the missing link for a 
more sustained trend in core prices. While overall inflation shot up to 1.9% in May owing to the 
rise in oil prices and will move around 2.0% in the summer, the underlying trend is still just above 
post-crisis lows (+1.3%). The upturn in labour costs is the explanation for ECB’s greater 
confidence in a return of inflation towards target in the medium term. Compared with three 
months ago, we have revised our inflation forecasts upwards to 1.8% this year, owing to the rise 
in oil prices. Inflation is set to remain at these levels in 2019-20, if core inflation rises towards 
1.6% on a stable basis from mid-2019. Our measure of super core inflation (see fig. 13) has 
reversed, and suggests an increase in inflation excluding food, energy and tobacco over the next 
few months. 

Our assessment of the Euro zone scenario still remains largely positive, with risks broadly balanced. 
Domestic demand could prove stronger than expected, given the residual stimulus from monetary 

                                                           
 
1 Standard elasticities suggest that for each 5% rise in the effective exchange rate, GDP and inflation growth 
is lower by 0.3% and 0.4% respectively, confirming that the type of shock (external or internal) and the cyclical 
phase in which it comes help to determine a milder response. The impact of exchange rates on the dynamics 
of trade flows, prices and economic growth may be less significant than in the past for structural reasons 
(prices are increasingly determined on the global market) and cyclical reasons (in a phase of growing global 
demand, companies may allow themselves to keep prices broadly unchanged). 
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policy. However, downside risks from the international environment are increasing significantly. 
We should also not overlook internal political risks. From September, Italy will again be closely 
monitored in the run-up to the presentation of its budget. Tensions over how to manage migration 
flows could threaten harmony between member states, and support for traditional parties. In 
Germany, Horst Seehofer, leader of the CSU, the Bavarian ally of Angela Merkel’s CDU, has set 
an ultimatum to find an agreement on the transfer of refugees who have claimed asylum in other 
EU countries. There has been a positive consequence, in that Merkel being forced to focus her 
energies on migration issues has opened to some progress on EU governance reform. On 19 June, 
Merkel agreed to a Europan budget to be introduced from 2021, whose allocation and scope are, 
however, still to be defined: ten billion in Merkel’s opinion, a hundred billion in Macron’s; the 
transformation of the ESM into a European Monetary Fund; the possibility for banks to use the 
ESM as a backstop in the event of resolution. Germany, however, continues to oppose a common 
backstop for deposits’ insurance. This is a preliminary proposal, ahead of the European Council 
meeting of 28 June, when the main aim should be to find an agreement on how to manage 
migration flows to avoid a government split in Germany and tensions in other EU countries. 

The adjustment in monetary stimulus is justified by confirmation that the expansionary cycle in the 
Euro zone is continuing and signs that the inflationary trend is gradually beginning to respond to 
the reduction in excess supply. The ECB meeting held in Riga on 15 June marked a quantum shift 
for monetary policy in the Euro zone. As expected, the Council announced that by the end of the 
year it will end its EUR 2.55Trn asset purchase programme launched in January 2015, after a 
further reduction in monthly volumes to EUR 15Bn between October and December. The ECB has, 
however, left itself a degree of flexibility, since the reduction and the end of the programme 
remain conditional upon data in the next few months confirming solid growth. The main news, 
however, is the change to the forward guidance on policy rates, with the ECB committing itself 
to maintaining rates at current levels through the summer 2019. At the same time, the Board has 
reiterated that APP repurchases will continue as long as necessary in order to maintain the stock 
of assets unchanged and keep its balance sheet level at around EUR 4.8Trn. 

With the APP already history, the focus will move onto the timing of the first-rate hike, which 
should remain conditional on the data. We continue to believe that the ECB will seek to end its 
negative rates policy by end-2019/start-2020. The risk of a slowdown in the global economy in 
2020 cannot be ignored, and the ECB will seek to build a margin to shield the Euro zone economy 
from any adverse effects. The rate hike path will, in any case, remain fairly modest. In a speech on 
6 June, the ECB Chief Economist, Peter Praet, reiterated that the equilibrium interest rate or 
natural interest rate has fallen over the last ten years, in line with the long-term trend for interest 
rates, and remains fairly low (in marginally negative territory, although there is still considerable 
uncertainty around recent estimates), so the policy rate is unlikely to return to pre-crisis levels.The 
markets gave a dovish interpretation to the decisions taken in Riga, probably because the ECB 
committed to maintaining rates unchanged through the summer 2019 and Draghi aired the 
possibility that the APP will continue to be one of the monetary policy instruments that can be 
used in the future. Furthermore, the ECB has allowed itself a degree of flexibility in ending the 
purchase programme. With rates unchanged at least until the summer of next year, the rate path 
will also depend on the trend in the data. At this point, the markets are faced with a minimum of 
another year of divergence between dollar and euro rates, at least on short and mid-term 
maturities, and this had an immediate impact on the euro/dollar exchange rate, which moved to 
1.15. Although flexible, the ECB is nevertheless taking another step towards ending its 
extraordinary policies. Soon, the markets will again determine public debt prices. Riga marks the 
end of an era, which we hope will not be repeated. 
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Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) 2.6 2.1 1.9 2.5 2.8 2.8 2.5 2.3 2.0 1.8 1.9 1.9 1.9 
- q/q change    0.7 0.7 0.7 0.4 0.4 0.5 0.5 0.5 0.5 0.4 
Private consumption 1.7 1.7 1.7 0.5 0.4 0.2 0.5 0.5 0.5 0.4 0.4 0.4 0.4 
Fixed investment 3.5 3.2 3.3 2.0 -0.3 1.3 0.5 0.9 0.9 0.8 0.9 0.8 0.7 
Government consumption 1.2 1.0 1.2 0.5 0.5 0.3 0.0 0.3 0.3 0.3 0.3 0.3 0.3 
Export 5.5 3.8 4.2 1.1 1.5 2.2 -0.4 1.0 1.0 1.0 1.4 0.9 0.9 
Import 4.5 3.7 4.4 1.6 0.5 1.5 -0.1 1.4 1.1 1.4 1.2 0.8 0.6 
Stockbuilding (% contrib. to GDP) 0.0 0.1 -0.1 0.1 0.0 -0.1 0.2 0.0 -0.1 0.2 -0.2 -0.1 -0.1 
Current account (% of GDP) 3.4 3.4 3.4           
Deficit (% of GDP) -0.9 -0.7 -0.6           
Debt (% of GDP) 88.8 86.5 84.1           
CPI (y/y) 1.5 1.8 1.8 1.5 1.5 1.4 1.3 1.7 2.0 2.0 1.9 1.8 1.7 
Industrial production (y/y) 3.0 1.5 1.8 2.5 4.1 4.1 3.1 1.9 1.0 0.0 1.2 2.0 1.8 
Unemployment (%) 9.1 8.5 8.2 9.1 9.0 8.7 8.6 8.5 8.4 8.3 8.3 8.2 8.2 
3-month Euribor -0.3 -0.3 -0.2 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 
EUR/USD 1.13 1.19 1.19 1.10 1.17 1.18 1.23 1.20 1.16 1.16 1.18 1.18 1.19 
 

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

 
Fig. 1 – Continual negative surprises from data in the last few 
months... 

 Fig. 2 – ...suggest that the peak is past behind us  

 

 

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

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

 
 
Fig. 3 – The slowdown indicated by the data could in part be 
due to rising capacity constraints 

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

 

 

 
NB: Factors limiting production are drawn from the European Commission quarterly 
survey for industry, services and construction, aggregated by value-added weightings. 
Source: Thomson Reuters-Datastream 

 Source: Thomson Reuters-Datastream Charting 
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Fig. 5 – The main support to GDP growth still comes from ECB 
measures 

 Fig. 6 – In the spring, the European Commission forecast that 
fiscal policy would also be marginally expansionary in 2019 

 

 

 
Source: Thomson Reuters-Datastream Charting  NB: European Commission’s estimates of spring 2018 

Source: Thomson Reuters-Datastream Charting 

 
Fig. 7 – External risks mainly from duties and tariffs  Fig. 8 – The outlook for exports remains positive  

 

 

 
Source: IFO Institute  Source: Thomson Reuters-Datastream Charting 

 
Fig. 9 – High capacity utilisation and profit growth consistent 
with solid growth in investments 

 Fig. 10 – Consumer spending boosted by employment and 
wage growth 

 

 

 
Source: Thomson Reuters-Datastream Charting  Source: Thomson Reuters-Datastream Charting 
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Fig. 11 – The widespread fall in unemployment ...  Fig. 12 – ...is beginning to push up labour costs 

 

 

 
Thomson Reuters-Datastream Charting  NB: Labour costs in industry, services and construction. The next Eurostat release is 

scheduled for 16 March. Core: Ger+Fr+Belg+Nl, Periphery: It+Sp+Pt+Irl+Gr 
Source: Thomson Reuters-Datastream Charting 

 
Fig. 13 – Inflation increase in May due to energy prices. Positive 
signs from our super core measure  

 Fig. 14 – QE is history, the markets’ focus is on the rate path 
Euribor futures forecast only very gradual increases 

 

 

 
NB: 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 
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Germany: the best is over, Merkel in trouble over immigration 

We are downgrading our 2018 GDP growth forecast to 2.0%, from 2.2% three months ago. 
Data has surprised on the downside since the beginning of the year. GDP grew by 0.3% qoq in 
the winter quarter, after averaging 0.7% qoq in 2017. The slowdown in growth in the first few 
months of the year was due to a sharp decline in exports (-1.0% qoq) in real terms, after +2.2% 
qoq in 4Q17. The fall in exports affected all geographical regions (see Fig. 3). Manufacturing, 
which had been the driver in the second half of last year, consequently decelerated sharply. 
Domestic demand also picked up again, advancing 0.5% qoq, thanks to the recovery in private 
consumption (0.4% qoq after stalling at end-2017) and expansion in investment in machinery 
(+1.3% qoq) and construction (+2.1% qoq after the hiatus at end-2017).  The slowdown in early 
2018 was partly due to temporary factors: the high incidence of flu; the collapse of capital goods 
output (-3.5% mom in cumulative terms between December and February), following the surge 
at end-2017 (+5.1% mom) driven by a large value order for Airbus; and lastly the contraction in 
public consumption of -0.5% qoq. The unusual calendar effect, with more working days in March 
and April (three and two more respectively than last year), could have in part distorted growth in 
industrial output, which is set to fall by 0.5% qoq in June. Even factoring in the effect of 
exceptional factors, the trend in the data, and in particular in the confidence indices, suggests that 
Germany’s underlying economy momentum is weaker than we had expected three months ago. 
The IFO and PMI indices have fallen uninterruptedly in the last six months (see Fig. 1). The 
confidence indices are clearly indicating that the growth phase has peaked and that GDP is 
expanding barely above trend. 

The outlook for exports is not particularly encouraging. Capital goods orders for exports are set 
to contract 4% qoq in June, the manufacturing PMI export orders registered a fall of 7.3 points 
between December tand June, and expectations for export orders from the IFO survey have 
plummeted (see Fig. 4). The past appreciation of the exchange rate (4.6% in the effective 
exchange rate) may have helped depress the trend in exports recently. With import prices between 
April 2017 and February 2018 falling by 0.9% in cumulative terms, the pass-through was 
therefore weaker than in the past2. We cannot rule out the possibility that the fall in export 
expectations indicated by the IFO survey is partly driven by fears of a tariff war. The IFO3 estimates 
that an increase of 25% in tariffs on cars sold in the US (approximately 700,000 in 2016, 4% of 
US car imports) would have an impact of -0.16% on German GDP, much higher than the effect 
of tariffs on aluminium and steel (-EUR 37M) and much more than on other exporter countries 
(see Fig. 5). Even if exports recover over the summer, annual growth is forecast to come in 
between 3% and 4%, well below the 2017 figure of 5.3%. Germany, a specialist in the 
production of capital goods, will lose market share to China and Asia, owing to the shift in growth 
from investment to private consumption in these regions. Imports are forecast to outpace exports 
(on average 4.2%) over the current two-year period, on the back of the resilience of domestic 
demand and the high import content of German production. Consequently, foreign trade will 
make a negative contribution to GDP growth. 

Growth will again be driven by domestic demand, although, as is typical in a more mature cycle, 
the contribution is likely to shift further from consumer spending to capital investment (see Fig. 
6). The country is operating with increasing capacity constraints. The output gap is now closed 
and will return to comfortably positive territory by mid-2019. The ILO unemployment rate is below 
the NAIRU (see Fig. 7), with companies reporting that labour is increasingly scarce and constraining 
production (see Fig. 8). Production capacity utilisation continues to grow above the long-term 

                                                           
 
2 A study by the European Central Bank (ECB) in 2016 (see Working Paper no. 1955) illustrates that the pass-
through of exchange rate movements to German prices and the braking effect on exports are much lower 
than in other Euro zone countries because German companies are managing to hold sales prices steady, due 
to greater export specialisation. 
3 See IFO Institute: US Tariffs on Cars would cost Germany Five Billion Euros, 24 May 2018 
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average (see Fig. 9). We expect corporate spending to increase by 4.5% on average in 2018, from 
4.2% in 2017. We cannot rule out a slight slowdown to 4.0% in 2019, partly owing to lower 
export growth. 

In detail, the IFO survey for construction indicated in June a slight slowdown in activity over the 
next few months, following the surge at the beginning of 2018, due to capacity constraints. Yet, 
we will therefore probably see continued solid growth in investment in construction (averaging 
between 0.8% and 1.0%% qoq) in the national accounts data as these only include completed 
projects. The number of buildings completed in 2017 was only just above the 2016 figure, despite 
the increase in orders and permits (see Figs 8 & 9), so there are backlogs that will enter national 
accounts data with a delay. 

We believe household consumption will continue to grow at a strong pace – 1.3% this year and 
1.6% the next – supported by the upturn in contractual wages, to 2.9% in 2018-19 from 2.1% 
in 2017. Disposable income will also be supported by cuts in social security and health insurance 
contributions. The loss in purchasing power should be limited, since inflation is expected to rise 
from 1.7% in 2018, and then dip to 1.6% in 2019. Weaker jobs growth (1.0%, from 1.5% in 
2017) will offer less support to disposable income growth, given the growing shortage of labour 
and the difficulty in increasing further the participation rate, which has risen significantly since 
2004 and is already above the EU average. There is probably only room to do this in the over-60 
age groups. Going forward, the influx of labour from the rest of the EU is expected to fall (from 
500,000 net in 2017 to 350,000 in 2020), owing to more sustained wage growth in Eastern 
Europe. The unemployment rate is therefore unlikely to fall significantly from recent levels (5.2%). 

Fiscal policy will only be marginally expansionary over the forecast horizon. The coalition 
agreement provides for EUR 45-47Bn of fiscal stimulus for the economy from 2018 to 2021 (1.5% 
of GDP). The country should, however, maintain a surplus of around 1.0%, since, under current 
legislation, the budget surplus should exceed 1.5% of GDP in 2020, from 1.1% last year. Public 
debt is expected to fall below 60% in 2020, from 68.1% in 2017, thanks to solid nominal growth 
and the maintenance of the primary surplus.  

Risks over the forecast horizon are broadly balanced. Growth in domestic demand could outstrip 
our forecasts. Conversely, a further drift towards protectionism could weigh on exports and 
corporate investment. The internal political risk should also not be underestimated either. A split 
has opened up within the CDU on how to manage migration, and a solution must be found in 
the near future or the Merkel government would be at risk only 3 months after it was formed. 

Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) * 2.2 2.0 1.8 2.3 2.7 2.9 2.3 2.1 1.8 1.7 1.9 1.9 1.9 
- q/q change    0.6 0.7 0.6 0.3 0.4 0.5 0.5 0.5 0.5 0.4 
Private consumption 2.0 1.5 1.9 0.8 0.0 0.1 0.4 0.6 0.5 0.4 0.5 0.5 0.4 
Fixed investment 4.0 4.3 3.6 1.5 0.5 0.3 1.7 1.5 0.9 0.8 0.9 0.9 0.8 
Government consumption 1.5 1.3 1.9 0.5 0.5 0.4 -0.5 1.0 0.5 0.4 0.4 0.4 0.4 
Export 5.3 3.1 4.2 1.1 1.7 2.6 -1.0 0.5 0.9 1.0 1.2 1.2 1.0 
Import 5.6 3.4 5.0 2.4 1.0 1.8 -1.1 1.6 0.8 1.4 1.8 1.0 0.4 
Stockbuilding (% contrib. to GDP) 0.1 -0.1 -0.2 0.3 0.1 -0.1 -0.1 0.0 -0.2 0.1 0.2 -0.3 -0.4 
Current account (% of GDP) 8.3 8.0 7.7           
Deficit (% of GDP) 1.3 1.2 1.1           
Debt (% of GDP) 64.1 60.2 56.3           
CPI (y/y) 1.7 2.0 2.2 1.6 1.7 1.6 1.3 1.9 2.3 2.4 2.5 2.3 1.9 
Industrial production (y/y) 3.3 1.8 1.4 3.4 4.2 4.9 4.0 1.6 1.1 0.5 0.1 1.5 2.0 
Unemployment (%) 5.7 5.2 5.0 5.7 5.7 5.5 5.4 5.2 5.1 5.1 5.1 5.0 5.0 
10-year yield 0.33 0.57 1.32 0.31 0.40 0.38 0.59 0.49 0.51 0.68 0.97 1.23 1.40 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Growth will remain above potential, but has already 
peaked     

 Fig. 2 – Manufacturing, which drove the boom at end-2017, has 
embarked on a weaker growth path, owing to… 

 

 

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

 
Fig. 3 – ...a marked slowdown in exports in early 2018  Fig. 4 – The fall in orders and export expectations does not 

suggest exports will see a significant upturn 

 

 

 
NB. Six-month moving averages 
Source: Intesa Sanpaolo chart from Thomson Reuters data 

 Source: Intesa Sanpaolo chart from Thomson Reuters data 

 
Fig. 5 – An increase in tariffs on car sales could slice 0.2% off 
German growth 

 Fig. 6 – Growth will continue to be driven by domestic demand 
over the forecast horizon  

 

 

 
Source: Intesa Sanpaolo chart from IFO data  Source: Intesa Sanpaolo chart from Thomson Reuters data 
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Fig. 7 – The country is at full employment  Fig. 8 – Companies report that labour is one of the main 
constraints on production 

 

 

 

Source: NAIRU (OECD), Eurostat (ILO) via Thomson Reuters-Datastream  Factors limiting production are drawn from the European Commission quarterly survey 
for industry, construction and services. The indicators are aggregated by industry value-
added weightings. 
Source: Intesa Sanpaolo chart from Thomson Reuters data 

 
Fig. 9 – Production capacity utilisation is well above the 
historical average and in line with a still buoyant capex cycle  

 Fig. 10 – Trend in permits and... 

 

 

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

 
Fig. 11– …orders suggests resilient construction investment  Fig. 12 – Private consumption has now peaked. Financial 

conditions will remain highly expansionary, wages will pick up, 
but employment is expected to slow 

 

 

 
Source: FSO via Thomson Reuters-Datastream  Source: FSO via Thomson Reuters-Datastream 
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France: first half of the year a little disappointing, growth expected 
to resume the right cruising speed in second half 

The beginning of 2018 was marked by a pronounced slowdown in output, which grew by just 
0.2% qoq after having reached 0.7% at end-2017 (2.2% yoy falling from 2.8% yoy). There were 
two reasons for this: on the one hand, a slowdown in foreign trade (exports at -0.3% qoq, 
mirrored by -0.3% qoq in imports), which led to a zero contribution to GDP, and, on the other, 
the slowdown in domestic demand, from 0.4% qoq to 0.2% qoq on the back of a near stagnation 
in consumer spending (from 0.2% qoq to 0.1% qoq), and above all, the sharp decline in 
investment growth, from 0.9% qoq to 0.2% qoq. Although the slowdown in growth is due, in 
part, to temporary factors, such as the weather, the postponed Christmas holidays and the 
outbreak of various strikes, the growth outlook for 2018 has been dented by the disappointing 
performance of the first quarter: growth to date is only 1.2% and, for the current year, we 
anticipate average growth of 1.8%, two tenths below our March forecast. Our estimate is in line 
with that of Banque de France. For the current quarter, the strikes set to continue until June will 
continue to be one of the factors slowing down growth, which we do not expect to exceed 0.3% 
qoq. From the second half of the year, the pace is expected to return to a cruising speed of 0.4% 
qoq. At present, we confirm our previous forecast for 2019 of 1.9% yoy GDP growth, still above 
potential (at 1.3% since the crisis).  

The trend for consumer spending is expected to remain positive in 2018, but be weaker than in 
mid-2017. Household spending underwent a sharp correction in April (-1.5% mom), which could 
be partly made up in May and June. We believe consumer spending will continue to grow at a 
sound pace, supported in the second half of the year by the planned tax cuts. It is however likely 
to have already peaked. The INSEE household confidence index moved back in line with its 
historical average in the first half of this year, and clearly suggests that the euphoria of 2017 has 
abated.  

Investment slowed in the first quarter, partly owing to a natural readjustment after strong growth 
at end-2017, and partly owing to greater geopolitical uncertainty. Our forecast is for nothing more 
than a marginal upturn in capex in the current quarter. The residential component was also 
disappointing over the winter months, advancing by barely 0.2% qoq, from 0.7% qoq previously. 
This is, however, likely to improve over the next few quarters, particularly in the autumn, according 
to property market surveys. Q1 saw a sharp increase in public investment, which was up 2.5% 
qoq, its highest for many years; in 2018, we expect an upturn in the public component after years 
of contraction. Annual average capital investment is expected to see growth of +2.9% yoy in 
2018, rising from 4.7% yoy. 

Confidence in manufacturing remained at high levels despite a correction in the current quarter 
from 112 to 109; the industrial sector posted a drop in the first quarter (-1.3% qoq), partly owing 
to the contraction in the transport sector after the exceptional growth at end-2017 and the 
atypical trend in average temperatures for the energy sector. For the current quarter, we forecast 
another contraction of around 0.3% qoq. Confidence in services also remains broadly supportive 
despite the correction in the spring months from 108 to 105, which is still consistent with the 
current growth rate of around 0.4% qoq being maintained. Finally, in the building sector, the 
expansionary phase shows no signs of waning, with confidence having remained stable above 
107 since the beginning of the year.  

Foreign trade could make a positive contribution in 2018 for the first time in five years: imports in 
the first quarter contracted by 0.3% qoq owing to weak consumer spending and investment; 
exports saw a fall of a similar scale. For the current quarter, we expect to see an upturn in imports 
and exports. Growth in exports could exceed that in imports in annual average terms, thanks to a 
favourable statistical comparison effect as compared with 2017. The trade deficit could grow 

Guido Valerio Ceoloni 
 
2018 growth forecast revised 
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slightly this year to around 12% of GDP, from 11.0% in 2017, confirming the widening trend 
that began in 2016 and is expected to continue in 2019.  

Inflation rose by slightly more than expected, reaching 2.0% in May, owing in particular to more 
volatile components, such as energy and tobacco (the latter owing to the rise in excise duties, 
which will continue to have an impact on prices in 2018-19). The core component (excluding 
food, energy and tobacco) remained at 0.8%, up by only one tenth since the end of the year. For 
the remainder of the year, we expect the core component to remain around current levels, while 
the headline index is likely to rise above 2% in the summer before moderating from the autumn 
(2018 annual average of 1.8%, 2019 average of 1.9%), posting a faster rise than predicted.   

Unemployment is expected to continue to fall over the rest of the year, at a rate of approximately 
one tenth per quarter. Average annual unemployment is expected to be 9% this year and 8.6% 
in 2019, down from 9.4% in 2017, still above the Eurozone average. Job creation could slow over 
the forecast horizon with the ending of corporate recruitment incentives linked to the introduction 
of the tax credit for competitiveness and employment (Crédit d’impôt pour la compétitivité - CICE) 
in 2013. 

The nominal deficit posted an unexpected improvement, falling to 2.6% at end-2017. It is possible 
that this year, the government could reduce the long-promised correction by a further three tenths 
of a point. The deficit is therefore expected to improve to just -2.5%. The structural deficit could 
worsen slightly to -2.3%, from -2.1%. As last year, the favourable cycle is expected to offset 
(thanks to higher tax receipts) the loss of income generated by the tax cuts, leading to a further 
improvement in the public finance gap4. Public debt is expected to stabilise at 97%, down from 
96.9% in 2017.  

Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) 2.3 1.7 1.8 2.3 2.7 2.8 2.2 1.8 1.5 1.4 1.6 1.8 1.8 
- q/q change    0.7 0.7 0.7 0.2 0.3 0.4 0.5 0.4 0.5 0.4 
Private consumption 1.1 0.7 1.3 0.4 0.4 0.2 0.1 -0.1 0.2 0.3 0.4 0.4 0.3 
Fixed investment 4.7 2.8 2.7 0.9 1.3 0.9 0.2 0.6 0.7 0.7 0.7 0.6 0.6 
Government consumption 1.4 1.4 1.2 0.4 0.5 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 
Export 4.7 3.7 3.0 2.6 1.1 2.4 -0.3 0.6 0.7 0.8 0.8 0.7 0.8 
Import 4.1 2.0 2.8 -0.3 1.9 0.3 -0.1 0.6 0.7 0.7 0.7 0.7 0.7 
Stockbuilding (% contrib. to GDP) 0.2 -0.1 0.2 -0.8 0.3 -0.4 0.0 0.2 0.1 0.1 -0.1 0.1 0.0 
Current account (% of GDP) -2.8 -3.0 -2.8           
Deficit (% of GDP) -2.6 -2.3 -2.8           
Debt (% of GDP) 97.0 96.4 96.0           
CPI (y/y) 1.2 1.9 2.0 1.0 0.9 1.2 1.5 2.1 2.2 1.8 1.6 1.7 2.2 
Industrial production (y/y) 2.4 1.0 1.7 1.7 3.2 3.8 2.3 1.1 0.6 0.0 1.6 2.3 1.9 
Unemployment (%) 9.4 9.0 8.6 9.4 9.7 9.0 9.2 9.0 8.9 8.8 8.7 8.6 8.5 
 

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

 

 

                                                           
 
4 It is difficult to forecast exactly what will happen to the gaps partly owing to the refunds on the dividends 
tax (estimated at EUR 5.5 billion); however, this issue has not yet been dealt with in clear terms by the 
Government. Added to this is how Eurostat will treat the privatisation of state-owned company Orano 
(previously named Areva).  

Inflation is rising more quickly 
than expected, but the core 
index will still remain below 
1% 

Unemployment will continue 
to fall in 2018-2019 

The deficit could improve by 
less than expected, but the 
accounts remain under control 
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Fig. 1 – Contribution to GDP formation  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 

 



Macroeconomic Outlook 
June 2018 
 

24 Intesa Sanpaolo – Research Department 

Fig. 7 – Activity indexes in the various production sectors  Fig. 8 – Production capacity utilisation rate 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: recovery on track, but risks are rising 

The expansion phase continues, albeit at a slower pace than in 2017. At the beginning of 2018, 
GDP was up by 0.3% q/q and 1.4% y/y, down from 0.4% q/q and 1.6% y/y on average recorded 
last year. The quarterly growth rate was similar to the one recorded in comparable countries 
(Germany and France); however, the more than decisive role played by inventories than elsewhere 
(contribution of: +0.7% q/q), as well as the smaller effect of some temporary factors (economic 
data in Northern Europe were affected by adverse weather conditions, and France was disrupted 
by strikes) point to a loss of steam in relative terms as well in the Spring quarter. A number of 
indicators in the more recent period have also confirmed a slowdown: 

1. As is the case in the other main Eurozone countries, confidence surveys, among businesses in 
particular, have outlined a clear deceleration in the past few months, while staying in 
expansionary territory. Both the Istat composite index and manufacturing sector surveys (Istat 
and Markit PMI) hit their lowest level in 12-18 months in May. Less optimistic expectations 
among businesses for the economy seem to have weighed most, and may be due to political 
uncertainty. 

2. Industrial output dropped more than expected in April: the reading may have been conditioned 
by calendar effects, although it signals that the industrial sector may not contribute to GDP 
growth in the second quarter, as was already the case in the opening three months of the year. 

3. Dampened optimism among businesses, and lower production levels by manufacturing 
companies, may also be due to a loss of steam of exports. Foreign trade clearly slowed down at 
the beginning of 2018, after proving very upbeat in the second half of 2017. Based on national 
accounts data, exports (at chained volume measure) dropped by -2.1% q/q at the beginning of 
the year (close to a nine-year low), and the decline has not yet been followed by a swift recovery 
(Istat data on exports in nominal terms point to a roughly stable reading in April). 

4. Vice versa, less negative signals came from the households’ consumption front, which 
accelerated surprisingly at the beginning of the year (+0.4% q/q after stagnating at the end 
of 2017). The trend is probably explained by the fact that the employment trend picked up 
again in the opening months of 2018, after the setback incurred at end-2017 (although the 
decline of the unemployment rate is being held back by higher participation). On top of this, 
contract-based wages are already recovering, with the trend rising back to 1% y/y in March 
at its strongest since 2015, mostly driven by the renewal of the public sector labour contract 
(applied only in part, for the time being, and which will therefore keep supporting the recovery 
trend of wages in the months ahead). 

The moderate slowdown currently under way is explained by three sets of factors: 

1. Temporary factors:  

a. The opening quarter of the year was conditioned in part (albeit less so than in other countries) 
by weather conditions (particularly adverse in February and March), but industrial output’s 
failure to rebound in April indicates that the recovery will not be immediate; 

b. The fact that growth has stemmed entirely from the volatile inventories component 
(contribution of +0.7% q/q) may weigh on the Spring quarter, for which we estimate a 
slowdown to 0.2% q/q, although the contribution of both investments and foreign trade 
may turn positive (the drop in investments in 1Q, as was also the case last year, could be due 
to a concentration of deliveries in the previous quarters, aimed at putting investments to 
books in fiscal year 2017); 

c. Lastly, the trend may also have been affected by calendar effects: as was the case last year, 
a March without Easter, and the presence of long weekends in the immediately previous and 
following quarters, may have resulted in a concentration of work hours, in the services sector 
in particular (which, by no chance, added most to value added growth: in the services sector, 
hours worked provide a basis on which to estimate, at least initially, economic activity 
growth); exactly on a part with 2017, this could prelude to a slowdown in the second quarter 
of the year. 

Paolo Mameli 
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under way... 
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2. International factors, which explain the simultaneous slowdown in the main Eurozone 
economies:  

a. The loss of steam of international trade, due at least in part to the uncertainty caused by the 
“tariff war” triggered by the protectionist measures put in place by the US administration 
(this may have impacted the activity of multinational companies in particular); 

b. The change in sentiment on the financial markets, tied to the normalisation of monetary 
policies (in the United States in particular); 

c. Commodity price increases, and in particular the rise in oil prices (in this case also tied at least 
in part to the policies pursued by the US administration). 

3. Domestic factors, the first and foremost of which is political risk, which flared first during the 
extended period of uncertainty on the possibility of forming a government following the 4 
March elections, and then on the financial tensions caused by the announcement of measures 
that would have a strong impact on public finances, and by the strong criticism of the European 
Union voiced by the new government led by the 5-Star Movement and the League. This 
prompted a repricing of Italy’s country risk by international investors, a tightening of financial 
conditions, and greater uncertainty over economic policy itself. 

In our view, the moderate slowdown under way could continue in the near term: in the remainder 
of the year economic activity should grow at a pace of 0.2-0.3% q/q. In other words, we believe 
political risk may make a relatively contained impact on 2018 GDP growth, which we still expect 
to average 1.3% in the year (although downside risks to this estimate have increased). However, 
the government’s moves, and in particular the choices that will be made on occasion of the next 
Budget Law (with the potential fallout on financial markets), will be decisive for what concerns 
the fate of the cycle beyond the 3-6 month horizon, and in particular for 2019 growth. 

Notoriously, the measures contained in the “government contract”, if implemented in full and 
without adequate funding sources, could place public deficit and debt on potentially 
unsustainable paths (based on our estimates, the total worth of the measures could range 
between a low of 96 billion euros to a high of 201 billion in full swing, i.e. between 61 and 148 
billion euros in the first year). However, it is reasonable to expect that the contract will be 
implemented neither rapidly, nor in full; furthermore, the fact that the funding measures explicitly 
mentioned in the contract are not enough to cover the scope of the expansionary interventions, 
does not automatically imply that all the measures will be deficit-funded (in other words, other 
sources of funding could be identified over time). What’s more, the statements made by the 
Economy Minister suggest a gradual and careful approach to budget constraints: Tria has 
repeatedly reasserted the importance of keeping the debt/GDP ratio on a downward path and 
said that the policy framework that will be outlined in September will indicate “appropriate 
funding sources” for economic policy measures (“each reform proposal will be articulated in 
consideration of its effects on growth and on the trend of public finances”). 

Therefore, it is very hard at the moment to make forecasts on the government’s economic policy 
choices, and on the consequences, they may have on growth (and on the cost of debt). In light 
of this, we will outline here four possible scenarios:  

a) No policy change scenario, as outlined in the DEF planning document: unrealistic, as it includes 
VAT hikes and overly optimistic assumptions, in our view, on GDP and interest spending; 

b) Cautious scenario: implementation of just some of the measures announced, namely:  
- deactivation of the VAT hike (12.4 billion); - limited changes to the pension system (5 billion);  
- strengthening of job centres (2 billion); - non-deferable spending (5 billion). 

c) Intermediate Scenario: implementation of all the above, plus: - semi-flat tax for businesses (9 
billion); - citizenship income (15 billion), starting in 2020; - comprehensive pension system reform 
(15-20 billion), starting in 2020. 

Political risk should affect only 
mildly 2018 growth, but it will 
prove decisive for the 
evolution of the cycle beyond 
a 3-6 month horizon 

Only a “soft” approach will 
keep the debt trend on the 
decline, and therefore prevent 
rating downgrades, financial 
tensions and adverse 
retroactive effects on growth 
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d) Aggressive scenario: implementation of all the above plus semi-flat tax for households (35 
billion), starting in 2020.  

The different public finance scenarios are summarised in Charts from 9 to 12 below, in which we 
compare the levels of deficit and debt in relation to GDP in each of the simulations listed above. 
GDP and interest expenditure assumptions are the government’s in Charts 9 and 10, and Intesa 
Sanpaolo estimates in the scenarios outlined in Charts 11 and 12 (in the progressively more 
aggressive scenarios, GDP growth is higher than under the base-case scenario, but cost of debt is 
also higher, with possible retroactive effects on growth).  

As shown in the charts, the only scenario under which the debt trend will continue to decline is 
the “cautious” one (under optimistic assumptions on growth and interest expenditure). This 
scenario could be the only one that would allow Italy to prevent a rating downgrade, as the deficit 
would stay essentially unchanged, or in any case below the 3% threshold, while debt would 
continue to drop, or at least to stabilise. The other scenarios place the downtrend of debt at risk, 
and could therefore trigger financial tensions which could have reap a potentially larger negative 
impact on GDP growth than the positive impact of expansionary policies. Furthermore, the impact 
on GDP would probably be smaller than estimated by the proponents (the fiscal multipliers of the 
proposed measures seem rather low, possibly with the exception of a significant tax cuts for 
households, which, however, would mostly impact taxpayers with the highest propensity to save), 
and less lasting over time than the negative impact on public accounts. 

In a nutshell, we take the “cautious” scenario outlined above (point b), as our baseline. In short, 
we are expecting that a “moderate” approach could prevail at least initially, maybe due to 
pressure coming from both domestic institutional mechanisms (with the President of the Republic 
at the fore) and, more importantly, from financial markets. In any case, even if the government 
takes a slightly expansionary fiscal policy stance, there seems to be a margin to keep the debt/GDP 
ratio on a downward trajectory. 

Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) 1.6 1.3 1.2 1.6 1.7 1.6 1.4 1.2 1.2 1.2 1.2 1.3 1.2 
- q/q change    0.4 0.3 0.4 0.3 0.2 0.3 0.3 0.3 0.3 0.3 
Private consumption 1.4 1.0 0.8 0.1 0.3 0.0 0.4 0.2 0.3 0.2 0.2 0.2 0.1 
Fixed investment 3.9 2.7 2.9 1.4 2.9 1.5 -1.4 0.9 0.6 0.6 0.8 0.7 0.6 
Government consumption 0.1 0.1 0.3 0.1 -0.1 0.0 0.0 0 0 0.1 0.1 0.1 0.1 
Export 6.0 1.9 3.2 -0.1 1.8 1.8 -2.1 1.7 0.8 0.8 0.8 0.6 0.6 
Import 5.7 2.2 2.7 1.6 1.4 0.5 -0.9 1.3 0.8 0.6 0.7 0.5 0.5 
Stockbuilding (% contrib. to GDP) -0.1 0.2 -0.1 0.6 -0.5 -0.3 0.7 -0.2 0.0 0.0 0.0 0.0 0.0 
Current account (% of GDP) 2.7 3.0 2.5           
Deficit (% of GDP) -2.3 -1.7 -2.5           
Debt (% of GDP) 131.6 131.3 130.9           
CPI (y/y) 1.3 1.3 1.6 1.6 1.3 1.1 0.9 1.0 1.5 2.0 1.7 1.6 1.5 
Industrial production (y/y) 3.7 1.8 1.7 4.1 4.7 3.8 3.5 2.1 1.0 0.5 0.8 1.5 2.0 
Unemployment (%) 11.3 11.0 10.5 11.2 11.2 11.1 11.1 11.1 10.9 10.8 10.6 10.5 10.4 
10-year yield 2.07 2.47 3.60 2.17 2.09 1.84 2.01 2.24 2.73 2.91 3.24 3.50 3.67 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – In 2018 and 2019, domestic demand will grow at less 
upbeat rates than in the previous two years 

 Fig. 2 – Forward-looking indicators compatible with a moderate 
slowdown in year-on-year growth  

 

 

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

 Source: Thomson Reuters-Datastream 

 
Fig. 3 – Policy uncertainty could weigh on investments  Fig. 4 – Unemployment downtrend held back by a rise in the 

participation rate to new highs  

 

 

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

 Source: Thomson Reuters-Datastream 

 
Fig. 5 – Consumer confidence, driven by a still supportive 
employment trend, is compatible with stronger households’ 
consumption  

 Fig. 6 – However, employment expectations as expressed by 
households and businesses (in the manufacturing sector) are 
less optimistic than they were a few months ago... 

 

 

 
Source: Thomson Reuters-Datastream Charting  Source: Thomson Reuters-Datastream Charting 
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Fig. 7 – …as also expectations for the economy   Fig. 8 – Exports have also lost steam over the past few months 
(as has also been the case in the other European countries) 

 

 

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

 
Fig. 9 – Fiscal policy scenarios: effects on the deficit/GDP ratio 
(assumptions on GDP growth and interest spending in line 
with the Stability Programme) 

 Fig. 10 – Fiscal policy scenarios: effects on the debt/GDP ratio 
(assumptions on GDP growth and interest spending in line 
with the Stability Programme) 

 

 

 
Source: Intesa Sanpaolo elaborations and forecasts on MEF data  Source: Intesa Sanpaolo elaborations and forecasts on MEF data 
 
Fig. 11 – Fiscal policy scenarios: effects on the deficit/GDP ratio 
(ISP assumptions on GDP growth and interest spending under 
different scenarios) 

 Fig. 12 – Fiscal policy scenarios: effects on the debt/GDP ratio 
(ISP assumptions on GDP growth and interest spending under 
different scenarios) 

 

 

 
Source: Intesa Sanpaolo elaborations and forecasts on MEF data  Source: Intesa Sanpaolo elaborations and forecasts on MEF data 
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Spain: growth continues to surprise on the upside 

The government crisis triggered by corruption scandals involving the Popular Party (PP) ended at 
the end of May with the appointment of Pedro Sanchez, leader of the PSOE party, as prime 
minister. Sanchez has gained support from Podemos and the Catalan and, in particular Basque, 
separatists, having promised them that he would confirm generous tax conditions. The Sanchez 
Government can count on very few votes (84 out of 350), so the risk of early elections remains 
high, even though Sanchez will try to stay in office until next May, when the European and local 
elections are held. According to the polls, were the election to be held today, neither of the two 
traditional parties would obtain the majority, the favourite being Ciudadanos (see fig.1).  

The earlier Catalan crisis and the central government impasse do not appear to have interfered 
with the very solid growth phase. After growth of 3.1% in 2017, almost double the potential rate, 
we are revising our forecast for 2018 to 2.8%, from 2.6% previously. Spain is the only country 
for which we have revised the estimates for the current year upwards. Latest indications from 
surveys data (see fig. 2) suggest that a growth rate around 0.7% qoq in Q2, as in the previous 
three quarters. Flat industrial output in April indicates some downside risks to this estimate (see 
fig. 3). However, the fiscal policy measures introduced with the Budget presented in April should 
buoy up domestic demand in the remainder of this year. We expect a partial growth slowdown 
to 2.2% in 2019, making it the fifth year of above-potential growth. The output gap has already 
returned to positive territory, but there is still room for a continuation of the expansion phase. 
Moreover, there is no evidence to indicate that households and businesses are taking on excessive 
leverage. It should be noted, though, that the savings rate has returned to the lows registered 
before the financial bubble burst. 

In the winter quarter, growth was mainly driven by domestic demand (+0.7% qoq), thanks to the 
resilience of consumption and investment in construction. Net exports made only a marginally 
positive contribution, as imports and exports grew at the same pace. We expect domestic demand 
over the forecast horizon to continue to be a driver, while foreign trade will not make a significant 
contribution. However, it remains crucial that growth does not revert to being unbalanced, with 
an adverse effect on imports as in the past. The country managed to bring the current account 
balance back into surplus in 2013, by improving the trade balance through geographical 
diversification and enhanced competitiveness from 2008 onwards. However, the trade surplus 
was zeroed in 2017, not due to the worsening of the energy balance, but rather to the trade 
balance of consumer goods and capital goods (see fig. 4). The indications for export growth from 
the PMI are anything but encouraging (see fig. 5), and make us fear that the abrupt slowdown 
seen in Germany, France and Italy in the winter months may happen in Spain some months later. 
Our expectation is that exports will grow by an average of 3.6% in 2018 and by 4.2% in 2019. 
More than 67% of Spanish exports are destined to European countries (52.8% of them going to 
the Euro zone and a good 14% to the other EU member states), while exports to the US account 
for 4.3%. Spanish exports still therefore rely to a large extent on demand holding up in the rest 
of Europe more than on third countries. Imports are expected to grow at about the same pace as 
exports, so the contribution of net exports will be approximately zero. In the second half of 2017, 
domestic demand was driven by investments in machinery, which increased by an average of 
2.0% qoq. In the first few months of 2018, there was a correction of 1.6% qoq, which we regard 
as a normalisation after the strong growth rates of the previous quarters. The trend in confidence 
in the capital goods sector suggests that the expansionary cycle may continue (see fig. 6), but at 
a slower pace on average below 1.0% per quarter, since spending on machinery has up to now 
outstripped the trend in production capacity (see fig.7). We expect investments in machinery to 
increase by 2.4% in 2018 (annual average negatively impacted by the contraction in 1Q) and by 
3.5% in 2019, down from the figure of 6.2% in 2017. Construction investment is also expected 
to continue at a gentler pace, +4.0% in 2018, compared with 5.0% in 2017. For now, the 
contribution of construction to value-added is still well below its 2007 peak (see fig. 8). Growth  
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in residential mortgages remains below that of house sales. The expansionary cycle may therefore 
continue, but it is to be hoped that it will slow further in 2019 (to 3.3% yoy), preventing new 
excesses from forming. Household consumption growth had already slowed in 2017, falling to 
2.4% from +3.0% in the previous two years (see fig. 9). In the first few months of 2018, 
consumption has kept pace with previous quarters (0.7% qoq) and, even assuming a slowdown 
to 0.5% qoq in the rest of the year, average growth in 2018 is still expected to be 2.4%. In 2019, 
then, consumption growth is likely slow to to 2.0%, and employment will be unable to continue 
to grow at a rate slightly less than GDP (2.8% in 2017) despite encouraging indications from 
confidence surveys. We expect the decline in unemployment to slow to 14.5% in 4Q19, from 
15.4% last April (see fig. 10). After years of stagnation, nominal wages appear to have turned the 
corner (see fig. 11), but we see limited room to manoeuvre unless the trend strengthens going 
forward. Moreover, excess supply in the labour market is much greater than the ILO 
unemployment rate would suggest: the U-6 unemployment rate remains around 26%, one of the 
highest in the Euro zone. Growth in labour income will be only partly eroded by the rebound of 
inflation, which rose to 1.7% in 2017 but is expected to increase to no more than 1.9% in 2018. 
The fall in the savings rate to its lowest level since 2007 (see fig. 10) is cause for concern.  

Strong economic growth has had therapeutic effects on the public accounts. The deficit fell from 
4.5% in 2016 to 3.1% in 2017. The process of reducing the nominal deficit is expected to slow 
this year as a result of the measures presented in the April’s budget, including the reduction of 
tax rates for low incomes, the 1.75% increase in public-sector salaries, and the increase in 
government investments associated with the acquisition of part of the motorway network. In 
2019, the deficit is expected to fall to 1.9% if policies remain unchanged. The improvement in 
nominal balances is largely cyclical. The structural balance, according to the European 
Commission's Spring estimates, is seen worsening by 0.3% in 2018 to -3.3%, and remain 
unchanged in 2019. The country remains therefore at risk of not compliance with its medium-
term targets. The European Commission estimates debt will fall to 95.9% in 2019, from 98.3% 
in 2017.  

The risks to the scenario are skewed to the downside from mid-2018 and mostly come from the 
international arena. From an economic point of view, although the cycle is mature, there are no 
indications of overheating, nor of an excessive increase in borrowing by households and 
companies. The internal political risk is not insignificant, and could come again under the spotlight. 

Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) 3.1 2.6 2.1 3.1 3.1 3.1 3.0 2.6 2.5 2.4 2.2 2.1 2.1 
- q/q change    0.9 0.7 0.7 0.7 0.6 0.6 0.5 0.5 0.5 0.5 
Private consumption 2.4 2.4 2.0 0.8 0.7 0.6 0.7 0.5 0.5 0.5 0.5 0.5 0.5 
Fixed investment 5.0 3.5 2.4 0.6 1.4 0.7 0.8 1.0 0.5 0.8 0.7 0.3 0.5 
Government consumption 1.6 1.8 1.4 0.5 0.4 0.4 0.5 0.4 0.4 0.4 0.3 0.3 0.4 
Export 8.3 8.0 2.9 1.7 0.8 2.4 3.5 1.4 0.7 1.0 0.9 0.2 0.6 
Import 4.7 3.6 4.4 0.5 1.0 0.0 1.3 1.2 0.6 1.6 1.4 0.7 0.8 
Stockbuilding (% contrib. to GDP) 0.0 0.2 0.2 0.0 0.0 0.0 0.0 0.1 0.0 0.2 0.1 0.0 -0.1 
Current account (% of GDP) 1.8 1.6 1.5           
Deficit (% of GDP) -3.1 -2.6 -1.9           
Debt (% of GDP) 98.3 97.6 95.9           
CPI (y/y) 2.0 1.8 1.6 2.1 1.8 1.6 1.1 1.8 2.2 2.2 1.8 1.8 1.3 
Unemployment (%) 17.2 16.0 15.2 17.3 16.8 16.6 16.2 16.2 15.9 15.7 15.5 15.3 15.2 
 

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

 Fig. 2 – Surveys show GDP growth stabilising at between 0.6% 
and 0.7% qoq in mid-2018 

 

 

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

 
Fig. 3 - Some risk from industrial production for 2Q   Fig. 4 - The trade surplus excluding energy has been zeroed 

 

 

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

 
Fig. 5 - Exports have turned around, but the outlook is not very 
bright 

 Fig. 6 - Improving confidence in the capital goods sector 
suggests capex will hold up 

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data 
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Fig. 7 - Investments have already grown well beyond the 
increase in production capacity utilisation 

 Fig. 8 - Construction is booming again but we are far from the 
excesses of the early 2000s 

 

 

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

 
Fig. 9 – Consumer spending has peaked. Households are 
spending more of their income. The savings rate has come 
down to 2007 lows. Families no longer have buffers  

 Fig. 10 - Employment growth slowed to 2.4% in 2Q18 and we 
expect it to slow further to 2.1% in the second half of 2018 

 

 

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

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

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

 

 

 
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream data  Source: Intesa Sanpaolo chart from INE data 
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Netherlands: the peak is over but expansion continues 

In the Netherlands, the economic slowdown in the first quarter was no less than in other countries, 
but GDP nevertheless progressed by 0.6% qoq from 0.9% qoq in December, thanks to a jump in 
consumption (+1.5% qoq) and investments (+2.7% qoq) after last December's disappointing 
figures. Domestic demand therefore made a fundamental contribution (+1.3), while foreign trade 
was hampered by imports (+0.5% mom), driven by consumption, making an overall negative 
contribution (-0.9). GDP now stands at 1.8%. For the current quarter we expect a marginal 
slowdown to 0.4% qoq probably due to an easing in consumption; in the remaining part of the 
year, growth should pick up marginally. For 2018, we estimate an increase of 2.5% from 3.0% 
in 2017 followed by a slowdown to around 1.7% from 2019, still above the potential estimated 
by the EU Commission at 1.4%. Although the Dutch economy is among the most exposed to 
external shocks and in particular to a slowdown in global demand, in the short term risks are 
contained by the resilience of domestic demand. 

Consumption recorded a real boom in the first quarter of this year, progressing by 1.5% qoq after 
stagnating at the end of 2017. We expect consumption to contract in the current quarter, as 
suggested by the surveys conducted among households between April and May, with the 
consumer confidence index falling to 17.2 from 19.0 due to a more pessimistic assessment of the 
future of the Dutch economy. Nevertheless, consumption in the Netherlands remains enviably 
sound, explained by solid growth in disposable income (+2.4% yoy in 2017 from +2.7% yoy in 
2016) driven by wage increases and expansive fiscal policies for the second consecutive year. In 
the current year, consumption is expected to grow by 2.6% from 1.9% in 2017 before slowing 
down to below 2% in 2019. Public consumption could also make a positive contribution this year 
as a result of government measures to increase education, defence and infrastructure spending. 

The manufacturing sector started to grow again in April (especially in pharmaceuticals and 
electronics) after a slowdown between February and March. The economic confidence index for 
the sector rose between April and May (with an increase in orders as well), suggesting that the 
slowdown at the start of the year has almost completely disappeared. The only weakness in the 
surveys is the level of inventory which is above the historical norm. Overall, manufacturing remains 
in an expansive and more positive phase than in other European countries, with production 
expected to increase in the short term. Industrial output is expected to rise during the rest of the 
year (annual average of +3.7% from 1.6% in 2017). 

Fixed investments also jumped in the first quarter (+2.7% qoq from -1.1% qoq) and remained a 
positive net contributor to GDP from 2014 (the annual average over the period is 6.1%). The trend 
in the first quarter is expected to slow in the second quarter, especially in the airplane and 
automotive sectors, in line with economic confidence indicators (Economic Sentiment Indicator 
(ESI) is down from 113 to 111), largely due to a slowing of exports. Morale in the construction 
sector continues to rise and property prices are increasing monthly (+8.8% mom in April) and 
have now reached their peak level of August 2008. A slowdown in the growth of residential 
investments would therefore be desirable, but it is not certain that this will occur. 

The contribution of foreign trade to GDP was positive in 2017, but for the current year the 
strengthening of domestic consumption and uncertainty over pricing policies will weigh on net 
exports, which we expect will contribute negatively to growth. In the current quarter, we expect 
exports to rebound by 0.9% qoq from -0.6% qoq in the first quarter, against a slowdown in 
imports after the jump at the beginning of the year, thus making a positive contribution to GDP 
growth. In the coming quarters, the contribution is expected to fall to zero, with imports expected 
to increase by 3.4% this year from 5.1% in 2017 and exports by 2.7% from 5.6%. We also expect 
the trade balance to deteriorate over the forecast horizon, dropping to 7% from +7.7% in 2017. 
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Inflation is expected to gradually accelerate from 1.3% in 2017 to 1.6% this year and to 2.0% in 
2019. The rise in 2018 is largely explained by the increase in the price of crude oil and the rise in 
energy prices. Core inflation is forecast to be stable at around 0.8%. In 2019, core inflation will 
be partly driven by a further increase in the reduced VAT rate starting next year. 

The labour market is in very good shape, with participation, particularly among young people, 
among the highest in Europe. Unemployment fell to 4% in the first quarter from 4.4% at the end 
of 2017. Full employment is not far away (3.7%). There is, therefore, no room for significant falls 
in the number of unemployed people in the coming months unless there is an increase in the 
workforce, which cannot be ruled out since people are returning to the labour market. The 
percentage of the inactive population fell from 35.6% in March 2014 to 32% in May (32% was 
the pre-crisis level). 

The boosting economic cycle pushed the budget surplus to 1.1% in 2017 from 0.4% previously. 
In 2018, there will be a temporary decrease to 0.7% due to expansive fiscal measures, but the 
balance will increase again in 2019 in the wake of the end of the 2018 fiscal stimulus. The 
structural surplus will hit zero this year from 0.5% in 2017 and return to a deficit in 2019. Public 
debt will continue to gradually decrease in 2018-2019, reaching 50% at the end of the period 
from 56.7% in 2017. 

Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) 3.0 2.5 1.7 3.3 2.9 3.0 3.1 2.5 2.4 2.0 1.8 1.8 1.7 
- q/q change    1.0 0.6 0.9 0.6 0.4 0.5 0.5 0.4 0.4 0.4 
Private consumption 1.9 2.6 1.5 0.9 0.8 0.2 1.5 -0.1 0.5 0.5 0.4 0.4 0.3 
Fixed investment 6.2 4.9 2.8 1.9 2.9 -1.1 2.7 0.6 0.9 0.8 0.7 0.6 0.6 
Government consumption 1.1 1.5 1.3 0.4 0.6 0.2 0.4 0.4  0.4 0.3 0.3 0.2 
Export 5.6 2.7 3.2 1.4 1.4 1.1 -0.6 1.1 0.9 0.8 0.8 0.7 0.7 
Import 5.1 3.4 3.0 1.4 1.6 0.9 0.5 0.4 0.9 0.9 0.8 0.6 0.7 
Stockbuilding (% contrib. to GDP) -0.3 0.1 -0.3 0.0 -0.5 0.8 0.2 -0.4 -0.1 0.0 -0.1 -0.1 0.0 
Current account (% of GDP) 9.4 9.9 9.6           
Deficit (% of GDP) 1.1 0.7 0.9           
Debt (% of GDP) 56.7 53.5 50.1           
CPI (y/y) 1.3 1.6 2.3 1.0 1.5 1.4 1.3 1.6 1.8 1.7 2.4 2.4 2.1 
 

Annualised percentage changes on the previous period – unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo 
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Fig. 1 – Strong growth driven by demand on the domestic 
market 

 Fig. 2 – The economic confidence index points to a modest 
slowdown from very high growth levels 

 

 

 
Source: analysis by the Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 

 Source: analysis by Intesa Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 

 
Fig. 3 – Household spending is booming…  Fig. 4 – …and consumer morale is at record highs  

 

 

 
Source: analysis by Intesa Sanpaolo Research Department based on Thomson Reuters-
Datastream data 

 Source: analysis by Intesa Sanpaolo Research Department based on Thomson Reuters-
Datastream data 

 
Fig. 5 – Investments in the residential sector are not slowing in 
the face of continually rising house prices   

 Fig. 6 –Industrial output is normalising 

 

 

 
Source: analysis by the Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 

 Source: analysis by the Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 
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Fig. 7 – Business indices in different economic sectors   Fig. 8 – Investments in production still rising 

 

 

 
Source: analysis by the Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 

 Source: analysis by the Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 

 
Fig. 9 – Export highs are behind us  Fig. 10 – Falling unemployment leading to full employment 

 

 

 
Source: analysis by the Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 

 Source: analysis by the Intesa Sanpaolo Research Department based on Thomson 
Reuters-Datastream data 
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Greece: a new beginning?5 

The agreement signed by Greece and the Eurogroup on 21 June ends the third programme of 
assistance and restores the country’s full sovereignty, eight years after the start of the first bailout. 
The key point in the agreement concerns the deferment of EUR 96.6 Bn of debt owed to the EFSF 
(equal to almost 40% of total debt): the agreement therefore provides for a 10-year extension of 
the deadline to 2066, as well as a 10-year grace period of the start of the repayments, which will 
now begin in 2033 rather than 2023. Of the imminent public lender deadlines, the country is now 
bound to repayment of only the principal of IMF loans (which began last year), the GLF (Greek 
Loan Facility, from 2020) and the European Investment Bank (already in progress); conversely, ESM 
repayments will begin in 2024 and were not discussed. Furthermore, Athens was assured that the 
final tranche of assistance it will receive will be greater than the figure given in the MoUs (EUR 
11.7 Bn) and amount to a final disbursement of 15 Bn6, providing it with a cash buffer of around 
24.1 Bn to give the country a 22 months cash lifeline and allow the country to meet imminent 
payment deadlines. The total will be paid out in half-yearly tranches (December and June) from 
2018 and for the next four years. In this way, the most expansive payments that Athens will have 
to make will actually begin after 2030. The plan to link the repayment amount to the economic 
cycle has been shelved for good, while the creation of a monitoring system wanted by Germany 
to ensure public finance goals are reached year after year was passed. The Greek dossier is 
therefore closed until 2032, when further relief measures may be discussed. From August Greece 
will return to being a member of the Euro zone like all others and will be required to respect the 
treaties on control of public finances. As already mentioned, the agreed conditions specify that 
Athens must maintain a primary surplus of 3.5% yearly until 2022 and an average primary surplus 
of 2.2% until 20607. Based on the simulations carried out by independent research institutes8, 
Greece's public debt will be sustainable only if average growth in GDP is at least 1.0% annually 
until 2060, maintaining an average primary surplus of at least 2.0%, again until 20609.  

Greece closed the June agreement presenting itself to the markets in a sustainable debt situation 
in the short-medium term, while maintaining a level of public debt that is unsustainable over the 
long term. At this point, exit from the bailout in August is no longer a problem, and neither is a 
first recourse to the market as the country will have sufficient liquidity until mid-2020. Among the 
many concerns marking this new beginning, it is positive to note, however, that in the first quarter 
Greek GDP grew 0.8% qoq up from 0.2% qoq (+2.3% yoy up from +2.0 yoy), a figure which is 
higher than anticipated and marks the longest positive strip since 2006, with five consecutive 
increases. This acceleration is explained by the positive contribution of net exports; conversely, 
domestic demand decreased due to correction of investment; consumption also began to grow 
again, though only slightly. For the remainder of the year, we expect the economy to continue to 
expand thanks to the drive of exports: we estimate that GDP could grow an average of 1.9% this 
year, up from +1.3% in 2017 (two-tenths of a point more than our previous estimate), while in 
the absence of external negative shocks, from 2019 the economy could see an acceleration of 
over 2% if the private consumption that is clearly still missing resumes. 

We therefore believe that the agreement reached has advantages and disadvantages, but that it 
was probably the best deal possible, and the term guaranteed until 2030 seems long enough to 
give the country room for manoeuvre in order to succeed: the Greek political will to finish the still 
incomplete reforms in order to increase potential growth over the medium-long term and a 
supportive economic cycle for the next few years will turn out to be crucial for the success of the 

                                                           
 
5 For the complete profile of the country’s situation, please refer to our Focus of 28 June 2018. 
6 Furthermore, the approximately 4 Bn in profits made by the central banks of the Eurosystem will be returned 
to Athens, to be held in Greek government bonds within the ESM programme. 
7 An average primary surplus of 2.4% for 42 years: past examples of primary surpluses maintained for long 
periods of time are Finland, with a primary surplus of 5.7% for 11 years (1998-2008) and Denmark, with 
5.3% for 26 years (1983-2008). 
8 See the CEPR Independent report on the Greek official debt, March 2018 and the contents of our previous 
Focus of 10 May 2018. 
9 In addition, inflation is forecasted to remain on an average level of 2% up to 2060. 
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Greek gamble. In this situation, the materialization of external shocks, such as an unexpected 
economic recession, remains an important risk factor for this scenario.  

Portugal: economy boosted by private consumption 

Portugal saw a slowdown in GDP growth in Q1, from 0.7% qoq to 0.4% qoq; growth in consumer 
spending picked up, however, rising from 0.4% qoq to 0.8% qoq, as did investment, which 
increased from 0.8% qoq to 1.8% qoq (contribution made by domestic demand growing to 
0.9%, from 0.4%); the contribution of net exports fell from 0.5% to -0.3%, dampening growth. 
Growth to date is now at 1.4%. For the current and next few quarters, we expect the economy 
to maintain a cruising speed of 0.4-0.5% qoq. Average growth for 2018 is now expected to come 
in at 2.1%, from the 2.3% forecast in March. In 2019, GDP growth is seen slowing by another 
couple of tenths of a percentage point to 1.9%. The risks to the scenario are slightly to the 
downside owing to possible external shocks, mainly from global trade conditions.  

Q1 data shows that domestic demand remains strong and stable, and will again give the country 
an internal growth driver able to offset the adverse effects of the global cycle in 2018. Consumer 
spending is expected to continue to grow by around 0.4% qoq for the remainder of the year (to 
2.4% yoy, from 2.3% yoy in 2017) thanks to a dynamic labour market, better access to credit and 
a modest rise in inflation. Consumer confidence, as shown by the European Commission, 
improved from the first quarter, and came in at an annual average of 2.5, above the average for 
the Eurozone (0.4) and other countries, such as Spain, Italy and France. After record growth of 
9.7% in 2017, the investment component will slow this year to around 4.2%, driven by 
construction, while the transport sector could put the brakes on investment after a strong 201710; 
in the current quarter, confidence indexes point to a slowdown in industrial output. Exports and 
imports are likely to cancel each other out in 2018-19: strong consumption will support imports 
(+4.7%, from 7.9% yoy in 2017), while exports (particularly cars, aircraft and ships) could suffer 
as a result of the consequences of the trade skirmishes between the US and the European Union. 
Tourism is also expected to take off in 2018 (+0.6% qoq in Q1 alone): however, we are cautiously 
revising downwards the contribution of foreign trade to GDP, which we put at practically zero for 
the current year, as in 2017.  

The labour market continues to recover, with unemployment having reached its lowest since 2004 
in April at 7.4%. Employment in Q1 grew by 0.6% qoq (+3% yoy), thanks to the decisive 
contribution made by retail trade and services. The employment rate stands at 62.7%, a record 
high. For 2018, we expect unemployment to continue to fall by at least one point, from 9.0% last 
year to 7.9%, and by approximately half a point in 2019 (6.9%). The gradual re-absorption of the 
unemployed is expected to begin to have an impact on nominal wage levels from 2019. Inflation 
is set to slow this year to 1.2%, down from 1.6% in harmonised terms, due to slowing property 
prices, before picking up again in 2019 on the back of an anticipated rise in nominal wages.  

For what concern the national accounts, public consumption will again remain fairly limited this 
year, in view of efforts to further reduce the nominal deficit from 3.1% last year to 1.0%. The fall 
in the deficit will also be facilitated by the appreciable reduction in debt servicing and the higher 
tax receipts expected. The structural deficit is, however, expected to remain stable over the 
forecast horizon at 1.1%, remaining at 2017 levels. Public debt will continue to fall gradually in 
2018-19, from 125.7% in 2017 to 120% in 2019. The main country risk continues to be the high 
level of debt, something that is easily seized on by the markets. This was seen during the recent 
Italian political crisis, which immediately extended to Portugal. However, it should be recognised 
that the current government has made visible improvements to the public accounts: the risks are 
therefore seen as significant, but falling. 

                                                           
 
10 The record figure of 2017 is partly due to the favourable statistical comparison of the public component, 
which grew substantially last year after the slump of 2016; conversely, the statistical comparison will be 
unfavourable in 2018.   
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Asia 

Japan: moderate growth, economic policies remain expansionary  

The outlook for the Japanese economy remains positive, despite the weakness of GDP in 1Q, 
which registered its first contraction since 2015. The outlook for the rest of 2018 and much of 
2019 is for growth around potential – 0.9% in 2018 and 1.1% in 2019 – before slowing to -
0.1% in 2020, due to the implementation of the consumption tax rise scheduled for autumn 
2019. We expect growth to be supported by both private and public domestic demand, with a 
modest contribution from net exports, although tensions on tariffs and yen appreciation have cast 
this in doubt. Inflation remains well below 2%, and the trend is expected to be only marginally 
positive. Economic policies will continue to play a crucial role in the ongoing recovery: monetary 
policy is expected to remain unchanged, at least until the 2020H1, while fiscal policy will be 
expansionary until mid-2019, ahead of the second rise in consumption tax in October next year. 

In 2018, GDP is set to grow at a moderate pace, after contracting at the beginning of the year  
(-0.2% qoq, Fig. 1). Various factors lie behind the1Q GDP fall. The main reason was stagnation in 
consumer spending, partly due to bad weather and partly to a temporary slowdown in nominal 
labor income (Fig. 6). Non-residential investment also slowed, on the back of a strengthening yen 
(Fig. 5). Lastly, foreign trade made a negative contribution to growth, after a large deficit in 
January and only returning to positive territory in March (Fig. 7). The weakening of final demand 
in 1Q triggered a temporary reversal of the positive trend in the output gap (Fig. 2). This setback 
should be a transitory phenomenon. 

Forecasts for the rest of 2018 are positive, with a recovery in 2Q, followed by moderate growth. 
Consumption indicators (retail sales, disposable income) picked up again in the Spring, with a 
positive contribution from the upturn in employment income, the weather returning to normal, 
and expectations of fiscal expansion.  

Non-residential investment was affected by the appreciation of the yen, which has now stabilised 
in a range between 109 and 111 against the dollar. After falling sharply at the beginning of the 
year, industrial output resumed the uptrend that began in mid-2016, and business surveys confirm 
a moderate expansion, although they remain at lower levels than in 2017.  

The key to the Japanese outlook remains the labour market, which is marked by growing excess 
demand (Fig. 3), as shown by the fall in the unemployment rate, to 2.5% in April (its lowest since 
August 1993), and the continuous increase in the jobs-to-applicant ratio (to 1.59, the highest 
since the beginning of 1973). The failure of wages (Fig. 4) to react to the falling slack is partly 
attributable to the solid rise in the female participation rate (Fig. 5) and signs of growing 
participation among older cohorts too. These trends are set to continue, with government 
measures aimed at increasing growth in both the workforce and the birth rate (see below). 
Although wage growth remains modest, the increase in participation and employment is providing 
support to total earnings and therefore household spending. 

On the foreign trade front, the weakness in exports at the beginning of the year should now be 
over, and the latest data point to a positive contribution from net exports in 2Q, although the 
possible introduction by the USA of tariffs on the automotive sector is a focus for concerns. The 
USA imported cars worth USD 40Bn from Japan in 2017. A 25% increase in tariffs could have a 
significant impact on Japanese growth in 2019 (-0.3pp).  

Inflation remains well below the 2% target; prices increased by only 0.3% yoy in May, excluding 
energy and fresh food. The combination of the stronger yen and the slowdown in the output gap 
trend in 1Q interrupted the modest rise in core inflation seen between mid-2016 and end-2017. 
Inflation forecasts point to a modest recovery in the positive trend, but still well below 2%. The 
Bank of Japan (BoJ) cites various reasons for this almost flat price trend, without referring to the 
output gap. According to the central bank, inflation remains low, owing to a deflationary mindset 
that has not been completely eliminated, higher productivity in the non-manufacturing sector, 
global factors, still significant labor slack and online sales. For e-commerce, the BoJ estimates that 
the increase in online purchases may have reduced core-core CPI by two-tenths of a point. 

Giovanna Mossetti 
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In terms of monetary policy, the central bank is maintaining quantitative and qualitative stimulus 
and short- and long-term interest rate control, although the pursuit of the interest rate target has 
led to a slowdown in bond purchases (Fig. 9). In its latest forecast update, the BoJ lowered the 
inflation path, which will fall short of 2% even in FY 2020, and further downside revisions are 
likely. At the April meeting, the committee considered it appropriate to remove the reference to 
an exact time frame for reaching 2% inflation and indicated that, even if it moved further away 
from the target, the monetary policy stance would not change. In our view, Japanese monetary 
policy could remain unchanged at least until the first half of 2020: with inflation well below 2%, 
interest rates will probably not be touched before mid-2019; then, the rise in consumption tax in 
October 2019 makes it unlikely that stimulus will be removed around the time of fiscal tightening. 
The first half of 2020 could be the first possible date for a gradual rise in the interest rate target, 
thanks in part to the probable support to growth coming from the Tokyo Olympics.   

Fiscal policy: focus on workforce participation. The government is continuing with its “work-style 
reforms”, which aim to increase the workforce, with higher participation rates among women 
and older cohorts and the transformation of “non-regular” employees into full-time employees. 
Various measures implemented since 2012 have already had significant effects (Fig. 5) on the 
participation of women and of the over-60s. The government has designed new measures, in part 
already approved by the Lower Chamber, with: new caps on the number of overtime hours; free 
childcare and support for families; rules guaranteeing equal treatment for regular and non-regular 
workers; a new system for setting wages that is not restricted to the number of hours, but also 
takes performance into account. In addition to these measures, Japan is to let in 500k immigrants 
in the sectors hardest hit by the manpower shortage (e.g. construction, agriculture), easing 
restrictions on the duration of permits and reducing obstacles to entry. Foreign workers doubled 
in number between 2008 and 2017 to 1.28M (1.3% of the total number of people employed). 
These measures are expected to help keep growth around potential, despite the ageing 
population.         

Macro forecasts 
 2017 2018F 2019F 2017 2018F 2019F 
    2 3 4 1 2 3 4 1 2 3 
GDP (constant prices, y/y) 1.7 0.9 1.0 1.6 2.0 2.0 1.1 0.8 0.7 0.8 1.2 1.2 1.7 
q/q annual rate    2.1 2.0 1.0 -0.6 1.0 1.5 1.5 0.8 0.9 3.6 
Private consumption 1.0 0.6 1.2 2.9 -2.7 1.3 -0.3 1.6 1.8 1.7 0.8 1.0 7.2 
FI - private nonresidential 2.9 2.7 1.7 3.7 4.1 2.8 1.3 3.5 2.4 2.4 1.6 1.2 1.6 
FI - private residential 2.7 -4.0 2.2 3.6 -6.3 -10.3 -7.2 0.7 1.2 1.9 3.2 2.9 6.1 
Government investment 1.2 -0.2 0.6 20.1 -10.1 -1.7 -0.5 1.5 0.8 0.7 0.5 0.4 0.4 
Government consumption 0.4 0.4 0.3 1.7 0.2 0.2 0.4 0.3 0.3 0.3 0.3 0.3 0.3 
Export 6.7 4.6 2.7 -0.3 8.2 9.2 2.6 3.5 3.2 3.0 2.4 2.3 2.3 
Import 3.5 3.4 3.1 7.2 -5.2 12.9 1.2 2.2 3.3 3.1 3.0 2.7 7.7 
Stockbuilding (% contrib. to GDP) 0.0 0.3 0.1 -0.2 1.3 0.8 -0.7 0.8 -0.1 -0.1 0.2 0.3 -0.9 
Current account (% of GDP) 4.0 3.7 3.7           
Deficit (% of GDP) -3.5 -3.5 -3.4           
Debt (% of GDP) 223.9 224.4 223.2           
CPI (y/y) 0.5 0.8 1.0 0.4 0.6 0.6 1.3 0.6 0.7 0.7 -0.1 1.0 1.0 
Industrial production 4.5 2.4 1.8 5.5 4.4 4.1 2.5 2.8 2.7 1.6 3.4 1.5 2.9 
Unemployment (%) 2.8 2.5 2.5 2.9 2.8 2.7 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
JPY/USD 112.2 109.5 112.2 111.1 111.0 112.9 108.3 108.9 109.7 110.8 111.3 111.8 112.5 
 

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

 Fig. 2 – Positive trend in the output gap halted at the beginning 
of 2018 

 

 

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

 
Fig. 3 – Unemployment rate in free fall  Fig. 4 – Excess labour demand increasing, but wages fail to pick up 

 

 

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

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

 
Fig. 5 – Women continue to enter the labour force, following 
the introduction of favourable measures 

 Fig. 6 – Consumption weak at the beginning of 2018 

 

 

 
 Source: Thomson Reuters-Datastream  Source: Thomson Reuters-Datastream 
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Fig. 7 – Investment dampened by yen appreciation, but 
supported by financial conditions and the Olympics 

 Fig. 8 – Trade balance: surplus is no longer a certainty 

 

 

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

 
Fig. 9 – The BoJ cannot control rates and quantity: yield curve 
control has led to a reduction in JGB purchases 

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

 

 

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

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

 
Fig. 11 – Inflation at 2%: a moving target   Fig. 12 – The BoJ’s holdings of JGBs continues to rise 

 

 

 
Source: Thomson Reuters-Datastream  N.B.: figures at end-December 2017; total JGBs: JPY 988.2Trn. NB: total JGBs+Tbills = 

JPY 1,092.4Trn. Non-residents hold 62.7% of the T-bills. Average life of debt is 8 years 
and 10 months. 
Source: Ministry of Finance 
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China: The PBOC changes tack by adjusting liquidity 

GDP grew by 6.8% yoy in Q1, unchanged from the two previous quarters, but quarterly growth 
slowed to 1.4% qoq from 1.6% qoq in 4Q17. On the supply side, the upturn in the industrial and 
construction sectors offset the slowdown in the agricultural and services sectors, the trend of 
which nevertheless remains strong. On the demand side, investment growth picked up, supported 
by investments by private companies and real estate operators, while the upturn in household 
spending in rural areas offset the slowdown among urban households, keeping private 
consumption growth stable. Public spending slowed and the contribution from foreign trade was 
negative. 

Spring figures were mixed. Industrial output levelled between April and May (6.8% yoy) at slightly 
higher growth rates than in March thanks to the upturn in production by state-owned enterprises. 
PMI indices slightly improved in the NBS survey and were largely stable in the Markit survey: both 
came in around 51, again indicating a modest expansion in activity, with foreign orders weaker 
than domestic orders, in line with the results of the PBOC survey on industrial companies for the 
second quarter, which also revealed business confidence that was still high but declining from its 
peak in 4Q17. Given the introduction of trade sanctions by the United States and statements 
made by the US authorities followed to the Chinese retaliation, risks on the trend in international 
trade, which until now has been high for imports but slowing for exports, remain to the downside. 

Consumer confidence rose further in the Unionpay survey and remained broadly stable at high 
levels in the NBS survey, supported by the positive trend on the labour market. The ratio between 
demand and supply of labour was above one, on the increase and at record highs. The 
unemployment rate is still falling and the Manpower survey confirms an increase in the number 
of companies planning to hire in the third quarter. The picture painted by the employment 
component of the PMIs appears stable but less rosy, with the exception of the services sector. 
However, growth in retail sales continued to slow (from 8.6% yoy in March to 6.8% yoy in May 
in real terms), despite the rally in car sales. The slowdown affected both urban and rural areas, as 
well as online sales. However, consumption is still supported by the positive trend of the labour 
market and the decrease in import duties on vehicles and on over one thousand consumer goods, 
which will come into force on 1 July. Yet consumer confidence could start to be affected by the 
correction on the stock market (10.5% in the last four weeks and 19.2% from its peak at the end 
of January) and sales of durable goods could be impacted by the expected slowdown on the real 
estate market. 

After recovering in the first quarter, investment started to slow again. The downturn following 
the peak levels in March (8.6% cum. yoy in May vs. 9.2%) affected both the state and private 
sectors, and seems to be driven by the slowdown in investment in transport infrastructure and 
public services management. Real estate investment, on the other hand, continued to hold up, 
particularly in residential construction, sustained by the double-digit growth in land purchases and 
a moderate recovery in property prices even in second- and third-tier towns and cities over the 
last few months. However, the anti-speculative measures introduced in many towns and cities and 
mortgage rates at around 100 bps higher than last year suggest a reversal of the trend over the 
year. Credit continued to slow in the second quarter. Although growth in outstanding bank loans 
slowed marginally (from 12.8% yoy in March to 12.6% yoy in May), the broader social financing 
aggregate (including local government issues) slowed more markedly (to 11.7% yoy in May from 
13% yoy in March) to its lowest level since 2015, held back by increasingly stringent regulating in 
the non-banking financial sector and a lower number of issues of local government bonds as the 
debt swap programme comes to an end. The decline in new investment in real estate, the 
slowdown in investment in various sectors (plant, restructuring) and the general slowdown in 
credit further support our forecasts that economic growth will slow to 6.4% in 2018 and 6.2% 
in 2019. 

After peaking at 2.9% yoy in February, consumer price inflation fell and levelled at 1.8% yoy in 
April and May thanks to lower food prices, which more than offset increases in the transport 
sector triggered by the surge in fuel prices. Conversely, inflation excluding food and energy fell 
from 2.5% to 1.9% yoy over the same period thanks to a slowdown of prices in healthcare and 

Silvia Guizzo 
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medical services. There is therefore no evidence of upwards pressure on prices, which is why we 
are keeping our inflation forecast broadly unchanged at a low 2.2% in 2018. 

In the spring, the government approved various measures to support consumption and businesses: 
besides cuts on duties on imported consumer goods, reductions in VAT rates in various sectors 
(from 1 May) and the raising of the minimum income threshold for small and medium-sized 
companies to CNY 5M (thus allowing many businesses to pay less VAT), administrative measures 
to simplify procedures to start up new businesses were introduced. Fiscal policy will, however, 
remain less expansionary than in 2017, through measures to more tightly control local 
government debt and screen public-private sector partnership projects. 

The PBOC continued to hold substantial liquidity at the very short end of the curve and avoided 
raising its refinancing rates at the time of the Fed rise in June, as it did in 2017. However, interest 
rates maturing at more than one month started to rise again in mid-May, factoring in the seasonal 
liquidity squeeze between June and July. In June, in addition to the effects of the PBOC’s 
prudential macro assessment, CNY 259Bn of medium/long-term transactions (MLFs) and another 
CNY 670Bn of reverse repos (in the last week) expire, and July is a month of fiscal maturities. The 
recent cut in the Required Reserve Ratio (RRR) of 50 bps (in force since 5 July, after the 100bps 
cut in April and the selective cut early in the year) was justified as a measure to facilitate the debt-
to-equity swap programme for major banks and support small and medium-sized enterprises, 
which continue to struggle. However, the cut is not strictly intended to ease monetary policy, 
which has now shifted its target on repo rate stability to 7 days, but as a liquidity adjustment tool 
gradually replacing MLF operations (whose maturities will increase significantly in August and in 
the remainder of the year) and to benefit the banks concerned (which have more untied funds 
available and waive receiving 1.62% interest on the reserve requirement, but save 3.3% interest 
on the MLF at one year), in line with what Governor Yi Gang described as the "comprehensive" 
use of different financial instruments. Despite the almost unchanged rhetoric about pursuing a 
neutral monetary policy and the need for deleveraging, the de facto easing of monetary conditions 
has been welcomed by the authorities, who are concerned about the slowdown in growth at a 
time when corporate spreads and the amount of securities in default are increasing (the number 
remains in line with 2017) and about the stock market correction. We expect the authorities to 
make two further RRR cuts by the end of the year, but to maintain the 7- day repo stable, unless 
the economy slows more than expected over the summer or there is an even sharper stock market 
correction. We also believe that the USD/CNY exchange rate could continue to depreciate, in line 
with the closing of the interest rate spread and reach a peak of 6.90 in the fourth quarter. 

Macro-economic forecasts 
 2013 2014 2015 2016 2017 2018F 2019F 
GDP (constant prices) 7.8 7.3 6.9 6.7 6.9 6.4 6.2 
Private consumption 7.9 8.2 8.1 8.2 7.8 7.6 7.1 
Public consumption 5.1 3.7 7.8 9.9 8 7.3 6.4 
Fixed investment 9.3 6.9 7.3 6.7 5.5 5.5 5.1 
Exports 7.9 5.7 0.1 1.8 6.6 5.2 4.1 
Imports 10.6 7.7 0.8 3.3 8 6.2 5.7 
Industrial output 8 7.4 6.2 6.3 6.1 5.5 4.8 
Inflation (CPI) 2.6 2.0 1.4 2.0 1.6 2.2 2.2 
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 4.50 4.20 
USD/CNY exchange rate (average) 6.15 6.16 6.28 6.64 6.76 6.55 6.51 
Current account balance (CNY Bn) 912 1458 1912 1335 1109 542 449 
Current account balance (% of GDP) 1.5 2.3 2.8 1.8 1.3 0.6 0.5 
Budget balance (% of GDP) -0.8 -0.9 -2.8 -3.7 -3.7 -3.7 -3.9 
 

NB: Percentage change compared with the previous period - except where otherwise indicated; *IMF Article IV August 2017. Source: Intesa Sanpaolo, Oxford Economic Forecasting  
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Industrial output and orders  Retail sales 

 

 

80

90

100

110

120

130

5

7

9

11

13

15

17

19

09/11 06/12 03/13 12/13 09/14 06/15 03/16 12/16 09/17

Retail Sales of Consumer Goods: YoY(Real)

Retail Sales of Consumer Goods: YoY

Consumer Confidence, 3m mov av, rhs

 
NB: cumulative industrial output (ytd), yoy change  
Source: CEIC, IHS Markit 

 Source: CEIC 

 
Inflation  Property prices 

-8

-6

-4

-2

0

2

4

6

8

10

0

1

2

3

4

5

6

7

01/11 12/11 11/12 10/13 09/14 08/15 07/16 06/17 05/18

CPI yoy

Cpi ex-food and energy yoy

PPI yoy, rhs

 

 

0

20

40

60

80

-2.0

-1.0

0.0

1.0

2.0

3.0

4.0

02/11 12/11 10/12 08/13 06/14 04/15 02/16 12/16 10/17

n. of ci ties recording a price decrease, rhs

Tier 1

Tier2

Tier3

 
Source: CEIC  NB. mom average change for 70 cities surveyed, primary market.  

Source: Intesa Sanpaolo chart from CEIC data 

 
Fixed Asset Investment (FAI, nominal), yoy  Foreign trade 

0

5

10

15

20

25

0

2

4

6

8

10

12

14

16

01/15 06/15 11/15 04/16 09/16 02/17 07/17 12/17 05/18

FAI, total

FAI: Private

FAI: Real Estate

FAI: SOE, rhs

 

 

40

42

44

46

48

50

52

54

56

-30

-20

-10

0

10

20

30

40

12/10 11/11 10/12 09/13 08/14 07/15 06/16 05/17 04/18

import yoy

export yoy

China PMI man. export orders, Markit, rhs

 
Source: CEIC  NB. Seasonally-adjusted data, average for January and February  

Source: Intesa Sanpaolo chart from CEIC and Markit data 

 

45

47

49

51

53

55

-3

0

3

6

9

12

15

18

01/13 09/13 05/14 01/15 09/15 05/16 01/17 09/17 05/18

PMI Markit  New orders, rhs
SOE yoy
Private industry, yoy
Industrial production, yoy



 Macroeconomic Outlook 
June 2018 

 

Intesa Sanpaolo – Research Department 47 

Stock market correction  Lending slows 
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India: strengthening recovery and accelerating core inflation 

In May, the Statistical Office revised its GDP estimates for Fiscal Year 2017-18 (1 April - 31 March) 
downwards, notably predicting weaker growth in consumption and investment in the second half 
of 2017 versus the previous period. The revision included GDP growth of 6.2% y/y in 2017, two-
tenths lower than we expected. However, GDP grew 7.7% YoY in the first quarter of 2018, a 
sharp rise versus the previous quarters and estimates, bringing growth for FY 2017-18 to 6.7% 
YoY. In the first quarter, the pick-up of private consumption growth and a sharp rebound in 
investment and government spending offset the negative contribution from external trade. On 
the supply side, growth in the services sector remained stable while both the agricultural and 
industrial sectors accelerated, the former supported by a sharp increase in the production of 
cereals and vegetables, the latter driven by the strong acceleration of the construction sector 
(+11.5% y/y) and manufacturing (+9.1% y/y). 

Monthly data between March and May confirm the levelling of business activity at a sustained 
rate, although below the peak reached in the first quarter. Imports and exports slowed 
significantly versus the first few months of the year, also excluding oil, mainly due to a strong 
negative base effect, but the monthly trends remain solid. Industrial production increased by 5.4% 
3 m YoY in April, slowing from its peak of 7.8% in January, supported by the production of goods 
for infrastructure and construction, which partly offset the deceleration of semi-finished goods 
and energy industry production. Business confidence remained high even in the second quarter 
and the manufacturing SME index remained in expansive territory just below the first quarter 
average (51.8), with the trend in overseas orders slightly lower than domestic orders in line with 
data on cargo shipments which reveal a slowdown in international traffic compared with domestic 
traffic.  

The dynamics of international trade in services remain excellent and at record highs. The services 
sector PMI index has continued to hover at around 50, while the expectations component has 
started to rise again, reaching its highest level since August 2016. Revenues in the tourism sector 
remained supported by the rise in the number of tourists, despite the correction from the peaks 
at the end of 2017, at the same time mobile phone subscriptions slowed and sales of commercial 
and utility vehicles remained sustained. Consumer confidence, after rising to 96.9 in the fourth 
quarter, fell again in the spring and remained downbeat (below 100), although above December’s 
lows. However, expectations were higher and rose. The percentage of consumers who report an 
increase in their spending intentions continues to be positive, although lower than in the previous 
quarter, due to a still negative assessment of the labour market. However, the pick-up in domestic 
passenger traffic provides a positive sign for consumer goods and services. 

Consumer price inflation, after falling to a 4.3% low YoY in March, thanks to a sharp fall in food 
prices, most of which were seasonal, recovered to 4.9% YoY in May. Inflation excluding food, 
fuel and energy peaked at 6.2% y/y in May, driven by increases in household products, transport, 
healthcare and education services and in the clothing sector. A very favourable base effect is 
expected to bring down total inflation in the second half of the year despite the expected increase 
in food and fuel prices. The rise in inflation was below our expectations in the spring, impacting 
performance during the year. We will therefore revise our inflation forecast by two tenths 
downwards to 4.6% in 2018 and 4.4% in 2019. The budgetary measures introduced to support 
agricultural commodity prices (minimum guaranteed price), the rise in oil prices, the staggered 
disbursements by local authorities for rent payments and the depreciation of the exchange rate 
maintain the upside risks. 

The sudden rise in core inflation and inflation expectations in the May round of the Consumer 
Survey led the RBI to raise the refinancing rates by 25 base points at its meeting on 6 June, 
somewhat beyond our expectations for the summer. The Central Bank slightly revised its inflation 
forecasts upward in the range of 4,8-4,9% in the first half of FY 2018-19 to 4,7% in the second 
half and its growth forecasts to 7,5%-7,6% in the first half and 7,3-7,4% in the second, with 
balanced risks, reporting that the output gap was almost zero. The RBI’s forecasts are in line with 
our scenario for the first half of the year and slightly above it in the second half. We expect the 
RBI to again raise official rates by 25bp by the end of the year, at its August meeting if there is no 

Silvia Guizzo 
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sign of deceleration in core inflation during the summer. The RBI has maintained a neutral stance: 
its committee members, as reported in the minutes, point to considerable uncertainty over the 
trend in crude oil prices, twin deficits and risks in international money markets, making it necessary 
to maintain flexibility depending on macro data. 

The current account deficit increased to 1.5% of GDP in 2017, after a low of 0.5% in 2016, and 
the four-quarter average worsened to 1.9% in Q1 of2018, due to a deterioration in the trade 
balance which is expected to continue due to the rise in oil prices and the rise in imports excluding 
oil and precious metals. Net portfolio investment flows, which were still positive in the first quarter, 
were negative in the second quarter and significantly impacted the Rupee which fell 5.5% from 
mid-March versus the USD, returning to around 68 INR versus the USD compared with the highs 
at the end of 2016. Moreover, the risk of overshooting the government deficit target (3.3% in 
fiscal 2018-19) remains unchanged due to higher oil prices, higher interest payments and the 
financing of expansionary pre-election measures in the run-up to the 2019 general elections. We 
therefore believe that the exchange rate will remain under pressure between now and the end of 
the year and fell within the range of 68-69 INR to the USD, before appreciating again. 

The still double-digit growth in imports of machinery (+24.2% 3m y/y in April), the increase in the 
number of new investment projects presented by industrial companies, the still strong 
performance of capital goods production (7.3% 3m y/y in April) and an increase in credit, although 
limited to the construction and services sectors, support the recovery of investments, which could 
be further backed by a faster resolution of cases of company restructuring under the new 
bankruptcy law. Investments should make the greatest contribution to growth during the year, 
together with consumption, offsetting a negative contribution from the overseas sector. Latest 
forecasts released by the Indian Department of Meteorology also point to normal rainfall during 
the summer monsoon, offering positive prospects for agricultural production. The acceleration in 
consumption and investments, a higher than expected first quarter and a favourable base effect 
lead us to revise our growth forecast upwards for 2018 from a previous 7.2% y/y to 7.5%, with 
a deceleration to 7.2% in 2019. Risks to our scenario remain downward: the size of non-
performing loans could maintain a weak credit dynamic, the slowdown in real income caused by 
rising inflation could prevent a recovery in private consumption and the tightening of protectionist 
policies at international level will negatively impact trade. India recently reacted too to the 
American sanctions on steel by announcing an increase in import duties on 28 products with 
effect from 4 August. 

Macro-economic forecasts 
 2013 2014 2015 2016 2017E 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 7.2 7.1 
Public consumption 2.6 5.3 3.7 9 11.7 10.2 8.2 
Fixed investment 2.5 1.9 3.9 10.5 5.4 10.6 5.5 
Exports 4.2 6.6 -6.2 2.5 6.5 6.3 6.3 
Imports -6.3 0 -5.9 1.3 11.4 7.1 8 
Industrial output 1.9 4.5 2.5 5.2 3.5 6.3 6.2 
Inflation (CPI) 10.1 6.4 4.9 4.9 3.3 4.6 4.4 
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 12.8 
3-month MIBOR (average) 9.3 9.1 8 7.2 6.5 7.5 7.8 
USD/INR exchange rate (average) 58.57 61.04 64.15 67.21 65.12 67.25 65.34 
Current account balance (INR Bn) -2780 -1661 -1451 -815 -2530 -4671 -5464 
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 -3.6 -3.5 
 

NB: % changes versus previous period – except where otherwise indicated. Figures relate to the calendar year. Source: Intesa Sanpaolo, Oxford Economic Forecasting 
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The dynamics of investments continue to improve  Industrial production is slowing 

 

 

 
* 4 quarter moving average. Source: CEIC  N.B.3 month moving average. Source: Markit, CEIC 

 
Business confidence remains high  Inflation 

 

 

 
Source: CEIC  Note: (*) Intesa Sanpaolo estimate. Source: CEIC 
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Note: 3 month moving average. Source: Bloomberg, Markit, Intesa Sanpaolo data  Source: CEIC 
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Services: Weak PMIs but expectations are rising  Consumer confidence 

 

 

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

 
Credit (var. % y/y)  The RBI raises interest rates 

 

 

 
Source: CEIC  Source: CEIC 

 
Capital flows (billions of INR)  Current accounts (moving average over 4 quarters) 

 

 

 
Note: (*) Net acquisitions of foreign institutional investors. Source: CEIC  Source: CEIC and Intesa Sanpaolo data 
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Commodities: scenario complicated by exogenous risks 

Too many risk factors are negatively weighing on the sector, and will dampen the positive stimuli 
generated by supply and demand fundamentals, despite the appeal of commodities as an asset 
class.   

Year-to-date performance of the selected commodity indices 

 
Source: Intesa Sanpaolo chart based on Bloomberg data 

The commodity markets are keeping investors glued to their terminal screens: like in a gripping 
TV series packed with plot twists, various story lines intertwine and make for an extremely complex 
picture. Given the unpredictability of the moves that various players could make, the scenario over 
the summer months is looking uncertain. One thing is sure: we will have a lot to read while sitting 
under the beach umbrella, thanks to markets rich in investment opportunities and the quick 
succession of strategic trade and geopolitical decisions.  

In the summer months, energy markets will follow the oil policies of the main producer countries 
with concern. In its meeting on 22 June, OPEC promised to increase supply, against a backdrop 
of a structural decline in output in Venezuela, the risk of lower exports from Iran when US 
sanctions come into force, and high seasonal demand, generated by the US driving season and 
Middle East consumption for air conditioning. Many variables will need to be monitored, both 
commercial (size of planned increases, response of countries initially against the changes made to 
the agreement, growth in US oil production and exports) and political (developments in the 
nuclear agreement, crisis of regional equilibria and new diplomatic relations in the Middle East). 
Regulatory developments will also provide a broad range of summer reading material, particularly 
the possible impacts on the crude and oil products markets of the new IMO 2020 regulation, 
regulatory developments on the gas markets (e.g. changes to production levels in Groeningen, 
renegotiation of Russian transit agreements) and emissions (with ETS Phase 4 currently being 
defined). 

There will also be plenty of issues to monitor in the industrial commodities markets: the risks of 
trade wars and new tariffs targeted against individual countries or sectors remain a real possibility, 
and could discourage investment and affect prices, which are extremely vulnerable to shifts in 
market sentiment. Finally, negotiations on the denuclearisation of the Korean peninsula could 
have an impact on the sector, given the role historically played by China in supporting and 
financing the North Korean regime. 

The prices of precious metals, and gold in particular, will mainly be driven by monetary policy and 
currency trends. Overall, more restrictive policies in the main economies are likely to discourage 
investments in gold, and over the summer fuel structural downside pressures, which we expect 
will be only partly offset by temporary spikes in risk aversion and demand for safe haven assets. 
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Agricultural commodities will follow developments in trade negotiations, particularly between 
China and the US, given the importance of Chinese imports in this sector. Weather factors (even 
if there are no particular risks at present) and the progress of cereal harvests in Europe and North 
America, and coffee in Brazil will add new drivers to the structural issue of higher consumption 
and the rise in input costs in the production process.  

The macroeconomic scenario further complicates the analytical framework, already subject to 
numerous external factors that are difficult to predict. The economic cycle has weakened 
compared with a few months ago, as reflected in the Citigroup economic surprise indices, which 
show that in the last few months, macroeconomic data has often come out weaker than expected 
in the main developed and emerging countries. Uncertainty relating to new US sanctions and the 
threat of new protectionist measures in the next few months has had a negative impact on 
business confidence in many countries. Furthermore, in China, following the upturn registered in 
spring ahead of the introduction of various restrictive measures on trade, it is reasonable to expect 
a slowdown in exports in the second half of the year.  

The US dollar is another factor that favoured the commodity segment in the first few months of 
the year, but whose effect has now waned. In the second quarter, energy and industrial metal 
prices rose despite the appreciation of the denomination currency. Now, weaker upwards triggers 
relating to fundamentals may not be sufficient to offset any downside pressures from the possible 
strengthening of the historically negative correlation with the dollar. 

Gold fixing in London and the dollar (trade-weighted)  S&P GSCI for industrial metals and the dollar 

 

 

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

Forecasts for the commodities universe 

Overall, we do not expect a brilliant summer quarter: too many risk factors are weighing on the 
sector, and will dampen the positive stimuli generated by supply and demand fundamentals. 
Specifically, although various finance theory baseline models continue to reflect the appeal of 
commodities as an asset class, we consider that inflows on the financial markets will not be 
sufficient to trigger a sustained increase in prices.  

Energy. The sector is highly exposed to serious geopolitical risks in the Middle East and Venezuela, 
only partly offset by the shift of Russia and Saudi Arabia, which adopted a more reactive oil policy 
focused on market balance. Although improving, oil fundamentals remain weak, and the leading 
agencies that have published estimates for 2019 expect the market to be broadly balanced if and 
only if OPEC keeps cumulative production stable. Consequently, we are maintaining our forecast 
that oil prices will remain within the trading range in 2018, but compared with the previous 
quarterly outlook, we see greater downside risks concentrated in the third quarter. For gas, we 
expect prices to continue to fall over the next quarter, due to the expected rise in the supply of 
liquefied natural gas and the seasonal fall in demand. We see the risk of tight European power 
markets during the regular maintenance of nuclear plants as the main upside trigger. 
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Industrial metals. Uncertainty over future developments in trade wars limits the possibility of price 
increases in the sector. Overall, we expect prices on average to remain marginally higher than in 
the second quarter. As highlighted in the previous outlook, we expect brief rallies, fuelled by 
collective bargaining in Latin America and resource nationalism in Asia. However, we are more 
concerned about downside pressures coming from political risks, concerns about the strength of 
the Chinese economy and currency trends.  

Precious metals. Macroeconomic conditions, the gradual tightening of the main central banks and 
the relative strength of the US dollar will put a significant brake on the sector. However, downside 
pressures will at least in part be offset by demand for safe haven assets in light of political and 
geopolitical risks, and the desire for diversification. We nevertheless continue to expect that the 
metals most exposed to industrial demand, like palladium, will post higher yields.  

Agricultural products. In the next quarter, we expect a modest recovery in the prices of most 
agricultural products from their mid-June lows, but our baseline scenario is now less positive: the 
risk of a trade war between the US and China is exerting strong downside pressure on the sector, 
although most markets are becoming tighter and production costs are rising, incorporating the 
previous rise in energy prices with a lag. 

Price forecasts for the main commodities 
  3Q18 4Q18 1Q19 2018 2019 2020 
CO1 Comdty ICE BRENT 75.0  78.0  80.0  73.7  80.0  80.0  
CL1 Comdty NYMEX WTI 66.0  70.0  72.7  66.6  74.0  75.0  
NG1 Comdty NYMEX NATURAL GAS 2.70  3.20  3.20  2.89  3.00  3.00  
GOLDLNPM Index LME GOLD 1,280  1,290  1,300  1,302  1,300  1,320  
SLVRLND Index LME SILVER 16.7  16.9  17.0  16.7  17.2  17.5  
PLTMLNPM Index LME PLATINUM 870  870  870  907  850  820  
PLDMLNPM Index LME PALLADIUM 1,000  1,050  1,100  1,016  1,125  1,150  
LMCADS03 Comdty LME COPPER 3M 6,970  7,000  7,000  6,974  7,000  7,150  
LMAHDS03 Comdty LME ALUMINIUM 3M 2,310  2,400  2,400  2,285  2,400  2,400  
LMNIDS03 Comdty LME NICKEL 3M 15,500  16,700  17,000  15,002  17,000  17,000  
LMZSDS03 Comdty LME ZINC 3M 3,100  3,300  3,400  3,229  3,500  3,500  
LMPBDS03 Comdty LME LEAD 3M 2,400  2,450  2,500  2,441  2,600  2,660  
LMSNDS03 Comdty LME TIN 3M 20,500  21,000  21,000  20,873  21,000  21,000  
SCO1 Comdty SGX IRON ORE 65  70  65  68.9  62  60  
NASS000C Index TSI US HRC STEEL 880 850  850  792  800  750  
C 1 Comdty CBOT CORN 385  390  400  381  400  420  
W 1 Comdty CBOT WHEAT 510  500  500  490  500  510  
S 1 Comdty CBOT SOYBEAN 950  970  1,000  984  1,025  1,050  
KC1 Comdty NYB-ICE ARABICA COFFEE 125  130  130  123  135  138  
DF1 Comdty LIFFE ROBUSTA COFFEE 1,780  1,800  1,820  1,774  1,850  1,880  
SM1 Comdty CBOT SOYBEAN MEAL 340  320  320  346  320  320  
BO1 Comdty CBOT SOYBEAN OIL 29.0  28.0  28.0  30.1  28.0  28.0  
Source: Intesa Sanpaolo estimates. Iron: one-month futures contract quoted on the Singapore exchange and based on a basket of 
reference prices published by the Steel Index. Steel: The Steel Index: index calculated as the weighted average price paid for US hot-
rolled coil steel trades 
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Oil: fears of a supply increase 

Over the long term, oil prices are likely to surprise on the upside, thanks to the resilience of growth 
in global demand and the possible slowdown in growth in non-OPEC supply. However, prices are 
expected to remain within a trading range over the summer, owing to the concern that the 
increase in production promised by OPEC will go beyond that considered necessary to balance the 
markets. 

In May, oil prices reached new highs, driven by the upturn in geopolitical risks and the 
announcement of new US sanctions against Venezuela and Iran, but also positive revisions to 
estimates on supply and demand fundamentals. However, oil fundamentals remain weak, and the 
leading agencies that have published estimates for 2019 expect the market to be broadly balanced 
if and only if OPEC keeps cumulative production stable. 

The data published in June by the US Energy Information Administration (EIA) show that after 
recording a significant deficit in 2017 (-0.5 mb/d), the market will remain broadly balanced both 
in 2018 (-0.1 mb/d), and in 2019 (+0.2 mb/d).  

Supply and demand estimates published by US EIA in June 2018 
Estimates published  
in June 2018  
in mb/g 

World 
Demand 

Non-OPEC 
Supply 

U.S. 
Supply 

LNG OPEC 
Supply 

Crude OPEC 
Supply 

Call on 
OPEC 

crude* 

Market 
balance** 

2017 98.5 58.7 9.4 6.8 32.4 32.9 -0.5 
2018 100.3 61.2 10.8 7.0 32.0 32.1 -0.1 
Y/Y change 1.8 2.5 1.4 0.1 -0.4 -0.8  
2019 102.0 63.0 11.8 7.2 32.1 31.9 0.2 
Y/Y change 1.7 1.8 1.0 0.2 0.0 -0.2  
 

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 

Compared with a month ago, this revision is extremely positive: in May, the EIA estimated a small 
surplus in 2018 (+0.2 mb/d) and a significant surplus in 2019 (+0.6 mb/d). However, more 
specifically, we see that the EIA has maintained global demand forecasts unchanged for both 
years, revised very slightly upwards the growth forecast for non-OPEC supply in 2019, but revised 
significantly down the forecast for the OPEC oil supply. This means that:  

▪ the market will only be balanced if OPEC keeps its cumulative production under control. Of 
course, a forecast of stable OPEC supply is only possible if the members with spare capacity are 
expected to offset involuntary drops in supply in other countries. This hypothesis is in line with 
what OPEC members promised at the end of the half-year meeting of June, 22nd; 

Brent and WTI oil prices 

 
Source: Intesa Sanpaolo chart based on Bloomberg data 
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▪ OPEC’s spare capacity is expected to fall to a low of 0.91 mb/d in 4Q19 (at the end of the 
forecast horizon): this would be exactly half the average level of 1.8 mb/d registered in the five-
year period 2013-2017.  

Such a level of spare capacity would even be lower than the low registered in 3Q16 and would 
represent a bullish sign for prices, because, compared with 2016, global inventories are now 
lower. For this reason, on the one hand, the erosion of spare capacity makes the risk of 
interruptions or unexpected falls in production even more serious, and makes conflicts and 
geopolitical imbalances in the Middle East even more critical.  

On the other hand, the market would be extremely vulnerable to stronger than expected increases 
in demand. For example, the introduction of the new IMO 2020 regulation could lead to tighter 
physical markets on middle distillates and increase demand for heavier crudes than the WTI 
benchmark. Consequently, we consider it cause for concern that the main component of growth 
in supply is light oil from shale rock in the US: this possible mismatch in quality between growth 
in supply (light or very light oil) and growth in demand (middle distillates) could trigger a rise in 
prices necessary to stimulate new investment in extraction.  

Exceptional growth in US production  WTI forward curve 

 

 

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

 
Diesel forward curve  Brent forward curve 

 

 

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

According to our baseline model, over the next quarter, Brent should trade in a wide trading range 
around an average of USD 75 per barrel, while it is likely to shift more decisively towards a higher 
trading range level around an average of USD 80 in 2019.  

In the short term, we believe that risks are broadly balanced: downside pressure relating to fragile 
fundamentals (the market will be barely balanced if OPEC maintains cumulative production stable 
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until end-2019) will be offset by upside pressures due to optimism for solid growth in global 
demand and financial markets’ interest in commodities’ investments.  

The spread between Brent and WTI is set to remain wide. In our baseline model, we expect an 
average spread of USD 9 over the next quarter, which is likely to fall to an average of USD 6 in 
2019. In fact, in the short term, WTI is not only factoring in higher transport costs from the shale 
fields to Asia, but also bottlenecks relating to insufficient oil and gas pipelines that could soon 
slowdown growth in US supply. 

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 of 22.06.2018 3Q18 4Q18 1Q19 2Q19 2018 2019 2020 
ICE BRENT  75.0   78.0   80.0  80.0 73.7 80.0 80.0 
Median, Bloomberg 70.0 68.5 67.9 68.0 69.4 68.0 67.8 
Forward Curve 73.8 72.8 72.0 71.4 72.7 71.0 67.8 
 

Source: Intesa Sanpaolo chart based on Bloomberg data 

 
Price estimates for WTI 

As of 22.06.2018 3Q18 4Q18 1Q19 2Q19 2018 2019 2020 
NYMEX WTI 66.0 70.0 72.7 73.7 66.6 74.0 75.0 
Median, Bloomberg 64.6 64.5 63.0 63.0 64.3 63.3 64.8 
Forward Curve 67.2 65.1 64.0 62.7 66.2 62.6 59.7 
 

Source: Intesa Sanpaolo chart based on Bloomberg data  
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