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A Changing Europe Monitor

A dangerous tango

The softening of the European sentiment indices (ESI) since the turn of the year signal
the eurozone has entered a soft growth patch and the critical question is how big will
be the slowdown and whether it is the beginning of a major downturn. Historically, the
peak of ESI has implied a real GDP growth moderation of 1p.p. or more. In our view,
this time it may prove more moderate, of a magnitude of 0.4p.p., but it will come at the
cost of amuch economic and financial correction later on.

These are the factors that make us sceptical about a big economic and financial
downturnin the very near term (ie a 2p.p. or more real GDP growth slowdown). We don’t
think the Trump trade policy strategy wants to trigger a global downturn, but aims to
set the conditions for a narrowing of the US external deficit of USD100-200bn within
few years. In fact, we continue to think that consensus projections underestimate the
US growth outlook for 2019. In the eurozone, capacity constraints and profit
developments suggest there is a case, and there is the funding, for improving
investment growth. Indebtedness in the eurozone is high, but not much above what it
used to be back in 2008 and to some extent the overall balance sheet position is
stronger. Central banks around the world, including the ECB, do not appear genuinely
keen to spoil the party, in fact we may see lower real policy rates going forward than in
recent years. Last, but not least, the European parliamentary elections in June 2019 are
a critical test for the future of the EU, providing one more reason to expect monetary
policy to be accommodative.

In our view, the next downturn will be the result of a protracted disappointment in
consumption growth relative to market expectations, notwithstanding the falling
unemployment rate. We suspect this process will be slow: in the age of big data weaker
than expected sales can be matched with small price cuts to revive demand. However,
this is just going to be atemporary patch, as fundamentally as consumers need higher
incomes or much cheaper services.

The “problem” in the real economy in our view is the growing inequality of profit in the
corporate sector and related to the fact that overall inflation, in our view, is higher than
we can capture in the published official estimates.

The appropriate policy response to these changes will need to come from a change in
fiscal strategy, an improvement in industrial strategies, and greater regulatory scrutiny
of mega-companies across sectors. In this respect, the upcoming negotiations for the
EU Multiannual Financial Framework for 2021-27 should be monitored closely, in our
view. Don’t expect low interest rates to heal the economy over time, in fact smaller
monetary tightening than previous cycles should suffice to trigger a recession.
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Eurozone: let’s recap

The European Commission’s economic sentiment index (ESI) is a monthly indicator, available
since 1985, which has proved to be a consistent leading/coincident indicator of EU/Eurozone
growth. In the past 40 years, every time the index reached a peak in a historical context
comparable to the previous business cycle, it signalled a slowdown of GDP growth of 2-4ppts
(except in four instances, when the slowdown was only around 1ppt).

ESI has dropped for three consecutive months this year, suggesting some downside risks for
our GDP growth forecast of 2.7% this year. At this stage, we have decided to reduce our
projection by only 0.4ppts, reflecting a mild drop in investment and exports (due to the
increasing trade tensions), taking our growth forecast to 2.3%, which is in line with the
consensus estimates currently. For 2019E, we do not yet see a reason to cut our forecast of
2%, which already prices in some headwinds from Brexit. Even after these adjustments, the
Eurozone is on track to grow above its potential rate, which we see at around 1.7%.

Forecasts

Eurozone 2017E 2018E 2019E 2017E cons 2018E cons 2019E cons
Real GDP growth 2.3% 2.3% 2.0% 2.3% 2.4% 2.0%
Inflation 1.5% 1.7% 2.3% 1.5% 1.5% 1.6%
Policy rate, eop 0.00% 0.00% 0.50% 0.00% 0.00% 0.25%
EUR/USD, eop 1.20 1.25 1.20 1.20 1.26 1.30
Fiscal balance in % of GDP -1.1% -1.0% -1.1% -1.2% -1.0% -1.0%
Current account in % of GDP 3.5% 3.0% 2.9% 3.5% 3.2% 3.0%
us 2017E 2018E 2019E 2017E cons 2018E cons 2019E cons
Real GDP growth 2.3% 2.7% 3.0% 2.3% 2.8% 2.4%
Inflation 2.1% 2.4% 3.0% 2.1% 2.4% 2.2%
Policy rate, eop 1.25% 2.00% 2.00% 1.50% 2.35% 2.95%
EUR/USD, eop 1.20 1.25 1.20 1.20 1.26 1.30
Fiscal balance in % of GDP -3.4% -3.3% -3.3% -3.4% -4.0% -5.0%
Current account in % of GDP -2.4% -2.7% -2.7% -2.4% -2.6% -2.6%

Source: Bloomberg, ADA economics estimates

Inflation undershot our forecast in the first quarter of this year, due largely to more modest
commodities inflation than we had anticipated. We have recalibrated our estimates to 1.7%
this year on average and 2.3% next year: remaining consistent, with a gradual pick-up above
what the ECB expects.

In our view, the impact of the higher US tariffs, primarily on aluminium and steel, has a
negligible impact on average inflation projections, but is likely to accentuate a shift towards
faster depreciation as a selling strategy.

Comments? Contact us! research@adaeconomics.com
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Why aren’t we more bearish? Lags, Lags, Lags

There are some good reasons to be very concerned about the economic and financial outlook
for Europe and globally at this juncture, in our view. In the eurozone business surveys are
close to their historical peaks and 10 years have passed since the last major downturn in 2008;
historically, this is the common length of the business cycle in advanced economies. That said,
in our view, the growth challenges that are beginning to emerge are too modest for now to
trigger a full business cycle downswing at a time when the central banks remain keen to keep
liquidity as abundant as possible.

In our view, this is a critical difference relative to previous business cycles: real borrowing
costs may well be even lower going forward, notwithstanding the fact that economies have by
and large completed the structural adjustments post 2008, real GDP growth is above potential
pretty much everywhere and although inflation is not above the ECB’s target (or above other
European central banks’ targets, bar Romania). We struggle to see the benefits of a protracted
accommodative monetary stance and the longer it lasts, the bigger the economic imbalances
inevitably resulting from it — but it appears to us that the key theme remains “hopefully, it will
be somebody else’s problem”.

Average real policy rate in the eurozone and in central Europe: looks like conditions
will get looser going forward regardless of the pace of expansion!
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Investment: capacity constraints and attractive borrowing costs

Eurozone growth, in our view, should be able to count on a brisk investment outlook as
capacity constraints have begun to bite, real borrowing costs are low, and profit growth has
recovered. Looking at the balance sheet of non-financial corporations in the aggregate for the
monetary unions shows that indebtedness is high, at 140% of GDP, but it has not accelerated
significantly in recent years and, overall, the net financial balance (the difference between total
financial assets minus debt) is large, positive and increasing.

The rise in the net financial balance (65% of GDPY!) is due to high cash levels, well above what
it was in 2008 (23% of GDP in Q317 vs 17% of GDP in Q308), and rising equity assets,
probably reflective of the stock market gains and the debt for equity switches that were part of
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the balance sheet restructuring phase post-2008. High debt, per se, does not cause a
recession, but it will slow the recovery after the next recession. In the meantime, the state of
the corporate balance sheet appears consistent with a steady drop in the unemployment rate
as long as global growth is buoyant.

Capacity utilisation in the eurozone is close to all time high
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Eurozone non-financial corporations’ debt and net financial assets, % of GDP
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Consumption: rising, but not accelerating

The seeds of the next major downturn will lie in the consumption developments, in our view:
if we are right that inflation is higher than we can measure with the consumer price index, then
we are likely to see a disappointment in consumption, notwithstanding a recovery in the
unemployment rate as real purchasing power is less buoyant than it appears. This should
show in a rising appetite for savings, a moderation in the housing market recovery and actual
consumption growth undershooting expectations.

We caution that this process may prove quite slow to have major market implications, but
fundamentally we are concerned that the low borrowing costs will continue to support asset
prices, while no major upside surprises to demand will create a very serious gap between
expectations and reality. As big data and widening e-commerce allow companies to re-price
their products frequently, initial signs of softening consumption will probably be matched with
temporary price drops, to trigger a consumption revival. Similarly, in the housing market: as
de facto it is no longer possible for households to access 100% value mortgages, when house
prices rise too fast, demand slows as households need time to collect savings, which in turn
should trigger a moderation of prices and a small consumption response. This “tango” may
well last several quarters, but fundamentally cannot be resolved without sufficient increases
in households’ purchasing power.

Recent household surveys have shown a rising appetite for savings across countries in the
Eurozone. The European Commission provides an index for both the current perception of
savings buffers and the desired level of savings going forward. In our view, there is a stark
drop in the perceived current savings in Germany, France, the Netherlands and Greece. In
Spain and Belgium, savings are lower than the pre-Euro era, but there has not been a huge
change of trend since the last downturn in 2008. In Italy, savings have been picking up and, if
we look outside the Eurozone, there have been major improvements in savings buffers in
central Europe.

Households’ reported “perceived” current savings buffer index
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We have created a simple model for Eurozone household consumption growth (in volume
terms) to highlight the key drivers of spending and to highlight whether consumption is indeed
undershooting the dynamism that the labour market and the housing market would motivate.
Actual consumption growth has undershot our model predictions by around 0.5ppts: of course,
all models contain imperfections, so this should be seen only as indicative evidence to have a
first assessment of the problem currently. The model also highlights inflation or perceived
inflation in the past 12 months influence consumption meaningfully and, in our calculations,
this detracted 0.5ppts from consumption yoy growth last year.

Eurozone real household consumption growth: achieved vs forecast
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Source: Macrobond, ADA Economics calculations: OLS regression of quarterly data since 2006 with the following explanatory
variables: constant, consumers expected financial position (1 point rise in the index is associated with 0.1p.p. faster
consumption); the change in the unemployment rate (1 point drop in the rate is associated with 0.5p.p. faster consumption),
house price inflation (1p.p. rise triggers 0.2p.p. faster consumption), consumers’ perceived inflation in the last 12 months (a rise
in the index of 1 point is associated with 0.1p.p. lower consumption) and the yoy change in vehicles registrations (10% rise is
associated with 0.2p.p. faster consumption). All variables are significant at the 1% level bar the index for expected financial
position which is significant at the 5% level.

Eurozone households debt and net financial assets % of GDP
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Trade disputes: rebalancing, not collapsing

Our interpretation of the ultimate goal of the Trump administration’s trade strategy is that it
aims to narrow the US trade deficit by at least USD 100bn in the relatively short term (in our
view, two years) and by twice this for the current account deficit, splitting the burden between
Asia (China in particular) and the eurozone (on a 12-m rolling basis the eurozone has a trade
surplus with the US of approx. USD116bn as of early this year, which is twice what it used to
be in 2008). In our view, President Trump’s strategy is to put a stop to the deterioration of the
current account deficit, including what could result from the tax changes, without triggering a
major global slowdown. Such an adjustment in our view could support US growth by around
0.5p.p, while costing somewhat less than that to the eurozone. Importantly, for what concerns
the eurozone, a continuation of the dollar depreciation path would probably be the least
disruptive tactic, but we would not rule out an escalation of the tariff threats to more important
sectors, such as the automobile.

US: 4-quarter rolling sums of the current account deficit, in USDbn
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Keep an eye on the upcoming EU budget negotiations

The European Commission is due to present its proposal for the new 2021-27 multiannual
financial framework in May, which will officially kick off the political negotiations on the new
budget size and its allocation. The current budget size is EUR 1trn, but the departure of the
UK in 2019 or 2020 opens the door for many potential adjustments, ranging from shrinking the
size of the budget to actually doubling it by widening the tax base that the EU will be entitled
to and the wider use of leverage.

As well as the size of the new budget, a critical aspect will be the distribution of resources and
other key decisions related to this, including the potential coordination/harmonization of
corporate tax regulations. For the budget itself, there is a growing political push to redirect
resources towards productivity-enhancing projects and in support of SMEs.

Comments? Contact us! research@adaeconomics.com
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The EU Commission will present a detailed proposal by May 2018. Past budget negotiations
have lasted a minimum of 10 months to a maximum of 22 (the 2007-13 was the slowest). It is
reasonable to assume this budget round will last 15-17 months, in our view; EU Commission
President Junker aims to have an initial decision by the member states by March 2019. If it
drags on too long, the uncertainty will magnify the effect of Brexit, which will take place as of
29 March 2019, as things stand .

Five broad options have been put on the table, ranging from keeping the status quo to expand
the remit and the resources of the EU budget, which is worth 0.98% of the EU’s GNI currently
and could range from approximately a low of EUR 800bn to a high of EUR 1trn over the full
seven-year period.

The “slimming down” options would have three broad consequences: less money disbursed
(not only for eastern Europe!; in fact, western Europe would suffer as well from lower cohesion
funds eligibility and lower common agricultural policy funds), and a message that fostering
economic convergence is losing priority status for the EU and may trigger greater fiscal
burdens for local governments, which would/may need to step up if EU funds are reduced.

The “do everything plus even more” option appears unlikely, given the current circumstances,
but a recalibration of all projects to make them more focused, maintaining the overall budget
unchanged at 1% of GNI, in our view, if viable; in fact, it may be the most likely option. In this
case, priorities will change towards youth support, R&D, SMEs support (including in
agriculture), digital and interconnectivity.

The financing of the next EU budget maybe as important as its actual size. Options
include: simplifying the current VAT-based own resource methodology already in use (EUR
105-140bn over seven years); widening the Emission Trading System contribution to the EU
(EUR 7-105bn); introducing a common corporate tax base (EUR 21-140bn); and seigniorage
(EUR10-56bn). Overall, “a wider use of financial instruments and budgetary guarantees could
more than double the investments mobilised over the next Multiannual Financial Framework
up to EUR 2 trillion” according to Commission President Juncker’s speech from the 23 of
February. Also note that access to the EU funds may also come with the condition that
all the member states that have committed to enter the Eurozone to do so: this would be a
clear message for central Europe to avoid that those countries maintain competitiveness by
repeated devaluations whilst benefiting from the EU membership and the cohesion funds all
at the same time.
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Disclaimer

TERMS AND CONDITIONS OF USE

YOU AGREE THAT YOU ARE USING THIS REPORT AND THE ADA Economics Ltd (“ADA")
SERVICES AT YOUR OWN RISK AND LIABILITY. NEITHER ADA NOR ANY DIRECTOR, OFFICER,
EMPLOYEE OR AGENT OF ADA ACCEPTS ANY LIABILITY WHATSOEVER FOR ANY DIRECT,
INDIRECT, CONSEQUENTIAL, MORAL, INCIDENTAL, COLLATERAL OR SPECIAL DAMAGES, OR
LOSSES OF ANY KIND, INCLUDING, WITHOUT LIMITATION, THOSE DAMAGES ARISING FROM
ANY DECISION MADE OR ACTION TAKEN BY YOU IN RELIANCE ON THE CONTENT OF THIS
REPORT, OR THOSE DAMAGES RESULTING FROM LOSS OF USE, DATA OR PROFITS,
WHETHER FROM THE USE OF OR INABILITY TO USE ANY CONTENT OR SOFTWARE OBTAINED
FROM THIRD PARTIES REQUIRED TO OBTAIN ACCESS TO THE CONTENT, OR ANY OTHER
CAUSE, EVEN IF ADA IS ADVISED OF THE POSSIBILITY OF SUCH DAMAGES OR LOSSES, AND
EVEN IF CAUSED BY ANY ACT, OMISSION OR NEGLIGENCE OF ADA OR ITS DIRECTORS,
OFFICERS, EMPLOYEES OR AGENTS, AND EVEN IF ANY OF THEM HAS BEEN APPRISED OF
THE LIKELIHOOD OF SUCH DAMAGES OCCURRING.

I/ Copyright 2018 ADA. All rights reserved.

This report may provide information, commentary on and the discussion of issues relating to the state
of the economy and the capital markets. All opinions, projections and estimates constitute the judgment
of the author as of the date of the report and are subject to change without notice. ADA is under no
obligation to update this report and readers should therefore assume that ADA will not update any fact,
circumstance or opinion contained in this report.

The content of this report is provided for discussion purposes only. Any forward-looking statements or
forecasts included in the content are based on assumptions derived from historical results and trends.
Actual results may vary from any such statements or forecasts. No reliance should be placed on any
such statements or forecasts when making any investment decision, and no investment decisions
should be made based on the content of this report.

This report is not intended to provide personal investment advice and it does not take into account the
specific investment objectives, financial situation and particular needs of any specific person. Under no
circumstances does any information represent a recommendation to buy or sell securities or any other
asset, or otherwise constitute investment advice. Investors should seek financial advice regarding the
appropriateness of investing in specific securities or financial instruments and implementing the
investment strategies discussed or recommended in this report.

This report should not be regarded by recipients as a substitute for the exercise of their own judgment
and readers are encouraged to seek independent, third-party research on any companies discussed or
affected by this report.

Securities and other financial instruments discussed in this report are not insured and are not deposits
or other obligations of any insured depository institution. Investments in general and, derivatives, in
particular, involve numerous risks, including, among others, market risk, counter-party default risk and
liquidity risk. No security, financial instrument or derivative is suitable for all investors. In some cases,
securities and other financial instruments may be difficult to value or sell, and reliable information about
the value or risks related to the security or financial instrument may be difficult to obtain. Investors
should note that income from such securities and other financial instruments, if any, may fluctuate and
that the price or value of such securities and instruments may rise or fall and, in some cases, investors
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may lose their entire principal investment. Past performance is not necessarily a guide to
future performance.

Foreign currency rates of exchange may adversely affect the value, price or income of any security or
financial instrument mentioned in this report. Investors in such securities and instruments effectively
assume currency risk.

Any information relating to the tax status of financial instruments discussed herein is not intended to
provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice
based on their particular circumstances from an independent tax professional.

Individuals identified as economists in this report do not function as research analysts. Under U.S. law,
reports prepared by them are not research reports under applicable U.S. rules and regulations.

In accordance with rules established by the U.K. Financial Services Authority, macroeconomic analysis
is NOT considered investment research.

Materials prepared by ADA research personnel are based on public information. Facts and views
presented in this material have not been reviewed by, and may not reflect information known to,
professionals in other business areas of ADA.

To the extent that this report discusses any legal proceeding or issues, it has not been prepared as nor
is it intended to express any legal conclusion, opinion or advice. Investors should consult their own legal
advisers as to issues of law relating to the subject matter of this report. ADA research personnel’s
knowledge of legal proceedings in which any ADA entity and/or its directors, officers and employees
may be plaintiffs, defendants, co-defendants or co-plaintiffs with or involving companies mentioned in
this report is based on public information. Facts and views presented in this material that relate to any
such proceedings have not been reviewed by, nor discussed with, and may not reflect information
known to, professionals in other business areas of ADA in connection with the legal proceedings or
matters relevant to such proceedings.

The information herein (other than the disclosure information relating to ADA and its affiliates) was
obtained from various sources and, while all efforts have been made to provide accurate information,
ADA does not guarantee its accuracy. This report may contain links to third-party websites. ADA is not
responsible for the content of any third-party website or any linked content contained in a third-party
website. Content contained on such third-party websites is not part of this report and is not incorporated
by reference into this report. The inclusion of a link in this report does not imply any endorsement by or
any affiliation with ADA.

Any unauthorised use or disclosure is prohibited.
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