N°34

SCENARIOECO

Economic and Sector Studies

MARCH 2019

PAST THE PEAK ON GRAQVTH AND RATES

U The global expansion has lost steam after reaching a peak in 2017. International
trade and manufacturing output have slowed amid st weaker demand from China.
Political uncertainty (Brexit, US-China trade talks, pace of economic reform in the
euro area) mark an additional headwind .

U Forward guidance from the Fed and the ECB has shifted to a more dovish tone.
The Fed is set to keep rates unchanged in 2019 (ending the rate hike cycle). The
ECB announced that rates would be kept at current levels at least through the
end of 2019 and that it will launch a new round of TLTRO in September. We now
expect low rates for longer, with only one technical hike of the ECB deposit rate
at the turn of the year that will marginally feed in interbank rates .

U Despite the stock market rebound so far in 2019, fixed-income markets price
weak growth and low inflation. The current climate of uncertainty on international
trade and economic growth has led to a significant decline in long-term rates.
However, rising unit labour costs in Europe and tighter labour mar kets in the US
could lead to inflationary surprises and a near-term correction on bond yields
could prove a source of volatility .
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Outlook Summary

The global expansion has to lost further steam after reaching a peak in 2017. Global growth is projected at 3.5% in
2019 and 3.4% in 2020, below the 3.7% mark of 2018. International trade and manufacturing output have slowed
amidst weaker demand from China. Political uncertainty (Brexit, US-China trade talks, pace of economic reform in
the euro area) are also weighing on economic prospects.

The US economy is still on a firm footing, driven by fiscal expansion and accelerating bank credit. In contrast, the
euro area has markedly slowed, due both to temporary factors (output disruptions in the German industry) and to
spillover from weaker external demand. China®s econo
past deleveraging policies. Faced with the risk of a sharp slowdown, the Chinese authorities have started policy
easing using a mix of fiscal and monetary measures, th us delaying efforts to reduce debt.

The US has pushed back the deadline on the tariffs truce, but the US -China dialogue on trade could stall again as
the 2019 US electoral context will be appro aching.

GLOBAL ECONOMY

The US economy is expected to decelerate from 2.9% in 2018 to 2.3% in 2019 and 1.3% in 2020. The end of the
fiscal stimulus from mid -2019 and eventually lower corporate earnings 3 as margins deteriorate with higher import
tariffs and rising labour costs® will weaken the economy.

GDP growth in the euro area is decelerating as trade between member states and with external partners has slowed.
Despite still strong domestic demand, driven by improving labo ur markets and resilient capital expenditures, growth
is heading towards 1.2% and 1.1% in 2019 and 2020, down from 2.5% in 2017 and 1.8 % in 2018.

The UK economy has been weakening since the Brexit referendum. The longer uncertainty last, the more economic
prospects will be undermi ned. We forecast growth at 1.2% in 2019 and 1.1% in 2020.

Japan®s economy is experiencing its longest expansio
of expansion since December 2012) amid solid domestic demand and a tightening labo ur market. We nonetheless
expect growth to decelerate to 0.7% in 2019 and 0.6% in 2020 as demand from Asia for technology products wanes.

%)
£
=
©)
Z
o}
O
L
a)
L
O
Z
<
>
a)
<

Growth prospects are also uneven among emerging markets. Despite the headwinds coming from weakening trade,
the expansion is set to remain firm in emerging Asia (notably in India) and in emerging Europe (excluding Russia and
Turkey). We expect modest gains in economic growth in Latin America and Sub -Saharan Africa in 2019-2020.
While financial conditions remain generally benign and risk premia have declined since the volatility episode of late

2018, emerging markets face large corporate repayments in 2019 -2021 and thus remain vulnerable to changing
market conditions. The Turkish economy is rebalancing following the lira crisis, but at a price of a sharp recession.

EMERGING
MARKETS

One the back of the volatility spike in financial markets at the end of 2018, n egative news on economic activity in
the euro area and rising uncertainties on trade and Brexit, the forward guidance of the Fed and the ECB has evolved
towards a more accommodative tone.

After the 25bp hike of December 2018, the Fed decided to maintain its policy rate in the range of 2.25/2.50%. The
Fed is set to keep rates unchanged in 2019 (ending the hiking rate cycle) and ease monetary policy in 2020.

In March 2019, the ECB announced that rates would be kept at current levels at least through the end of 2019 and
that it will launch a new round of TLTRO. The ECB has not yet clarified how much banks will be able to borrow and
what the rate for such operations will be. We now expect low rates for longer, with only one technical hike of the
deposit rate at the turn of the year that will marginally feed in interbank rates.

CENTRAL BANKS

A The main stock markets have rebounded in 1Q 2019 after recording steep declines in late 2018. An increase in risk
appetite has also benefited high -yield corporate bonds with spreads falling from 520bp in early January to 410b p in
mid-March 2019. EM sovereign spreads have also declined from 560bp to 450bp in average in the same period.

A Despite the stock market rebound, fixed-income markets price weak growth and low inflation. The current climate
of uncertainty regarding international trade and economic growth has led to a significant fall in long -term rates in the
euro area, where the 10-year Bund has reached in February 2019 its lowest level since October 2016. Long term
rates have also declined in the US. Financial markets seem to be ruling out any rate hike in the US and the euro area
in the next two years.

A Rising unit labour costs in Europe and tighter labour markets in the US could lead to inflationary surprises and a
correction in long term rates causing new market volatility spikes.

FINANCIAL MARKETS
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A curious case of stronger risk appetite
and lower interest rates

A After recording steep declines in late 2018, financial markets have rebounded so far this year

> >

A lower level of anxiety on trade and around future

monetary policy boosted markets

Uncertainties have not dissipated, and fundamentals are not robust

A volatile market mood

Following a stormy year end, the financial markets
started 2019 in a much better shape, with gains in the
stock and debt market and improved conditions in
emerging markets.

The year 2018 ended with markets on edge and per-
sistent signs of weakening global activity, with a combi-
nation of disappointing PMI figures, weak data of Euro-
pean manufacturing production and a steep contraction
in Chinese imports. There was also a growing perception
of political uncertainty, as the March 2019 Brexit dead-
line approached, and the trade war rhetoric between the
US and China escalated; not to mention the risks coming
from Italy®s budget defi ci
European framework on public debt management.

All these factors translated into higher market volatil-
ity. The classical symptoms of risk aversion emerged:
stock markets depreciation, higher credit premia and
rise in EM bond spreads. In currency markets, the dollar
and gold strengthened, yields of risk -free government
bonds declined (the bund in the lead) and commodity
prices fell, with a collapse of the oil price from $85/b in
early October to $53/b around Christmas.

The mood in the markets has changed since the be-
ginning of 2019 with strong gains in stock markets, es-
pecially in China, falling corporate bon d spreads and re-
newed appetite for emerging markets, including Turkey,
one of the weakest link in 2018.

Much of the market reversal has to do with the (par-
tial) dissipation of fears regarding a trade war, with the
US and China actively negotiating an agreement, and
the US pushing forward the 1 March deadline of the tar-
iffs truce.

Expectations for the future course of monetary policy
also played a role. From the beginning of the year the
Fed and the ECB have acknowledged the fragility the sit-
uation of the global economy and adopted a more ac-
commodative tone in their forward guidance, dropping
any references to rate hikes in the rest of 2019. Com-
ments on a new round of TLTRO liquidity by an ECB
board member in late 2018 translated into concrete
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announcements in the 7 March meeting of the Governing
Council when the launch of TLTRO-IIl was confirmed.

Lastt but not | east, the
the reserve requirement ratio in early January, indicating
further relaxation of the policy mix and the intenti on to
avoid a hard landing. More ample liquidity in China also
helped markets.
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Renewed risk appetite  with a caveat

Yet, the rebound in markets so far this year gives an
odd impression. A more supportive economic policy
may have contributed to dissipate f ears of an abrupt end
of the growth cycle in developed markets . But it is no-
ticeable that long-term interest rates have continued to
decrease, both in the US and in Europe. The Bund has
reached its lowest level since October 2016 below 5bp
in mid-February.

A reasonable explanation of this simultaneous in-
crease in risk appetite and the decline in risk -free rates
is that markets are now more confident on the near
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future, but remain worried about the medium term, pric-
ing low inflation, low policy rates and arguably weaker
growth in the long run. In other words, the secular stag-
nation in mature economies is discounted in the market
outlook.

Government bond yields
%
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Source: Thomson Reuters Datastream

Macro fundamentals remain weak

The current macroeconomic environment remains
challenging.

The procyclical fiscal stimulus in the US has boosted
growth and corporate profits , fuelling the business cycle
when the economy was already strong and unemploy-
ment very low. Despite low productivity gains, the US
economy will continue to perform well in 2019. The out-
look for 2020 and 2021 is less bright. As the fiscal stim-
ulus is withdrawn in the second half of the year, policy-
makers wil/ face the next
power*° with
The Trump administration will find it harder to provide a
new fiscal stimulus ahead of 2020 elections and avoid a
recession. The Democrats now control the House of
Representatives and will likely block spending bills, es-
pecially in relation with the funding of the US-Mexico
border wall, one of the ambitions of the Trump Admin-
istration.

Economic growth in the euro area is showing signs
of weakening. However, domestic demand is expected
to remain resilient thanks to improving purcha sing
power, and more accommodative economic policies.
We do not expect an abrupt macroeconomic adjustment
in the region absent an external growth shock that could
again cast doubt on the sustainability of public finances,
notably in Italy. Shocks could come from a disorderly
Brexit process (although our baseline scenario assumes
the UK will avoid a no-deal Brexit and political chaos)
and a further slowdown in external demand . Regarding
this matter, there is a risk that an US-China trade deal
would put European firms in a worse position, for
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instance if China accepts to reduce its bilateral trade
surplus with the US by prioritising imports from this
country.

China has adopted a series of fiscal and monetary
stimulus measures redoubling efforts to stabilise the
slowdown and avoid a hard landing. However, the fire-
power of Chinese policy makers is weaker than a decade
ago. Monetary policy expansion is much more difficult
now, given than leverage in the financial system is al-
ready high. In the fiscal front, there is also less room with
local governments and SOEs being already highly in-
debted.

Despite the headwinds coming from weakening
trade, the expansion is set to remain strong in emerging
Asia (notably in India) and in emerging Europe (excluding
Russia and Turkey). We expect modest gains in eco-
nomic growth in Latin America and Sub -Saharan Africa
in 2019-2020. While financial conditions remain gener-
ally benign and risk premia have declined since the vol-
atility episode of late 2018, emerging markets fac e large
corporate repayments in 2019-2021, especially this
year, and thus remain vulnerable to changing market
conditions.

Right now, markets are pricing low inflation in the fu-
ture and government yields are very low. However, rising
unit labour costs in Europe and tighter labour markets in
the US could lead to inflationary surprises and a bond
market downward correction causing new market vola-
t h Tfior
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Market behaviour will partly depend on how pockets
of political uncertainty unfold. This includes the Brexit
saga, bilateral trade talks and the reform agenda in Eu-
rope after the European Parliamentary elections next
May. Financial markets will react to both good and bad
news on these fronts, but, given the high debt levels and
still low productivity gains, the focus will ultimately swing
back to the weak economic fundamentals .
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Economic Forecast s

are of world GDP GDP - 2017

2016 2017 2018 2019 () 2020 (f)

017 (% USDbn
P asing e Current
powe exchange exchange
Real GDP growth (annual, %) paritie ate rates
Developed markets 1.6 2.3 2.2 1.6 1.3 37.3 56.1 44 831
United States 1.6 2.2 2.9 2.3 15 15.3 24.3 19 485
Japan 0.6 1.9 0.7 0.7 0.6 4.3 6.1 4 875
Euro area 1.9 25 1.8 1.2 11 115 15.7 12 637
Germany 2.2 2.5 1.4 0.8 1.1 3.3 4.6 3693
France 1.1 2.3 1.5 1.4 1.2 2.2 3.2 2591
Italy 1.2 1.7 0.8 0.1 0.5 1.8 2.4 1942
Spain 3.2 3.0 25 2.1 1.3 1.4 1.6 1315
United Kingdom 1.8 1.8 1.5 0.8 1.0 2.3 3.3 2631
Emerging markets 4.3 4.6 4.7 4.5 4.6 62.7 43.9 34 332
Asia 6.2 6.2 6.1 5.8 5.6 35.8 25.4 20530
China 6.7 6.8 6.6 6.2 5.8 18.3 15.1 12 265
India 7.8 7.1 7.2 7.1 7.0 7.5 3.3 2 508
Sub-Saharan Africa 0.9 2.4 3.0 3.7 43 3.9 2.3 1283
Latin America -0.5 15 15 2.1 2.9 7.7 6.9 4089
Brazil -3.3 1.1 1.1 2.0 25 2.6 2.6 2 055
Eastern Europe (incl. Turkey, ex. Russia) 2.6 5.2 3.8 2.4 3.0 4.9 3.2 5324
Russia 0.7 1.5 2.3 1.5 15 3.2 1.9 1578
North Africa and Middle East 53 1.9 29 33 3.7 7.3 4.2 3107
World - Weighted by PPP rates 3.3 3.7 3.7 35 34 100 100
World - At current exchange rates 2.7 3.3 3.3 2.9 3.3 79 164
Qil price (Brent USD/Barrel) 52.5 54.0 71.0 65.0 70.0
Consumer prices index (annual growth rate, %)
United States 1.3 2.1 2.4 2.4 2.0
Japan -0.1 0.5 11 1.7 2.1
Euro area 0.2 15 1.7 11 1.6
Germany (HICP) 0.5 1.7 2.3 1.5 1.8
France (CPI) 0.2 1.0 1.9 14 14
Italy (HICP) -0.1 1.3 1.2 0.5 1.0
Spain (HICP) 0.6 1.6 1.7 1.0 15
United Kingdom 0.1 0.6 2.6 2.6 2.1

* Purchasing Power Parity (PPP) rates are used to equalise the cost of a standardised basket of goods between different countries. The GDP weighting of
different countries as a share of world GDP expressed in PPP is based on the latest estimates by the World Bank.

10/03/2019 Jun-19 Dec-19 Dec-20 2018 2019 (f) 2020 (f)
Interest rates, % Yearly average
United States
Fed Funds target rate 2.25-2.5 2.25-2.5 2.25-2.5 1.5-1.75 1.75 2.40 2.25
10 year Gvt Bonds 2.63 2.95 3.00 2.00 2.90 2.85 2.40
Japan
Complementary Deposit Facility rate -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10
10 year Gvt Bonds -0.03 0.00 0.00 0.00 0.07 0.00 0.00
United Kingdom
Bank rate 0.75 0.75 0.75 0.75 0.60 0.75 0.75
10 year Gvt Bonds 1.19 1.50 1.50 1.50 1.45 1.50 1.50
Euro area
Refinancing rate 0.00 0.00 0.00 0.00 0.00 0.00 0.00
10 year Gvt Bonds
Germany 0.07 0.30 0.60 0.50 0.45 0.35 0.60
France 0.41 0.70 1.00 1.00 0.75 0.75 1.05
Italy 2.51 2.70 3.00 3.10 2.60 2.75 3.10
Spain 1.18 1.35 1.65 1.70 1.45 1.40 1.70
Exchange rates
EUR /USD 1.12 1.17 1.20 1.20 1.18 1.18 1.22
EUR / GBP 0.86 0.93 0.94 0.94 0.88 0.93 0.95
EUR / JPY 125 129 132 132 130 129 135
GBP / USD 131 1.27 1.27 1.28 1.34 1.27 1.30
uUsD / JPY 111 110 110 110 110 110 110
SOCIETE
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Euro Area

The ECB will not raise rates before the end of 2019 and has announced

We have revised down our growth forecasts for 2019

a new round of TLTRO

Main risks: a disorderly Brexit and a further slowdown in external demand

After a very strong year in 2017, growth slowed more
strongly than expected in 2018 (from 2.5% to 1.8%). The
main reason for this slowdown was weak exports, but it
was amplified by difficulties in Germany's automotive
sector and the contraction in activity in Italy due to polit-
ical uncertainty. The leading indicators suggest we can
expect just a modest rebound in growth in Q1 -19. We
are therefore revising down our full-year forecast for
2019 from 1.4% to 1.2%. In 2020, we expect growth to
remain stable at 1.1%.

Euro area: GDP growth
Volume, % ch goq

11

13

i = GDP
Domestic demand (exc. inventories)
Exports

14 15 16 17 18

Source: Thomson Reuters Datastream

With uncertainties likely to persist in the international
arena, we do not expect to see any notable rebound in
global trade in 2019-2020. Exports should nevertheless
continue to grow by roughly 3%. Internal demand will
remain dynamic, but it should decelerate over the

2016

Real GDP, % ch 1.9
Household consumption 1.9
Public consumption 1.8
Investment 4.0
Exports 3.0
Imports 4.2
Inflation rate, % 0.2
Purchasing power of disposable income, % ch 1.8
Households saving rate, % of disposable income 12.3
Unemployment rate, % 10.0
Fiscal balance, % of GDP -1.6
Current account balance, % of GDP 3.2

forecast horizon. Household consumption should re-
main resilient, underpinned by job creation and wage in-
creases. However, investment growth is likely to moder-
ate in 2019-2020. The growing uncertainty around the
longevity of the euro area cycle could prompt private
agents to defer some of their expenditure. However,
public sector consumption should accelerate in 2019
due to a deterioration in budget balances in the key euro
area economies.

Wage increases are likely to continue driving up unit
labour costs. As a result, core inflation is likely to accel-
erate over our forecast horizon. Against this backdrop,
the ECB confirmed in December it had reached the end
of its net asset purchases. That said, given the det erio-
ration in the economic environment in the euro area, it
announced that it will not raise its interest rates before
the end of the year. Moreover, new long -term refinancing
operations were announced for banks (TLTRO llI) with a
view to avoiding an overly sharp tightening of financial
conditions.

There are several risks around our scenario, chief
among them being a disorderly Brexit and/or an intensi-
fication of concerns around the sustainability of Italy's
debt. A fresh slowdown in external demand would weigh
on growth via exports. Similarly, customs tariffs by the
US on imports of vehicles would significantly weaken the
manufacturing sector, in Germany in particular.

2017 2018 2019 (f) 2020 (f)
2.5 1.8 1.2 11
1.7 13 1.3 11
12 11 1.7 12
2.9 3.2 1.8 1.3
5.4 3.1 3.1 2.7
4.1 2.9 3.7 2.9
15 1.7 1.1 1.6
13 18 2.3 1.0

11.9 12.3 13.2 13.0
9.1 8.3 8.2 8.3

-1.0 -0.8 -1.1 -1.1
3.2 3.1 2.7 2.6
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Germany

Key risks: A disorderly Brexit

Growth is set to fall below potential in 2019 before reaccelerating slightly in 2020
Inflation should remain close to 2% over our forecast horizon
and a trade war in the automotive sector

Growth slowed significantly in 2018 to 1.4% after
2.5% in 2017. In fact, it contracted by 0.2% in sequential
terms in Q3-18 before stagnating in Q4-18. The slow-
down in demand from the UK, Turkey and China
weighed on exports, as did the more difficult than ex-
pected adaptation of the automotive sector to new Eu-
ropean emission standards. We expect growth to re -ac-
celerate in sequential terms this year, but much weaker
than expected carry over effects made us revise our
2019 full-year growth forecast from 1.3% t o 0.8%, be-
low potential. However, growth should accelerate again
slightly in 2020 to 1.1%.

Germany: Exports of goods and services

% chg goq, 4Q-ma
2,0
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1,0

0,5

0,0
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Source: Thomson Reuters Datastream

Growth in exports is set to remain modest over our
forecast horizon, reflecting a moderation of global trade.
But domestic demand is likely to remain strong. Th e

2016

Real GDP, %ch 2.2
Household consumption 1.9
Public consumption 4.0
Investment 34
Exports 2.1
Imports 4.0
Inflation rate, % 0.5
Purchasing power of disposable income, %ch 2.2
Households saving rate, % of disposable income 9.8
Unemployment rate, % 6.1
Fiscal balance, % of GDP 0.8
Current account balance, % of GDP 8.5

economy is in full employment and income sharing will
increasingly favour households, in line with the trend
seen over the last few quarters. Growth in private con-
sumption should stabilise therefore in 2019 -2020 after a
sharp slowdown in 2018. Moreover, saved income will
continue to be used to finance strong growth in the res-

idential property sector. The anticipated increase in the
savings rate is thus likely to be accompanied by an in-

crease in the household investment rate.

Corporate investment should slow due to a less fa-
vourable sharing of value added and persistently strong
political uncertainty in the international arena. Neverthe-
less, this will be partly offset by a more expansionist
budgetary policy, marked by an increase in public in-
vestment, tax cuts and an increase in some social secu-
rity benefits.

Rising labour unit costs are likely to feed in gradually
into core prices. Our scenario anticipates relatively sta-
ble core inflation over the forecast horizon, with headline
inflation at around 2% in 2020.

A hike in US customs tariffs on vehicle imports is a
significant risk for the automotive industry and related
activity sectors. Furthermore, a disorderly Brexit and a
protracted contraction in activity in Italy would we igh
heavily on German exports and growth. In the longer
term, very moderate growth in the active population and
weak productivity gains are likely to dampen the econo-
my's growth potential.

2017 2018 2019 (f) 2020 (f)
25 1.4 0.8 1.1
2.0 0.9 0.8 0.9
1.6 1.0 25 1.8
3.6 2.7 1.8 1.6
5.3 2.2 1.9 2.2
5.3 3.4 3.4 2.7
1.7 2.3 1.5 1.8
1.9 1.2 1.0 1.2
9.9 10.1 10.3 10.5
5.7 5.2 5.1 5.4
1.0 1.5 1.0 0.5
8.0 75 6.6 6.4
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France

A no-deal Brexit, rising indebtedness and labour shortages are the

Growth should remain stable at around 1.5% in 2019 before slowing in 2020
Core inflation should accelerate gradually to roughly 1.5% in 2019

-2020
key risks to the outlook

Despite the negative
protests on consumption and investment, growth held
up well in Q4-18 at 0.3% qgoq, thanks to a vigorous re-
bound in exports. In Q1-19, social security and tax
measures to boost purchasing power and the moderate
rebound in confidence should underpin domestic de-
mand. Over the full year, growth is likely to remain stable
overall at 1.4% (after 1.5% in 2018). We expect it to fall
back in 2020 to 1.2%, notabl y on foot of a slowdown in
external demand.

Purchasing power, consumption and savings

-0,5

2017 2018

m Purchasing power (% chg goq)
Household consumption (% chg goq)
Saving rate (RHS)

Forecasts

2019

Source: Thomson Reuters Datastream

Private consumption should rebound sharply in
2019, driven partly by the measures announced by the
government | ast December
chasing power. However, social distrust is likely to per-
si st in the wake of

t
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savings rate (which increased significantly in Q4-18) and
the overall impact of the budget stimulus measures. In-

vestment is set to slow in 2019 -2020. The growing un-
certainty in the euro area (around the durability of the
cycle in particular) and the impending slowdown in the

US are likely to prompt companies to defer some of their

capital expenditure. The outlook for residential invest-

ment also remains modest after very good performances
by the sector in 2016-2017. Exports should remain fairly
strong, driven notably by the aerospace and luxury good

sectors, but they are not likely to reach the levels seen
in 2017.

Unemployment should stabilise at around 8.5% in
2019. With activity slowing and wages increasing, the
rise in unit labour costs will gradually start to impact core
inflation, which should reach close to 1.5% in 2020.

Our scenario incorporates a GDP trajectory slightly
different to that set out in the 2019 budget (1.4% versus
1.7% estimated b y the government), thus we expect the
deficit to be slightly higher than 3% of GDP.

There are still several risks around our growth sce-
nario. The biggest of these are a disorderly Brexit, vola-
tile oil prices, a steady rise in debt and labour shortages.
This could be comHounded bM fur[hgr S@Ciéﬂ unrest

su ort ouseho s ur -
which could force modifications in the reform agenda.
g'rl‘a_‘llly’ot% Fnt\:/regss_e tb¥’ the H% in gs rﬁ%stﬁ)ms, tarn‘{s gn
car imports is a major risk for car manufacturers.

Real GDP, % ch 1.1
Household consumption 2.0
Public consumption 1.4
Investment 2.7
Exports 1.5
Imports 3.1

Inflation rate, % 0.2

Purchasing power of disposable income, % ch 1.8

Households saving rate, % of disposable income 14.0

Unemployment rate, % 9.8

Fiscal balance, % of GDP -3.5

Current account balance, % of GDP -0.8

2017 2018 2019 (f) 2020 (f)
2.3 1.5 1.4 1.2
1.1 0.8 1.7 1.4
1.4 1.0 1.3 1.2
4.7 2.9 1.8 1.4
4.7 3.1 3.0 2.8
4.1 1.1 3.4 3.0
1.0 1.9 1.4 1.4
1.4 1.2 2.6 1.5

14.2 14.5 15.2 15.3
9.1 8.7 8.3 8.3

2.7 2.6 3.2 2.0

-0.6 0.7 0.6 0.7

SOCIETE
GENERALE



SCENARIOECO | N° 34 - MARCH 2019

Italy

The budget deficit is likely to
New elections in early 2020 cannot be excluded

GDP is likely to stagnate in 2019 and to improve slightly in 2020
be higher than announced with new tensions on the horizon

The Italian economy contracted during the last two
quarters of 2018 and we anticipate a stagnation in GDP
in Q1. Domestic demand and in particular investment
show signs of weakness, while external demand is un-
derpinning the economy. GDP is likely to increase by
only 0.1% in 2019 and 0.5% in 2020.

Italy : GDP and PMI % ch qoq
60 0,5
58 0,4
56 0,3
54 0,2
52 0,1
50 —V 0,0
. =
46 2014 2015GDP (R;0S1)6 2017 2018 0.2

Source: Thomson Reuters Datastream

The introduction of a universal basic income and

expected to pick up in 2019 and 2020, which should help
to keep the current account balance in surplus.

The agreement reached with the European Commis-
sion on Italy's 2019 budget provides for a public deficit
of 2% of GDP in 2019 with a growth forecast of 1%.
Based on our forecasts, the budget stimulus plan will
have a cost of 0.5 points of GDP and the stagnation in
GDP in 2019 will bring a decrease in tax receipts. Ac-
cordingly, we see the public trade deficit widening to
3.1% of GDP in 2019, which would increase the likeli-
hood of the implementation of an excessive deficit pro-
cedure. The European Commission is to give a new
opinion on the Italian budget in April .

Italian sovereign yields eased significantly with the
announcement of a new TLTRO program. Around 2.6%
at the beginning of March 2019, they are still 60bp above
|l ast year®s |l evels and ar
is a significant risk that higher interest rates will push up

pension changes should provide some support for banks® cost of financing
ver, employment is likel rowing and w
ever, emp O_y entis likely to _Cease growing a d ages Government fiscal accounts
should continue to be restrained. Moreover, given the % of GDP
uncertain climate, households are likely to increase sav- 0.0 s EC et .
ings. Consumption t herefore should remain drab during 05 SG forecast
] ) . Italian government forecast
the year, with slight growth in 2020. 1,0
Companies® capital expendi'1’5 o
over the next two years due to a decrease in order books 20
and higher interest rates. State support through public 20
investment set out in the budget will be marginal and will 20
only have a small impact on growth. Finally, exports are 20 2017 2018 2019 2020
Source: Thomson Reuters Datastream
2016 2017 2018 2019 (f) 2020 (f)
Real GDP, %ch 1.2 1.7 0.8 0.1 0.5
Household consumption 1.3 1.5 0.6 0.4 0.7
Public consumption 0.1 0.2 0.2 0.1 0.1
Investment 3.7 4.5 3.2 -1.1 -0.6
Exports 2.3 6.4 14 3.1 2.4
Imports 3.8 5.8 1.8 2.1 2.1
Inflation rate, % 0.1 13 1.2 0.5 1.0
Purchasing power of disposable income, %ch 1.1 0.5 0.6 0.8 0.6
Households saving rate, % of disposable income 10.5 9.6 9.7 10.1 10.1
Unemployment rate, % 11.7 11.3 10.6 11.2 11.4
Fiscal balance, % of GDP 2.5 2.4 2.3 3.1 -3.3
Current account balance, % of GDP 25 2.8 2.6 2.7 2.8
SOCIETE o

GENERALE

e set

and

ct

S



SCENARIOECO | N° 34 - MARCH 2019

Spain

After five dynamic years, growth is expected to slow to

2.1% in 2019 and 1.3% in 2020

The budget deficit is likely to narrow only marginally to 2.4% of GDP in 2019
A new election has been called for April although the parliament should remain fragmented

Following the slowdown in growth in Europe, growth
in Spain is expected at 2.1% in 2019 and 1.3% in 2020,
which remains higher than the average Eurozone
growth.

Household consumption should remain strong in
2019 but is likely to start suffering in 2020 from a lower
growth in the rate of job creation. Although employment
should start to slow in 2019, purchasing power is likely
to be underpinned by wage growth and low . With a 22%
increase in the minimum wage on 1 January, wages per
capita are set to increase by 2.5% in 2019 versus 1. 5%
in 2018. The household savings rate should stabilise af-
ter the sharp decrease in recent years.

Wages increases

.
Yo L1l Monthly minimum wage (RHS)

Negociated - business agreements

4 Negociated - sector agreements 20
3 15
2 10
1 5
8004 2006 2008 2010 2012 2014 2016 2018 0

Source: Thomson Reuters Datastream

Exports should continue to drive growth in 2019 but
should slow in 2020 in line with global demand. Interna-
tional tourist flows also show a slowdown due to travel-
lers favouring Maghreb countries and Turkey.

The unemployment rate is expected to return to 14%
in 2019, close to its structural level. Core inflation should

accelerate gradually from 1.2% in 2018 to 1.7% in 2021
with a rise in wage pressures.

Investment growth should normalise after strong
growth over the last two years, particularly in capital
goods. The uncertainties around the domestic political
situation, the risk of a hard Brexit and Italy's difficulties
could lead to a slowdown in investment pr ojects. Lastly,
the sharp increase in wages to around the minimum
wage | evel should erode

Since the government was unable to get the 2019
budget approved by Parliament, that of last year is re-
newed. As a result, there will be no increase in taxation
as provided for in the Bill. The fiscal deficit would be re-
duced only by the positive effect of the economic cycle
to reach 2.3% of GDP in 2020, still far from the 0.5%
target agreed with the European Commission.

Political tension between Madrid and the Catalan re-
gion has increased with the start of the Catalan sepa-
ratists® trial and the
ment. Fresh elections have been scheduled for 28 April.
Although the PSOE socialist party leads in the polls with
more than 25% of intended votes, the party will find it
hard to form a majority government. The parliament is
likely to remain highly fragmented and a new block could
emerge on the right
dadanos and the nationalist Vox party, which are show-
ing sharp increases in the polls.

2016 2017 2018 2019 (f) 2020 (f)
Real GDP, %ch 3.2 3.0 25 2.1 1.3
Household consumption 2.9 25 2.4 2.3 1.4
Public consumption 1.0 1.9 2.3 2.7 1.6
Investment 2.9 4.8 5.2 1.8 1.1
Exports 5.2 5.2 2.2 2.5 1.9
Imports 2.9 5.6 3.6 3.0 2.0
Inflation rate, % 0.6 1.6 1.7 1.0 15
Purchasing power of disposable income, %ch 1.9 1.5 1.8 2.2 1.1
Households saving rate, % of disposable income 7.8 7.1 6.6 6.5 6.3
Unemployment rate, % 19.7 17.2 15.3 14.4 14.6
Fiscal balance, % of GDP 4.5 3.1 2.8 2.4 2.3
Current account balance, % of GDP 2.3 1.8 0.8 0.7 0.7
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United Kingdom

We assume the UK will avoid a no

Brexit remains a headwind, but the global cycle should offer some near

-deal Brexit and political chaos, but risk remains high

-term respite.

Monetary policy is set to remain accommodative throughout our forecast horizon.

The UK Parliament has firmly rejected a no-deal
Brexit but, as we head to press, uncertainty remains
high. Our forecast assume
allowing the EU27 to agree a short technical extension
of the exit date until 30 June 2019. No-deal Brexit is still
the default outcome which is a significant downside risk
to our forecast. The Brexit process has, moreover, sig-
nificantly weakened the government with the risk that
Prime Minister May resigns, and/or early elections are
called. On upside risks, Parliament could take control
and push for a softer Brexit with the UK remaining in the
Customs Union and possibly even in the Single Market.

GDP growth clocked in at just 0.2% in 4Q18 as in-
vestment and net trade weighed on growth. Looking
ahead, we expect to see a modest improvement in net
trade as some of the temporary factors that have
weighed on the global cycle lift

Heading into 2020, the US cycle is set to turn , weigh-
ing on global trade and UK exports. On the investment
front, we expect Brexit an d the related uncertainties to
remain a structural headwind. Net migration continues
to add to the UK population with non -EU migration hav-
ing largely offset the slowdown in EU net migration. Im-
migration to work, however, has fallen to its lowest level
since 2014 while immigration to study has increased.
This pattern is a concern as this acts as a headwind to
growth potential. Our view remains that Brexit will take
0.5pp to 1.0pp off UK trend potential growth compared
to the no-Brexit alternative.

Turning to private consumption, income growth and
credit conditions continue to be supportive. Consumer
dorifigence, Maweve,sefledte carlcernioms the future sce-d ,
nomic outlook. Moreover, we note subdued housing ac-
tivity with prices now declining in the London area. Th is
is not surprising given the London is on the frontline of
the Brexit related effects on the UK economy.

PMI surveys

Index, 50 = no change
60
Brexit

58
56
54 <
52 \/
50
48
46 2016 2017 2018
—— Manufacturing Services Composite

Source: Thomson Reuters Datastream

In presenting the Spring statement, Chancellor Ham-
mond indicated that headroom in public finances that
could be used in the event of a no -deal Brexit stands at
£26.6bn (1.3% of GDP) which is certainly helpful but not
enough to keep the UK out of recession if a no -deal sce-
nario were to materialise. In our baseline, we assume a
lift from fiscal policy taking account of the spending in-
crease from the 2018 Budget and forecast government
spending at around 2% over our forecast horizon.

Given the headwinds from Brexit and those blowing
in from the global cycle, we no longer see room for a BoE
rate hike and have removed this from our forecast.

Real GDP, % ch

Household consumption
Public consumption
Investment

Exports

Imports
Inflation rate, %

Purchasing power of disposable income, % ch
Households saving rate, % of disposable income
Unemployment rate, %

Fiscal balance, % of GDP

Current account balance, % of GDP

1.8
3.1
0.8
2.3
1.0
3.3
0.6
0.0
6.8
4.9

-2.9
-5.3

2017 2018 2019 (f) 2020 (f)
18 15 0.8 1.0
2.1 17 0.8 1.0

-0.2 0.2 1.7 2.0
35 0.0 -2.6 1.0
5.6 0.0 17 0.8
3.5 0.8 2.0 1.2
2.6 2.6 2.1 1.7
0.4 2.0 1.0 1.0
5.5 4.8 5.1 5.1
4.4 4.2 5.5 5.8

-1.9 -1.2 -1.7 -2.2

-3.4 -4.1 -3.5 -3.9
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United States

Economic growth is set to remain sustain in H1

-19 and to decelerate thereafter

Rising financial volatility and a benign inflation outlook led the Fed to pause its hiking cycle
Eroding margins and rising financial cost for corporate are the main risk for the outlook

The economy ended 2018 o a positive note. Real
GDP expanded by 2.6% qoq ar. during 4Q18 supported
by a still strong private consumption and an accelerating
non-residential private investment. On the negative side,
residential investment markedly decelerated while ex-
ports grew only modestly in 4Q18. Overall, activity
growth is expected to remain sustained during the 1H19
and to decelerate thereafter as the fiscal impulse will
fade and turn negatively. Additionally, increasing labour
cost, resulting from the tight labour market, along low
productivity gains are expected to erode the profitability
of the corporate sector, weighting on investment pro-
spects.

Average hourly earnings by sector
% ch, yoy 3mma

35
3,0
2,5 /\'\’\
2,0
1,5
2014 2015 2016 2017 2018
Industry Private services
— All private

Source: Thomson Reuters Datastream

Following the 25bp hike of December 2018, the Fed
decided to maintain its policy rate in the range of
2.25%/2.50% whi | e t hey
tient as they determine the future adjustment to the tar-
c ap n.JApdiienally, they also mentioned that they
will end their balance sheet reduction program by end
2019 and they will change the composition, replacing

the MBS that arrive at maturity by Treasury bonds. This
dovish turn of the Fed came into a context of rising fi-

nancial volatility following the increasing trade war rhet-
oric, signs of activity slowdown of the global economy

and increasing political gridlo ck. Additionally, the benign
inflation outlook, with even decreasing inflation expecta-

tions, also led the Fed to put on hold the hiking rate cy-

cle. We expect now that the Fed will keep the current
range the Federal Funds rate in 2019, ending the hiking
rate cycle.

Financial liabilities of the private sector

% of GDP
110
100 /
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Source: Thomson Reuters Datastream

The main risk for the outlook are related to the cor-
porate sector. Indeed, eroding margins either through
higher input cost because of rising trade tensions or
higher labour cost can precipitate the deceleration of in-
vestment. Additionally, a rapid increase of inflation well

e X p wit Bepa-t h abbve then286yFed target could lead the latter to rapidly

increase interest rates, increasing corporate financial
cost in a context where corporate debt stands at 100%
of GDP.

2016 2017 2018 2019 (f) 2020 (f)
Real GDP, % ch 1.6 2.2 2.9 23 15
Household consumption 2.7 25 2.6 2.2 1.3
Public consumption 14 -0.1 15 2.3 2.0
Investment 2.4 3.0 3.4 2.6 1.5
Exports -0.1 3.0 3.9 1.8 1.9
Imports 1.9 4.6 4.6 4.0 2.3
Inflation rate, % 1.3 2.1 2.4 2.4 2.0
Purchasing power of disposable income, % ch 1.1 2.7 3.0 2.4 1.6
Households saving rate, % of disposable income 6.7 6.7 6.7 6.7 6.8
Unemployment rate, % 4.9 4.4 3.9 3.7 4.0
Fiscal balance, % of GDP -5.4 -4.9 -6.5 -6.8 -7.3
Current account balance, % of GDP -2.3 -2.3 -2.3 -3.1 -3.6
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Japan

A Growth is expected to keep up momentum in 2019

before slowing down in 2020

A Inflation is likely to stay stubbornly low despite an episodic boost from consumption tax hike

A Risks come from the impact of the consumption

tax hike and external demand

Japan®s economy i s
tively fast in 2019 thanks to still strong domestic de-
mand. However, uncertainty is gathering and is set to
weigh on both domestic and external demand in 2020.

The very accommodative policy mix has worked to
revive domestic demand. Yet inflation remains inert. De-
spite a tight labour market and overall strong nominal
wage compensation growth (more than 4% YoY over the
first three quarters of 2018), the deflationary mindset is
still dominant among Japanese households. The house-
hold saving ratio (gross) climbed almost 3pp to 8.5% in
early 2018 from 2014, mirroring their cautious behaviour.

CPI
0,
20 % ch yoy

3.0 r\

2.0

1.0 \ /M
0.0 T T T T

pa A S

-1.0

-2.0
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Headline inflation === Core inflation Core inflation target

Source : CEIC, Société Générale

A long-term stable increase in real incomes is thus
neededto r ai se househol ds ®and
to achieve the 2% inflation target (that excludes fresh
foods). This seems scarcely achievable in the foreseea-
ble future. It is also why the policy mix has been kept
highly accommodative.

n f

e x pect ed Thereis ro drasfic fisgal corvgdlidation an éné heorizon

either. The long-term economic policy plan (June 2018)
postponed the primary fiscal balance target from fiscal
year (FY) 2020 to FY2025 while the lower house voted a
record high FY2019 budget on 2™ March (JPY 101tn).

As for risk factors, the consumption tax hike is the
biggest. After being delayed twice, the tax is planned to
be raised from 8% to 10% starting in October 2019. The
impact of the previous tax hike from 5% to 8% in April
2014 was so negative that the government had to an-
nounce compensatory measures in the FY2019 budget.
However, it is still unlikely that the tax hike will not bite
household demand, especially in a context where
households remain cautious.

50 %.000 Consumption and GDP growth
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Source : Datastream, Société Générale

Another risk comes from external demand. Not only
has “the shoe of tari
down and the fact that the US economic cycle is ex-
pected to come to the end in 2020 are gradually weigh-

Monetary conditions remain extremely loose, with ing on the country®s export
10Y JGB yields nearing 0%. No major move is expected
from the BoJ, which has committed to assessing the
consumption tax hike impact before any policy change.
2016 2017 2018 2019 (f) 2020 (f)
Real GDP, % ch 0.6 1.9 0.7 0.7 0.6
Household consumption -0.1 11 0.5 0.8 0.5
Investment -0.3 4.3 1.8 1.5 -0.1
Exports 1.7 6.8 3.1 2.6 2.0
Imports -1.6 3.4 3.2 3.5 1.0
Inflation rate, % -0.1 0.5 1.1 1.7 2.1
Purch. power of net disposable income, % ch 1.4 1.3 1.2 0.5 -0.1
Saving rate, % of net disposable income 2.7 29 3.8 385} 3.0
Unemployment rate, % 3.1 2.8 2.4 25 25
Fiscal balance, % of GDP -4.2 -4.1 -3.8 -3.0 -2.8
Current account balance, % of GDP 3.8 4.0 3.4 3.0 2.9
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China

A The slowdown in GDP is set to stabilise in 2019, with a hard landing avoided

>

An easing of policy measures has put deleveraging on hold

>

Tensions with the US should persist despite progress in trade talks

Chi na®s e c o ntoshgw sigrs oflstablisad y these measures differ from previous rounds of extensive
tion throughout 2019. Credit and fiscal easing measures easing, characterised by aggressive credit growth in t he
are working in tandem to reinforce domestic demand by public sector.
repairing the injuries® cau %igcgl p(ﬁiéﬁ/ isdalgoI sﬁp\f)t?rtfngatﬂei e%c%om@.nl'ﬁe by
offsetting the headwinds stemming from a challenging new budget for 2019 announced a deeper fiscal deficit
external environment. Responsive but not unmeasured, (2.8% against 2.6% in 2018) with notably a 3pp VAT cut

the stimulus mgasures are not likely to overheat the for manufactured products. Conventional tools such as
economy but will rather allow GDP growth to converge tax cuts will thus contin ue to contribute positively to

o .
smoothly around 6% over the next few years and avoid growth, the contribution from infrastructure expenditure

the scenario of a hard landing. is also expected to turn from negative to positive. Even
ov % Credit and nominal GDP relatively moderate expenditure growth 2 10% after
40 inching up by only 4% in 2018 because of deleveraging
» (46% in 2009, 21% in 2013 and 2014 and 18% in 2017)
2(5) would add nearly 1 percentage point to the GDP growth
20 rate, which would help substantially in avoiding a hard
15 landing.
10

s Impact* of fiscal policy on nominal GDP

6 pp. GDP

0 : : : : : : : : : :

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 4

==—=Nominal GDP == Total credit (leading 3Q)

Source : PBoC, Société Générale 2 - I I -
0 T
A

Monetary policy has turned more accommodative M
since mid-2018 and there is still room for loosening. It 2 * the firstyear muliiplier is 0.5 for
on-budgetdeficitand 1 for off -
encompasses RRR (reserve requirement ratio) cuts as Y pudgetnetborroning
well as credit easing measures (e.g. through a new policy 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019F
— . On-budget fiscal deficit
tool ’ t he Central &)ﬁmgbnerall I = Off-budget net borrowing for infrastructure

easing, the Chinese authorities are striving to support Sources: MoF, Société Générale
private sector lending through targeted MLF (banks re-
ceive liquidity injections by the PBoC conditional on
growth in their loan books to small and private firms), in-
centives based on adjustments to macroprudential met-
rics and policy guidelines. Although it is too early to
judge the effectiveness of that credit rebalancing policy,

On the trade front, even if the two largest economies
of the world can reach a deal, the structural tensions be-
tween the United States and China should persist. Risks
compound uncertainties surrounding the outlook for ex-
port competitiveness, the FX management and the im-
pact of the trade deal on the rest of the world.

2016 2017 2018 2019 () 2020 (f)
Real GDP, % ch 6.7 6.8 6.6 6.2 5.8
Household consumption 8.6 6.7 9.4 7.3 6.9
Public consumption 8.9 10.2 9.4 8.4 7.7
Investment 6.7 51 4.5 5.7 5.3
Exports 0.3 8.8 3.8 1.8 0.5
Imports 51 7.0 7.4 4.3 2.7
Inflation rate, % 2.0 1.6 21 2.0 2.0
General government balance, % of GDP -3.1 -3.1 -2.6 -2.8 -3.0
General government debt, % of GDP 37.0 36.5 36.5 36.8 37.0
External debt , % of GDP 12.7 141 14.2 14.0 14.0
Current account balance, % of GDP 1.8 1.4 0.4 -0.3 -0.6
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India

Deterioration of trade balance and soundness o

Inflation to edge up from currently low food prices

Growth to remain fast albeit with a slight moderation

f financial system to watch over

Supported by buoyant domestic demand, from both
investment and consumption, the Indian economy is ex-
pected to keep the growth momentum at around 7% 2
the fastest pace in emerging Asia.

The policy mix is supportive of growth: The FY
2019/20 Union Budget (interim budget on the eve of
general elections due in April-May 2019) presented on 1
February targets a fiscal deficit of 3.4% GDP in FY19 and
FY20, a relaxation of the previously set deficit target of
3%. Moreover, the RBI made a surprising rate cut of
25bp to 6.25%, tallying with its accommodative fiscal
policy. The downside of such a poll bound policy -mix
and a favouring of domestic demand is a mounting infla-
tionary risk.

% ch yoy Inflation
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Headline inflation Food inflation ====Non-food inflation

Source : CEIC, Société Générale

Inflation is set to edge up from current low levels (2%
in Jan 2019) due to a contraction in food prices (-2.4%
in Jan 2019 following a good autumn harvest). First, non -
food inflation appears substantially stable, hovering
around 5%. Second, cash in circul ation is increasing
again after the late 2016 demonetisation shock, which,
combined with the loose interest rate policy and the fis-
cal slippage, is poised to add additional inflationary
pressure. Moreover, the Indian economy is highly

sensitive to agricultural output and international oil
prices, introducing additional uncertainty on the inflation
outlook.

On our watch list also remains the risk of a deteriora-
tion of the trade balance and financial system sound-
ness.

1. The non-oil-and-gold trade balance has been per-
sistently deteriorating since 2017, aggravating the al-
ready structurally imbalanced current account amid
strong oil and gold dependence. The Indian economy is
also becoming more sensitive to fluctuations of capital
flows on the domestic bond marke t. Despite being one
of the most vulnerable countries among emerging Asian
markets to changes in international financing conditions,
strong FDI and external buffers (e.g. FX reserves held by
the central bank) would help moderate the impact of ex-
ternal shocks.

Trade balance
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2. The financial system has been weakened by gov-
ernance issues. The NPL ratio of the state-owned banks
rose to 14.6% from 11.7% throughout 2018. Non -bank-
ing financial companies are facing liquidity pressures as
showed by the default of IL&FS, one of the largest Indian
shadow banks.

2016 2017 2018 2019 (f) 2020 (f)

Real GDP, % ch (fiscal year) 7.8 7.1 7.2 7.1 7.0

Household consumption 8.2 6.9 8.2 7.1 6.9

Investment 9.5 10.0 9.8 8.2 7.6

Exports 5.0 4.9 13.0 6.0 4.2

Imports 4.3 16.3 16.7 8.2 4.8
Inflation rate, % 4.5 3.8 4.9 4.8 4.9
General government balance, % of GDP -6.6 -6.4 -6.2 -5.9 -5.8
General government debt, % of GDP 69.6 68.7 67.1 65.2 63.3
External debt , % of GDP 20.0 19.4 18.9 18.3 17.4
Current account balance, % of GDP -0.7 -1.4 -1.5 -1.6 -1.8
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Brazil

A Activity is set to moderately accelerate in 2019 on the back of recovering capital expenditures

A Inflation expectations

remain well -anchored, allowing the BCB to keep low interest rates

A The government submitted a pension reform which first vote should take place in June

Following another sluggish year in terms of growth
(1.1% in 2018), the economy is expected to modestly
accelerate in 2019 to 2% as political uncertainties fade
following the general elections of October 2018 and still
favourable financial conditions that support a recovery
in capital expenditures. Private consumption would still
benefit from low inflation and the progressive improve-
ment of the job market. Exports, which have benefited
from stronger demand of primary goods from China in
the context of trade tensions with the US, will remain dy-
namic except toward Mercosur partners, who face ad-
verse economic conditions.

Activity indicators
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The inflation outlook continues to be favorable.
Consumer prices increased 3.8% yoy in January; well
under the 4.25% target of BCB for 2019,. In this line,
inflation expectations are also declining towards the
lower range of the BCB range. Overall, inflation is
expected to remain contained given the tepid economic
recovery and the weak demand pressures in a context
of a sluggish labort market. The BCB is expected to

maintain its policy rate at 6.5% in the coming quarters,
keeping the benchmark rate at histo rical low levels.
Inflation & monetary policy rate
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Source: Thomson Reuters Datastream

The main risk for the outlook remains the fiscal front.
The government submitted to the Congress a pension
reform through which the gov ernment expects to save
BRL 1.2tn (16% of GDP) over 10 years by increasing the
minimum retirement age, by extending the requisite
number of years to be eligible for a full pension and by
unifying several pension regimes. The government
needs a 2/3" majority in Congress to approve it. The first
vote is expected to take place in June/July while the final
vote is expected to take place by 4 Q19.This reform is
seen as essential to curb public finances as pension ex-
penditures represent more than 40% of public expendi-
tures and are highly indexed. A very diluted reform or a
failure to pass it will likely result i n significant tightening
of domestic and external financial conditions, endanger-
ing hence the already fragile economic recovery.

2016 2017 2018 2019 (f) 2020 (f)
Real GDP, % ch -3.3 1.1 11 2.0 25
Household consumption -3.9 1.4 1.9 1.9 3.1
Public consumption 0.2 -0.9 0.0 0.0 0.0
Investment -12.1 -2.5 4.1 5.0 3.5
Exports 0.9 5.2 4.1 4.8 25
Imports -10.3 5.0 8.5 5.0 3.0
Inflation rate, % 8.0 35 3.7 4.0 3.8
General government balance, % of GDP -9.1 -7.9 -7.0 -6.0 -5.5
General government debt, % of GDP 70.0 74.0 75.0 77.0 79.0
External debt , % of GDP 29.0 27.0 26.5 26.0 27.0
Current account balance, % of GDP -1.3 -0.5 -0.7 -1.5 -2.0
SOCIETE -
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Russia

A GDP will decelerate in 2019 due to slower private consumption and still sluggish investment

A Inflation will increase further this year due to the one

A Uncertainties over new sanctions

weigh on access to long term funding and potential

-off effect of the VAT hike in January 2019
growth

Russi a®s economic growth
in 2019 and 2020 (around 1.5%) amid low investment,
structural bottlenecks i linked to an outdated capital
stock 1 lagging productivity and uncertainties over US
sanctions.

After the impressive first estimate of 2018 GDP
growth rate explained by one -off factors (higher con-
struction data |linked
lion LNG project), recent purchasing manag er index re-
leases point to a deceleration of growth in a context of
sluggish retail trade (mostly for food products) and in-
dustrial production (especially manufacturing).

The VAT hike from 18% to 20% from Jan. 2019 on-
wards and the pension reform (increase in retirement
age from 60 to 65 for men and from 55 to 60 for women)
wi || erode
vate consumption growth this year, despite an improve-
me nt in the | abour market.
to decelerate as the Russian political cycle is now well
over. Finally, retail loans could decelerate as the CBR
tightened retail lending standards in Sept 2018.

Wages and incomes
% ch, yoy
5

11 12 13 14 15 16 17 18
—— Real disposable income

Real wages
Source: Thomson Reuters Datastream

i s Despitp esame esthte tirdrassuctorev ¢projects an-

nounced, investment is expected to remain weak amid
limited access to foreign financing and heightened un-
certainties around new sanctions.

By contrast, exports are likely to remain well oriented
in 2019. The current account surplus is thus expected to
remain at a comfortable level. In 2018, Rus si a ®s

t obil-t h eccdunt\sarplus kopped VSR 515 bnSdhourndl 7% of

GDP thanks to the dynamism of oil & gas, ferrous metals,
copper, wheat and fertilizers exports.

Inflation has picked up since July 2018 due the pass -
through to prices of the 2018 RUB depreciation. In this
context, the Central Bank of Russia (CBR) raised its key
rate twice in Sept. and Dec.18 to 7.75%. Real rates re-
main thus high in Russia. However, inflation could con-

househol ds® pur ctfhgeoipiBkdp i 2019 enkinlyaiedo the VAT incre@de.i -

In 2019-2020, several new sanctions could be intro-
d\lljvc%g. Snstr(:% onge rhaonty\,’ tththSIis?lkel)?tc))( ir%p(?e(r:nén?ad
second round of sanctions for the alleged breach of the
Chemical and Biological Weapons Control and Warefare
Elimination Act that will strengthen those implemented
in August 2018. On the other hand, a bipartisan group of
U.S. senators introduced a bill in February 2019 that
would impose stiff new sanctions in the face of its al-
leged meddling in U.S. elections and intervention in
Ukraine.

While the short-term effects from int ernational sanc-
tions on the macroeconomic situation seem rather mar-
ginal, in the longer term, they may have a more negative
impact on potential growth. Long -lasting sanctions and
lower access to foreign financing would weigh on the
business climate and on investment.

PAONKS) 2017 2018 2019 () 2020 ()
Real GDP, % ch 0.7 15 23 15 15
Household consumption -1.9 2.6 15 1.0 1.2
Investment 0.8 4.7 25 1.0 1.0
Exports 3.2 5.1 6.0 5.2 4.6
Imports -3.6 17.4 4.0 4.0 4.0
Inflation rate, % 7.1 3.7 2.8 4.0 4.0
General government balance, % of GDP -34 -1.4 2.4 3.0 25
General government debt, % of GDP 16.3 15.3 14.3 14.4 14.0
External debt , % of GDP 39.8 329 32.3 32.8 34.1
Current account balance, % of GDP 1.9 2.2 6.0 5.5 5.0
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Africa

A Average regional growth is expected to stabilise at around 4% in 2019 and 2020

A Western and Eastern Africa, which are more diversified, are the two strongest regions

A High funding needs constitutes a

factor of weakness

Regional growth should progress very marginally in
2019 and 2020, at around 4% (vs. 3.5% in 2018), due to
a gradual acceleration of internal activity drivers, as illus-
trated by i) a slow recovery in credit to the private sector
(despite the fact that banking sectors are still affected by
high levels of non-performing loans), and ii) continued
robust demand from the public sector (with stable
budget spending as a percentage of GDP). A narrowing
of public defici ts is only evident in Central and Northern
Africa, mainly on the back of an increase in oil receipts
(in the CEMAC region and Algeria for instance).

Real GDP growth

% ch yoy

O B N W M 0O N

2019f 2020f
== North Africa

¢ Africa
Sources: AfDB, Société Générale
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Behind these general trends, there are still significant
discrepancies between the different sub -regions, be-
tween the different economic structures (oil and non -oil
countries), bet ween ~small
so on. The economies of Eastern and Western Africa (ex-
cluding Nigeria) show the highest growth rates, generally
above 5% a year. These more diversified economies,
generally oil importers, have benefited for several years
from i) good agricultural performances (frequently a key
exporting sector in these countries), ii) sustained public
investment, and iii) an improving business climate, ena-
bling much more dynamism in the private sectors.
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Within these two regions, only Nigeria is still register-
ing performances below its historical trend (<2.5% ex-
pected in 2019/20 vs. >7.5% on average between 2000
and 2014). Conversely, Central and Southern Africa
show disappointing growth rates. In these zones, oil ex-
porting countries are not taking full advantage of higher
oil prices, because of often -shrinking hydrocarbon pro-
ductions. For its part, South Africa continues to register
weak growth (scarcely 1.5% expected in 2019/20), as it
continues to be held back by a lack of both public (little
spending capacity due to already high debt levels) and
private investment (wait-and-see stance by agents due
to persistent political uncertainties).

Main gross financing needs

GUSD
150

100
0
-50 IIIII

2005 2007 2009 2011 2013 2015 2017 2019 2021 2023
B public external debt repayments CA balance

Sources: World Bank, Société Générale

While average regional growth is already insufficient
to enable a real take-off (if only because demographic
growth remains high: +2.5% a year expected between
now and 2025), Africa is currently more vulnerable to a
potential global economic downturn, particularly as a re-
sult of the previous rise in public debt levels, which went
from an average of 40% of GDP in 2014 to 56% in 2018.
On the one hand, according
bility Analyses (DSA), a growing number of countries are
now over-indebted or risk becoming so (16 countries
currently vs. 8 in mid-2014). On the other hand, the re-

t

glog rI]]O\g hasrllgg fundlngoneegs()(L{JSrI]Dl[S(?blr] %ysear be-a nd

rge ,
tween now and 2023?, making it dependent on interna-
tional capital flows, which by nature are volatile and
quick to follow flight -to-quality trends.
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Latin America

A Growth is set to accelerate slightly in 2019, with smaller economies leading the region

A With the exception of Argentina, inflation dynamics in the region remain favourable

A The main risk for t he region is the lack of implementation of fiscal reforms

After a disappointing 2018, mainly for the larger
economies of the region, growth in Latin America is ex-
pected to accelerate progressively in 2019. However,
this acceleration masks important differences in perfor-
mance across the region. The risks are mostly tilted to
the downside. Besides the need to consolidate fiscal ac-
counts in many countries, a worsening of global financial
conditions and a marked slowdown in C hina would have
an adverse impact on regional growth prospects.

Latin America: GDP growth and contributions
Contributions to yearly growth

2013

2014 2015 2016 2017 2018 2019
N A rgentina Brazil B Chile N Colombia
Mexico s pPeru — Latin America
Sources : Nationals, SG
Argentina: Economic activity index
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In Brazil, the economy is expected to progressively
accelerate to 2% on the back of still accommodative fi-
nancial conditions. The government submitted an ambi-
tious pension reform to Congress that aims to save 16
% of GDP over a period of 10 years. The first vote of this
reform, which needs a very large majority in Congress to
be adopted, is scheduled for the summer and the final
vote for the end of the year. This reform is seen as es-
sential to put public finances on a sustainable path and
to sustain investors® conf
prospects.

In Argentina, economic activity continued to deterio-
rate, as the contraction deepened to 6% in Q4 -18. This
trend is expected to continu e in 2019, although at a
slower pace, in the context of a restrictive policy -mix. As
part of the IMF Stand-by agreement, the Central Bank
has pledged to keep the monetary base constant until
June 2019 and to keep interest rates at a high level until
inflation, currently at 50%, is significantly trending down.
On the fiscal side, the government has pledged to post
a primary balance at equilibrium level in 2019, against a
1.7% deficit currently, and surpluses thereafter. To meet
these fiscal targets, the gove rnment is adjusting real ex-
penditures and counting on a better soybean harvest
that will help increase revenues. The revenues from
taxes on agricultural exports increased by 100% yoy in
February. These measures, as well the IMF funding until
2020,haveallowed a stabilisation
cial variables, without major intervention by the central
bank.

In Mexico, the central bank kept its policy rate at 8.25%
despite stable core inflation (3.6% in January) in an en-
vironment of high financial volatil ity in the US. The new
government, which has a large majority in Congress, has
pledged to increase public capital spending (namely in
the oil sector) and to expand social programmes while
respecting fiscal discipline. All in all, the economy is ex-
pected to accelerate modestly in 2019, underpinned by
resilient private consumption and strong demand from
the US. The main risk to the outlook relates to the NAFTA
overhaul given the strong dependence of Mexican pro-
ducers on the US market. The market reactions to Lopez

Obrador ®s policy agenda,
through PEMEX, could also weigh on investment pro-
spects.

20

ma i

den

of

nily



SCENARIOECO | N° 34 - MARCH 2019

Emerging Asia

A Although still at a decent rate, GDP growth is expected to moderately slow

A In line with o r below target, low inflation gives leeway for monetary policy

AVolatility in capital flows and China®s sl owd
The region®s economi es f a carenbtenlydhtegrated lsy tha valuedchain tosezve global

tainties on the global trade front, Chi na®s
slowdown and volatility in international capital flows.
Nevertheless, the growth outlook remains resilient
thanks to the region®s
buffers. Growth in emerging Asia is set to remain above
6%, still the fastest growing region.

GDP growth

% ch yoy
8
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Taiwan === Thailand = Korea
Malaysia Indonesia Philippines

Source : Datastream, Société Générale

In most countries, the inflation environment remains
benign, close to or below monetary policy targets. Even
in the Philippines, inflation is normalising after reaching
a 10-year high in October 2018 (6.7%), moving back to-
wards the central bank target of 2% -4%. In other coun-
tries, low inflation gives central banks leeway to ease
monetary conditions if needed.

Fiscal policy also appears roomy. Governments in
most of the countries either have almost balanced their
fiscal account or have a low public debt to GDP ratio,
such as South Korea, the Philippines, Thailand, Taiwan
and Indonesia. The health
is debatable because of a high debt ratio (54% of GDP)
combined with a public deficit of nearly 3% of GDP, but
the government can easily raise funds in its own cur-
rency.

Trade outlook uncertainty is the most important risk
factor. First, it relates to global trade prospects and its
transmission through value chains. Even if the United
States and China reach a trade deal, cooling down the
tariff war, the tensions are not likely to dissipate fully and
may impact on the export performance of the region.

Second, the hard-l andi ng ri sk of
a downside risk of our scenario. Asian countries' expo-
sure to final demand from China has increased signifi-
cantly over the last decade. These countries and China
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pol

e ¢ demamn, they are also becoming sensitive to the tem-

perature of the Chinese economy.

Exposure to China's final demand
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Another downside risk would stem from a reversal of
global liquidity conditions, if there was a surge in inflation
in the United States, while the Fed has turned more dov-
ish.

As a consequence, emerging Asia would face more
external constraints. The sharper the reversal, the higher
the i mpact on the region®s fur
growth outlook.

However, the region®s externa
sufficient to cope with financial account swings and its
external financing needs are less important than those
of other emerging countries.

Countries with less resilience are Indonesia and Ma-
laysia. With a need for external financing (around 2% of

oEpMpl aysh @PssiPa®d i wulf d drrdigielsi t y

tially dollarised financial system. Debts denominated in
foreign currencies (mainly in dollars) contribute to 45%
of corporate debt and 30% of government debt. The In-

donesian central bank may be forced to raise interest
rates to prevent too sharp a currency depreciation, a s it
already did in mid-2018. As for Malaysia, the foreign cur-
rency debts of corporates and banks are rather substan-

tial (respectively 18% and 19% of GDP). Defending the
currency to preserve financial stability has a cost. Be-
tween April and July 2018, the foreign exchange re-
serves fell by $5 billion, albeit with asstill positive current

I na econom |
account%a ance. y
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Gulf States

>

Higher export revenues

in 2018 have eased immediate pressures on government finances

A The growth momentum remains constrain ed by slow credit and geopolitical uncertainties
A

Recent oil price volatility recalls that

GCC countries are still vulnerable

Stronger oil prices during most of 2018 gave a sigh
of relief to the region, easing the pressures on govern-
ment finances, and reducing external vulnerabilities. In
2018 two out of the six countries in the GCC (Oman and
Bahrain) run a current account deficit (that in both cases
narrowed). In 2016, only the United Arab Emirates was
able to run a surplus amid depressed oil prices.

The economic growth outlook for the Gulf states im-
proved due to higher oil revenues, which boosted private
sector confidence and gave space for a more expansive
fiscal stance, after three years of austerity. Both Saudi
Arabia and the United Arab Emirates announced stimu-
lus programmes of $14bn and $13.6bn (or 1.7% and 3%
of GDP respectively) in 4Q18 opening a new round of
government-led investments. Against this backdrop,
economic growth would recover to around 3% in 2019
after 2.5% in 2018 and a 0.4% contraction in 2017.

Yet, the temporary slump in oil prices in 4Q 2018
highlighted once again the vulnerability of GCC econo-
mies to oil price swings. Should prices stay in the range
$60-$70/bbl, budget deficits would be materially wider
in Bahrain, Oman and Saudi Arabia, as suggested by
breakeven oil prices (see table).

GCC governments have been very active in interna-
tional bond markets and have been able so far to finance
large fiscal deficits. Government bond issuances
reached $37bn in 2016, USD 37bn in 2017 and $35bn in
2018. So far in 2019, issuances amounted $19.5bn, with
a $12bn bond placement by Qatar and a $7.5bn by
Saudi Arabia. Countries with weaker fundamentals
(Oman and Bahrain) are facing more and more difficul-
ties to tap markets at reasonable prices.

Oman has been very slow to implement fiscal con-
solidation and external buffers are decreasing. The
spreads of Omani government bonds are now the high-
est in the region.

Given the size of its fiscal and current account deficit
(respectively 7% and 2.5% of GDP in 2018) Bahrain has
the weakest macro fundamentals . The country was able
to secure a financial support agreement of $10bn from
Saudi Arabia, the UAE and Kuwait in October 2018 to
prevent rapid rising public debt from triggering a finan-
cial crisis. Without such bailout from its neighbours, a

SOCIETE
GENERALE

de-peg of the Bahraini dinar would have been unavoid-
able.

Value of monthly exports
% ch yoy, BM-MA

2015 2016 2017 2018 2019
Bahrain United Arab Emirates
Kowait Oman
—— Qatar Saudi Arabia

Source: Thomson Reuters Datastream

Fiscal breakeven oil prices External breakeven oil price

$/b 2015 2018 2015 2018
Bahrain 119 110 61 82
Kuwait 48 47 45 51
Oman 101 79 87 84
Qatar 52 47 40 59
Saudi Arabia 94 83 70 52
UAE 64 69 38 42
Source: IMF

Geopolitical tensions will remain a source of uncer-
tainty in 2019.The blockade against Qatar by its closest
neighbours does not seem to disrupt the economic per-
formance of the country and has had little impact on the
financial flows. Geopolitical concerns come rather from
the impact of renewed economic US sanctions on Iran .
It could generate trade disruptions but above all political
tensions, especially if the Iranian response is a more ac-
tive foreign policy in the region. Military spending in
many GCC states is already high, and a pickup in ten-
sions with Iran could prompt increased defence ex-
penditure, putting additional pressure on fiscal balances.
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Central and Eastern Europe

A Activity will continue to decelerate in 2019

-2020 amid a less supportive external environment

A
A

Trade tensions are a risk due to the strong integration of regional firms to gl

Building inflationary pressures could lead to monetary tightening in the region

obal value chains

The region has seen strong growth over the past
three years, but activity has started to decelerate since
last year. Czech Republic and Romania posted the most
notable deceleration in 2018, while growth in Po land and
Hungary have forged ahead at a solid pace.

Activity should further moderate in 2019 -2020
against the backdrop of a less supportive external envi-
ronment (slower growth in the Euro area) and more re-
strictive domestic monetary policies.

Regional growth will however remain slightly above
the potential as it is the case since 2017. Private con-
sumption will be backed by employment gains and wage
increases. In addition, the impact of higher interest rates
on investment should be at least partially offset by the
absorption of EU structural funds available for the 2014 -
2020 period. Fiscal easing is besides expected in several
countries. In Poland, the government announced a fiscal
stimulus package in February 2019 that includes bo-
nuses for pensioners, cuts to income taxes for workers
under the age of 26 and an expansion of the 'Family
500+' program to families with one child.

While Poland and Hungary are likely to expand at a
decent rate of around 3.5%, growth in Czech Republic
and Romania will be slightly slower, around an estimated
2.5% and 3% respectively.

Inflation is likely to continue to increase in 2019 from
low levels. Wages have indeed been increasing rapidly
for three years in a context of labour force shortages (de-
creasing unemployment rates and ageing population),
especially in Romania, Hungary and Bulgaria. So far,
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only the Czech National Bank and the Romanian Na-
tional Bank have increased policy rates but other central
banks are also likely to follow in 2019-2020.

In Turkey, the economy is rebalancing following a
long period of rapid growth fuelled by external debt. Fol-
lowing the sharp depreciation in the summer 2018 and a
rapid slowdown in domestic demand, the current ac-
count deficit fell in 2018 to the lowest level since 2009.
Turkey even posted a slight current account surplus at
the end of the year, thanks to a solid performance of au-
tomotive exports and shrinking imports volumes.

Looking forward, several risks must be monitored:

In Romania, the current account deficit widened fur-
ther to EUR 9.4bn in 2018 (or -4.6% of GDP) due to the
deterioration of the trade balance. The country also runs
a budget deficit of 3% of GDP in 2018. The growing twin
deficits increase the risk of a more abrupt gro wth cor-
rection.

In Turkey, the improvement in the external front is no-
ticeable, but FX amortization payments remains signifi-
cant. A decline in the availability of external funding
could have adverse effects on growth.

For the region, a main risk would be the escalation of
trade tensions and more precisely higher US tariffs on
car sector. Indeed, Central and Eastern Europe is
strongly integrated into global value chains with the
highest share of imported intermediate goods in exports,
especially in car industry. Indeed, the share of imported
inputs in Central and Eastern European exports reached
38% vs. 33% for the Association of South Eastern Asian
Nations that is usually cited as the most vertically inte-
grated region (especially in the electronics sector).
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