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Death by a thousand cuts for the global economy

There are still no definite signs that the first quarter of 2019 signalled the end of this stage of
slowdown, but some of the temporary factors slowing down growth from the middle of 2018
are receding. However, this long expansion phase is feeling the effects of the stresses and strains
of so many uncertainties and local negative shocks.

The first few months of 2019 did not provide the hoped-for comfort of a quick re-acceleration
of the global economy. Data in the first quarter continued to be surprisingly poor - and this has
now been the case for nine months both in developing countries and in the major developed
economies. The manufacturing sector output indicators continued to fall, but overall remained
at levels that are still compatible with an ongoing expansion (see Fig. 1). The global trade data at
the end of 2018 was highly negative, reflecting an abrupt slowdown in volumes imported from
developing countries and a significant stagnation of imports growth in developed countries (Fig.
2). The perception of a downward trend has been exacerbated by the reversal of the yield curve

as a matter of fact, economic data was sufficiently negative to ring some ala
the US than in the rest of the world.

were virtually unchanged as compared to a year ago, ined S is slowing.
However, Chinese car imports continue to contract, fafli
slightly better than figure of -18.7% for January.
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China is, in fact, still worthy of special attention. All of China's major commercial partners saw a
net contraction in flows (Japan, Korea, US) compared to a year earlier, or a net slowdown with
largely stagnant rates of change (Germany, Malaysia). The only exception was Australia, which
primarily ships raw materials to China. However, unlike 2015, the sharp contraction in trade
flows was primarily a reflection of adjustment to the higher tariffs put in place by the US and,
secondly, the slowdown in capital spending. Currently, growth is based more on consumption
and less on investment and exports. In our opinion, the slowdown, while significant, may be
further eased by monetary easing and fiscal stimulus measures in favour of business firms and
consumers. This does not rule out the case that the growth trend in the Chinese economy may
slow further in the next few years.

Luca Mezzomo

The results in the first quarter
continued to be surprisingly
poor

Some signs of stabilisation in
the automotive sector

Exports to China were still in
net decline in January, but
more as a consequence of US
tariffs
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The economic policy response is not limited to China. Almost all central banks in developed
countries have suspended the withdrawal of stimulus measures. The European Central Bank
announced new long-term refinancing operations to replace those expiring within the next few
years, and has extended the guaranteed stability period for official rates until December. The
Federal Reserve has signalled the suspension of the phase of interest-rate hikes, not anticipating
any return to lower rates until 2020. It has also announced that budget reduction through only
partial reinvestment of maturities will first be slowed, and then stopped. The impact on the
dollar interest-rate curve, which has levelled out considerably, should help developing countries.
The Bank of Japan continues to purchase financial assets at the fastest possible pace. In terms of
fiscal policies, an overall easing should be seen in 2019, and no restriction is anticipated in the
US, various European states and Japan until 2020.

A number of major factors for uncertainty remain in the short-term. The US could, indeed, still
decide to target car imports and parts. In Europe, the risk of the UK leaving without a deal has
increased, even though the critical date has been delayed to 12 April. At the time of writing, the

Parliament will manage to take control of the process and force a request
justified by a concrete alternative proposal (Customs Union 2.0 or a secon

third quarter.

How is this reflected in growth forecasts? Consensus
significantly in the past three months; a reduction of
US and the UK, 0.4% for Japan and the Euro
However, our projections had already been tri
somewhat more contained (see the table on
the assumption that quarterly gr
the return of temporary factors
this regard, it should be recogni
point, and that caution is required.
in France and China - the latter being
points for the global economy.

nada and 0.6% for ltaly.
r, so our downwards revision is

ding indicators are not yet signalling a turning
e are signs emerging that growth is stabilising
ar importance since it usually marks the turning

Consensus estimates for growth revised
sharply downward

The leading indicators for China are stabilising

— a good sign for the world econom
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Central banks reacted to the
slowdown by halting the
withdrawal of monetary
stimulus

While one factor for
uncertainty is receding
uncertainty factor (new tariffs
on Chinese goods), others are
still a threat

Further trimming of 2019
growth estimates.

The overall picture remains
positive, with a return to
higher quarterly growth rates
from the middle of the year
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Currency markets: euro still fragile

With the central banks now paralysed by the slowdown in the economy, rate curves have again
flattened. This trend compressed the USD-EUR and USD-JPY differentials, given that the Fed was
well ahead of the ECB and BoJ with the process of monetary policy normalisation. In theory, this
could be negative for the dollar. However, the dollar is bolstered somewhat by the stronger
cyclical conditions of the US and the increased sensitivity of exporting economies, such as those
in the Euro zone and Japan, to a global trade slowdown and protectionist threats. Economic
agents are, indeed, still going long on the dollar in their non-commercial positions. While
worries about the sustainability of this expansionary phase may benefit the yen and the Swiss
franc, they did not prove negative for the dollar; indeed, the correlation between the effective
dollar exchange rate and the VIX index recently increased and has remained firmly in positive
territory.

The outlook for the future:

be major positive surprises on the European front, calling into doubt p
rates).

= The market still needs to shake off excess expectations of Fed rate cut
2019. This could boost the dollar, although it must be acknowlé
expectations has had little detrimental effect in recent month

could complicate the picture (as with Turkey).

The highly uncertain outcome of Brexit is pot m for Sterling, but also for the
euro.

Finally, let us not forget devel
(the current account surplus
perspective, possible confirm
commodity currencies.

economy: major external rebalancing
wiped out), but also, from a cyclical
ust economic expansion. This might bolster

In conclusion, we still expect fluctuationsh the euro without any strong directional trends over
the next few months, although we continue to forecast a long-term upward trend deriving from
the balance of payments situations. We think the yen may once again weaken, against a
backdrop of continuing global economic expansion. With regard to sterling, a no-deal Brexit
scenario could see the pound drop to 1.25 dollars.

Exchange-rate forecasts

-24m -12m -3m 26/03/2019 +3m +6m +12m
EUR/USD 1.08 1.24 1.14 1.13 1.15 1.16 1.20
USD/JPY 111.33 105.40 111.35 110.14 110.7 111.0 112.0
GBP/USD 1.25 1.42 1.26 1.32 1.32 1.32 1.32
EUR/CHF 1.07 1.18 1.13 1.12 1.13 1.13 1.15
EUR/GBP 0.87 0.87 0.90 0.86 0.87 0.88 0.91

Source: Intesa Sanpaolo chart
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Global economic trends in 10 charts

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

~ " —t 4
2014 2015 2016 2017 2018
e (GlObaI e Advanced
v Emerging -=== 15y MAV Global

Source: Chart based on CPB ade Monitor, Thomson Reuters-Datastream data

lobal GDP

simanr »alance as a % of
-

2013 2014 2015 2016 2017 2018f 2019f 2020f
m Advanced countries m Developing countries

N.B. Figures as a % of GDP. Source: IMF, Fiscal Monitor, October 2018

Fig. F — Consumer price indexes for OECD countries
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Fig. G — Balance of payments: current account balances as a % Fig. H — Monetary base, G-3 (change, USD bn)
of GDP
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2000 2005 2010
e S/T Int. rate

2021p
Stati Uniti 2.9 2.4 1.9 1.6 1.7
Giappone 0.8 0.7 0.3 1.0 0.9
Area Euro 1.8 1.2 1.4 1.4 1.3
Europa orientale 3.2 2.5 2.5 2.4 2.2
America Latina 0.8 0.6 2.6 3.2 3.1
OPEC 0.7 -1.6 2.6 3.8 3.9
Cina 6.6 6.3 6.1 5.8 5.8
India 7.3 7.1 7.0 6.9 6.8
Africa 3.5 3.9 4.2 4.3 4.4
World 3.6 3.2 3.5 3.5 3.5

Source: Chart based on Intesa Sanpaolo data
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United States: a soft landing ahead?

Twenty-eighteen closed with yearly GDP growth at 2.9%, driven by the strong fiscal stimulus
from the tax reform. Growth this year will be held back by reduced fiscal stimulus, distortions
tied to the shutdown, and slowing global growth. Data referred to the end of 2018 and to the
beginning of 2019 are not yet complete, due to the federal government shutdown. The picture
for now is that the slowdown in domestic demand, transitory in part, is unlikely to interrupt the
recovery. The relevant question is how resilient the recovery is in the face of the risks stemming
from the global slowdown, the uncertainty surrounding trade and fiscal policies and the
tightening of financial conditions. Our scenario envisages GDP growth at 2.4% in 2019 and
1.9% in 2020.

1. The economy is slowing, but not overly so. 4Q GDP and December/January data outline a
rather sharp slowdown in consumption, probably due in part to the shutdown, likely to last in
1Q GDP but set to reverse in 2Q, as also reported by the Beige Book. Consumption growth
should slow to a modest rate around 1% t/t ann., and rebound in the following quarters,

market (Fig. 2). The February Employment Report was surprising, as it show
in payrolls’ growth (Fig. 1), at odds with all the other positive labour
Although further information will be required in the coming months, we exp
remain solid, averaging around 150k per month. If our forecast is supp
spending should reaccelerate.

Non-residential fixed investment growth should also slow j
uncertainty, weak exports, and the slowdown of the minin -4). 1Q forecast
growth is around 2% g/g ann. Orders of durable good jgn demand is
contributing negatively to growth. Trade tariffs have fi a limited effect on growth,
. The agreement reached
e talks with China, will reduce
, with a possible focus shift to
the car sector. The announceme j i sures in China, and the surprise
e risks.

e to political

the shutdown, but is likely to recover in late
1Q 2019, and more markedly in 2Q. On this’ front, risks are more concentrated after the
summer, when the spending laws exgifi 15t October will have to be renewed, and the
Treasury’s extraordinary measures to work around the debt ceiling will be exhausted. Net
exports should contribute negatively to growth this year, although part of risks weighing on the
global cycle could be defused by the announcement of major stimulus measures in China, and
with monetary policy providing ample support, as well as by the expected removal of the trade
tariffs imposed in 2018. By contrast, potential tariffs in the car sector remain a threat.

Financial conditions have become easier in 1Q 2019, after tightening at end-2018 (Fig. 5),
thanks to the downward shift of the yield curve, the recovery of stock indices, and the dollar’s
stabilization. As for political uncertainty, fig. 6 shows a return to normality at the shutdown'’s
end.

2. Growth driven by policy in 2019-20. The growth scenario for the next two years is contingent
on the economic policy decisions of Congress and the administration, and is subject to
significant risks, in light of the conflictual attitudes seen during the government shutdown. The
key issues relate to trade policy, the debt ceiling and the 2020 budget. Uncertainty remains wide
in terms of trade policy. The new NAFTA has not yet been approved by Congress. Negotiations
with China are ongoing: an agreement could be reached by the end of April, with a
commitment by China to increase its purchases of US products and, potentially, a partial
reduction in the 2018 tariffs. However, the Chinese Government’s actions will continue to be
monitored, with the risk of a flare-up of tensions. If the outcome on the Chinese front is
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positive, an even thornier chapter could open up - that of tariffs on the automotive sector,
which are opposed by Congress, manufacturers and trade partners. The President must reach a
decision by mid-May on whether he intends to follow up the Commerce Department report,
which is fuelling uncertainty and fears of possible downside effects on growth and upside
implications for prices. Two aspects of fiscal policy will be crucial in the second half of the year.
As of 1 March, the debt ceiling, suspended in February 2018, has been back in force. The
“extraordinary measures” might finance the Government until the Autumn, when risks of a
debt crisis could re-emerge, as happened in 2011. On 1 October, the spending bills will expire.
Barring an agreement in Congress, the existing legislation establishes lower discretionary
spending of around USD 150 billion in 2020. Fiscal policy could either be neutral or restrictive in
2020, depending on any agreements reached in Congress. In the worst-case scenario, there
could even be a new government shutdown, together with a debt crisis. Although unlikely in a
pre-election year, it is not impossible given the President’s unpredictability. Expected average
growth in 2019 is virtually “bullet-proof”, but for 2020, the possible scenarios vary widely and
are difficult to predict.

3. Monetary policy: the current rate cycle is probably at an end. The message of patie
in January, has been strengthened following the extremely dovish hints given at

projected median average for 2019 is for unchanged rates, with 11 stak ( ). For
2020, seven participants forecast unchanged rates and four ile the other
participants have higher projections. It was announced that th off process will
be scaled back from May and stopped in September. In P 15 billion in
Treasurles per month (mstead of USD 30 billion) wj to expire. From October,
f any agency redemption

payments will be reinvested in Treasuries. It has ecided when the portfolio will be
increased again: market conditions and gro circulation will determine the
desired level of reserves and hence t folio. In conclusion, the FOMC has
shifted into ‘wait-and-see’ mode, also on the regime under which the

economy operates, giving more Wei o be the “new normality” of moderate
growth, low inflation and ver aI rates. As a result, the tools available to
counteract a future recession will than in the past, making it essential that more
caution is exercised to maintain the recover . We forecast unchanged rates until late 2020.

Macro forecasts

2018 2019f 2020f 2018 2019p 2020p

1 2 3 4 1 2 3 4 1 2
GDP (constant prices, y/y) 2.9 2.4 1.9 2.6 29 3.0 3.1 2.7 2.5 2.2 2.1 2.4 2.0
g/q annual rate 2.2 4.2 3.4 2.6 0.7 3.2 2.5 2.0 1.8 1.7
Private consumption 2.6 2.5 2.2 0.5 3.8 3.5 2.8 1.3 29 2.5 2.3 2.2 2.0
Fixed investment - nonresid. 7.0 4.1 29 11.5 8.7 2.5 6.2 29 3.8 3.5 3.4 2.8 2.5
Fixed investment - residential -0.2 -1.5 1.0 -3.4 -1.3 -3.6 -3.5 -2.5 0.8 1.3 1.0 0.8 1.0
Government consumption 1.5 2.2 1.4 1.5 2.5 2.6 0.4 2.4 3.5 2.2 1.4 1.1 1.4
Export 3.9 2.0 2.4 3.6 9.3 -4.9 1.6 3.3 2.3 3.4 2.2 2.1 2.3
Import 4.6 3.5 3.1 3.0 -0.6 9.3 2.7 2.9 3.5 3.1 2.8 3.2 3.1
Stockbuilding (% contrib. to GDP) 0.1 0.3 -0.1 0.3 -1.5 2.7 0.2 0.0 0.3 -0.1 -0.1 -0.1 -0.1
Current account (% of GDP) -2.3 -2.7 -2.8
Federal Deficit (% of GDP) -6.4 -6.5 -6.8
Gov. Debt (% of GDP) 135.5 136.6 138.3
CPI (yty) 2.4 1.5 1.9 2.2 2.7 2.6 2.2 1.6 1.4 1.5 1.6 1.9 1.9
Industrial production (y/y) 4.0 2.7 1.9 0.6 1.3 1.2 1.0 -0.1 0.7 0.7 0.7 0.3 0.3
Unemployment (%) 3,9 3,6 3,3 41 3,9 3,8 3,8 3,8 3,6 3,5 3,4 3.3 3,3
Federal Funds (%) 1,9 2,5 2,5 1,5 1,8 2,0 2,3 2,5 2,5 2,5 2,5 2,5 2,5

Annualised percentage changes on the previous period — unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo
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Fig. 1 — Growth has peaked...
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ig. 8 — ...and uncertainty about the new ‘normal’ reduce risks
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Fig. 11 - Rate forecasts: dot plotand m "“-- _December 2018 Tab. 1 - Economic projections of members of the Federal
Reserve Board and of regional Federal Reserve Bank Presidents
— March 2019
Variables Median
45 45 2018 2019 2020 2021 Longer
4.0 ¢ 9 40 run
35 4 . o ° - 3.5 Change in real GDP 3.0 2.3 2.0 1.8 1.9
3.0 4 . = —~ vsee L 3.0 Sept. projection 3.1 2.5 2.0 1.8 1.8
25 - eoes aan. o5 Unemployment rate 37 3.5 3.6 3.8 4.4
oA - Steoee e, o Sept. projection 3.7 35 35 3.7 4.5
1’5 e —————— 1'5 PCE inflation 1.9 1.9 2.1 2.1 2.0
- ’ : : = Sept. projection 2.1 2.0 2.1 2.1 2.0
219 o hi%":"g 2zt loewim Core PCE 19 20 20 20
. arc Sept. projection 2.0 2.1 2.1 2.1
Fed Funds Futures 3/20/2019 Federal funds rate 24 29 3.1 3.1 2.8
Fed Funds Futures 3/28/2019 Sept. projection 24 3.1 3.4 3.4 3.0
Source: Intesa Sanpaolo chart from Thomson Reuters-Datastream and Federal Reserve N.B.: GDP and deflator: Q4/Q4 change. Unemployment: Q4 average.
Board data Source: Federal Reserve Board
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Euro zone: waiting for Godot

Euro zone growth has failed to meet our estimates of three months ago. The summer slowdown  Anna Maria Grimaldi
was not so temporary, and even at the end of 2018, GDP had grown by just 0.2% qoq, about
half of what was expected (ISP, in line with consensus and ECB’s December outlook). This is
primarily explained by idiosyncratic factors, such as a longer-than-expected slowdown in car
production (see Fig. 2), particularly in Germany, due to difficulties in adapting production lines’
to the new European diesel legislation, a slowdown in river transport in Germany due to low in 2019, but we still believe
water levels in the Rhine, protests by yellow vests in France, and tightening financial conditions the slowdown is temporary
in Italy. The car sector's weakness is expected to gradually recede in the coming months. and that GDP could speed up
Germany built up an overspend on vehicles between mid-2017 and mid-2018, although most of  £om mid-2019

this has probably been absorbed by declines in the summer and autumn - the trend in car

orders at end-2018 gives cause for hope. However, apart from idiosyncratic factors, it is now

clear that Euro zone manufacturing has been and still is impacted by the slowdown in

international trade (see Fig. 5). The EU Commission's composite PMI and ESI confidence surveys

Growth estimates downgraded

slowdown in export orders, settling at average levels (see Fig. 1) consistent,
more than 0.2%, including in the first quarter of this year. Our readin

forecast of last December. There are very few signs of re-accelerati ent, to say the
least, and February saw another fall in expectations for th g. 4). The only
positive signs to emerge in recent weeks are the recov ial production in January and
the as yet modest rebound in the ZEW Indicator of Eco ent for the next three/six
months.

Growth in manufacturing and Eurg
which is partly structural in nat
protectionism by the US admin
1.2% in 2019 and 1.4% in 2020

Less lively contribution by
exports. World trade slowing,
but not collapsing; we assume
a truce in the trade war.

r, our forecast for Euro zone GDP growth of
risk of a slide to protectionism subsides and a
truce with both China and the European Uni@h’ prevails. In its November 2018 macroeconomic
forecast, the European Commission ted that the effect of the measures already
implemented should have a limited impact on Euro zone growth in the short term (one year) of Byt otherwise, Euro zone
approximately -0.2%?2. If the majority of countries retaliate and tariffs increase by 2% overall,  growth would settle below
the effect on Euro zone growth would be more persistent, at around -0.4% in the medium  potential

term. The ongoing negotiations between China and the US should conclude by end-April, and it

is still possible that these will lead to a reduction in some of the tariffs imposed in 2018. The

attention of the US administration could then shift to the European Union, the area with which

the US has the second-largest trade deficit. There is a definite risk that a 25% tariff could be

introduced on cars (and components). President Trump is due to give his opinion by 18 May on

! We estimate that the collapse of car production in Germany (see Fig. 2) will have knocked at least 0.1% off
Euro zone GDP growth at the end of 2018 (the weight of German car production in total Euro zone value
added is 1.6%; car production in Germany fell by 5% goq between June and November).

2 The simulations take into account the impact of the measures on uncertainty (measured by an increase in
risk premiums) and productivity. If no new measures are introduced, the impact is expected to be
reabsorbed from the second year onwards, i.e. from 2020, as the Euro zone can count on trade flows
diversifying. The impact on the US and China will be more severe due to loss of market share, at -0.3% and
-0.6% respectively, after one year.
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whether or not to act by introducing tariffs on cars 3. Germany would be the most affected of
Euro zone countries. The German-based Ifo Institute “estimates that tariffs of 25% would have
an impact of EUR 5Bn (0.2% of GDP) if car sales to the US drop by about 50% (from the current
EUR 34Bn to EUR 17Bn). The impact for the European Union is estimated at around EUR 9Bn.

As regards other external variables, the contribution from oil and exchange rates should be
about neutral. Compared to our estimates of three months ago, we have downgraded our
forecasts of a rise in the average price of crude oil to USD 70 per barrel in 2019 and US 75 in
2020, from our previous estimate of USD 80 earlier this year. The contribution from the price of
oil will be about neutral as crude was already averaging around USD 70 in 2018. We expect only
a slight change in the next twelve months given the ECB’s decision to postpone the first rate
increase to 2020 and the announcement of new credit support measures.

Over the forecast horizon, we expect exports to grow by 2.4%, down from an average of 4.3%
over the previous six years, and imports to rise by an average of 3.0%. As a result, foreign trade

growth should still be underpinned by momentum in domestic deman
investments will be supported by growth in new loans (see Fig. 11) and by
remain historically very low (see Fig. 12). The new measures adopted by the
extending ultra-accommodative lending conditions well beyond 2020.

High capacity constraints and still very accommodative monetary co
investment remains stable at around 3.1% in 2019-2020, afte

development of the Euro zone's domestic politics coul
spending plans. The outlook for construction remains p,

intatto

The virtuous circle between decreasi
pretty much intact (see Fig. 8), d

arket, wages and consumption is
n. Business confidence surveys show
only a modest decline in hiring ew months of this year and remain at
levels consistent with employme of almost 2%, so above 2018's 1.5% yoy. The ECB
itself notes that the resilience in employm growth is due to structural factors: greater
participation (and employment) of ged 55 to 74 due to retirement-age reforms.
According to the ECB®, the scarcity of labour will put further pressure on wage demands in the
coming months; we are therefore confirming our forecast of 2.5% wage growth, after 2.2% in
2018. Real employment income should increase by 2.0%. Headline inflation returned to the
ECB's target at the end of the summer on the back of rising crude oil prices, then fell back to
1.5% in February 2019. The underlying price momentum has not changed significantly over the
past year (1.2% at the beginning of 2018). Inflation risks are to the downside, in the absence of
a lasting rise in domestic prices, so headline inflation is unlikely to stabilise at target. But with
growth in line with potential between mid-2019 and mid-2021, the slack in the economy will
remain unchanged, with the risk that the rise in core prices may slow. Our super core inflation
measure (see Fig. 13) dipped again, albeit marginally, at the end of 2018, pointing to downside
risks for our estimate of core inflation rising to 1.4% in 2019 and 1.6% in 2020-2021. An

3 Under Section 232 of the US Trade Expansion Act, if the President deems that actions are appropriate for
national security, the necessary steps must be taken within the following two weeks.

4 See "Effects of new US auto tariffs on German exports and on industry value added around the world”, 15
February 2019.

> See ECB working paper series no. 2235, February 2019
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Tariffs on cars would weigh
particularly on German growth

Oil and exchange rates neutral

Domestic demand still
supportive

Corporate investments are
expected to grow at a good
pace, but slower than in 2018

Construction is still expected
to grow

Virtuous circle between
decreasing slack in the labour
market, higher wages and
consumption is intact

The return of inflation towards
target depends on core
inflation rising to 1.6%

Intesa Sanpaolo — Research Department



increase in domestic prices remains key to ensuring medium-term convergence of headline
inflation to target, despite our assumptions of a rise in the price of crude oil to USD 75 per
barrel over the next two years, which are more aggressive than consensus estimates and the
implied rate in forward contracts.

Economic policies will continue to support the cycle. The ECB, noting the weaker-than-expected
outlook for the economic cycle, revised its interest rates guidance at its March meeting and
postponed the start of normalisation until 2020. Our core forecast is for a first interest rate hike
in June 2020, but we recognise that the outlook is very uncertain and that interest rate
expectations are more than ever conditioned by changes in macro data. The markets continue to
push out the date of the ECB’s first increase (see Fig.15). The ECB Council has also adopted a
series of credit support measures for the next two years aimed at avoiding funding congestion
for banks, caused by the maturity of outstanding bonds and the previous LTRO IIl. The ECB is
seeking to stimulate lending to once again boost the transmission of monetary policy impetus to
the real economy. The ECB will also keep the balance sheet level unchanged by continuing to
reinvest the APP portfolio “for an extended period of time”. The decisions taken

16). While star performer, Germany, has room for m
countries have decided to support the cycle by breaki
the current scenario of political fragmentatio
adoption of an EU budget and reform of Eur
European elections.

the downside, even though we have
ember. This is because of the high degree of
uncertainty, first and foremost on the, US inistration trade policies (see Fig. 17) and the
repercussions for trade flows (see Fig: ut also about the resilience of Chinese and US
growth. In addition, the political risks within the Euro zone must not be overlooked. In the short
term, the UK's resolutions on Brexit modalities could have significant consequences for the UK
and Euro zone economies if, despite exhausting attempts to reach an agreement, the result is a
hard exit. Preferences for a short extension to the deadline for reaching an agreement have
been be accommodated as Mrs May has managed to gain time until the end of June 2019.
However, it is by no means certain that a compromise will be reached, internally, on the long-
standing issue of the hard border with Northern Ireland. Aside from the UK, the European
political scene remains worrying, with support for traditional parties sharply fragmented almost
everywhere. The polls suggest that the European elections on 28 May are unlikely to see the
emergence of a populist majority at European level (see Fig. 20), but the protest movements
and/or parties will obtain greater representation in the European Parliament. In addition to the
European elections, there will be parliamentary elections in Spain (28 April), Portugal (6 October)
and Greece (20 October). The formation of governing majorities will require lengthy
negotiations, particularly in Spain. Lastly, the risk of early elections in Italy should not be
overlooked, given the continuing tensions within the current majority government, in which case
Italian rates could come under renewed pressure. Political risk will be contained everywhere by a
still positive growth picture, but a combination of low growth and further erosion of support for
traditional parties would not be good news for the markets.

The risks for the macroecon
downgraded our estimates comp
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The ECB has already taken
action to support the cycle

Fiscal policy moderately
expansive

Outlook highly uncertain

That’s politics, isn’t it!
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Macro forecasts

2018 2019f 2020ff 2018 2019p 2020p

1 2 3 4 1 2 3 4 1 2
GDP (constant prices, y/y) 1.8 1.2 1.4 2.4 2.1 1.6 1.1 1.0 0.9 1.3 1.4 1.5 1.5
- g/q change 04 04 0.1 0.2 0.2 0.3 04 0.4 0.4 0.3
Private consumption 1.3 1.0 1.4 0.5 0.2 0.1 0.2 0.1 0.4 0.4 0.4 0.4 0.3
Fixed investment 3.1 2.3 2.3 0.0 1.5 0.6 0.6 0.2 0.6 0.6 0.6 0.6 0.5
Government consumption 1.0 1.5 1.2 0.0 0.4 0.0 0.7 0.3 0.3 0.3 0.3 0.3 0.3
Export 3.0 2.4 2.5 -0.7 1.1 0.2 0.9 0.3 0.7 0.7 0.6 0.6 0.6
Import 2.9 3.0 3.0 -0.5 1.3 1.1 0.5 0.6 0.7 0.6 1.0 0.7 0.7
Stockbuilding (% contrib. to GDP) 0.1 0.0 0.1 0.2 -0.1 0.3 -0.4 0.2 -0.1 -0.1 0.1 0.0 0.0
Current account (% of GDP) 3.8 3.6 3.2
Deficit (% of GDP) -0.8 -1.0  -0.9
Debt (% of GDP) 869 852 8238
CPI (y/y) 1.8 1.5 1.5 1.3 1.7 2.1 1.9 1.5 1.4 1.4 1.8 1.9 1.6
Industrial production (y/y) 1.0 0.5 1.7 3.1 2.3 0.6 -1.9 -0.8 -0.2 0.5 2.3 2.6 2.0
Unemployment (%) 8.2 7.7 7.6 8.5 8.3 8.0 7.8 7.7 7.7 7.6 7.6
3-month Euribor -0.3 0.3 -0.2 -0.3 -0.3 . -0.3 -0.3 -0.3 -0.3
EUR/USD 1.18 1.15  1.21 1.23 119 1. 1.16 117 119 1.21

Annualised percentage changes on the previous period — unless otherwise indicated. Source: Thomson Reute

Fig. 1 - No shortage of negative surprises in the early-2019
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Fig. 3 — The slowdown in 2H18 is partly due to temporary

factors: lower car production following the entry into force of
the new EU diesel legislation
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Fig.” -PMh. 4 ES.  nint to weaker growth in early 2019

50 ' 20
~ L 1.5

el

- 0.5
- 0.0
- -0.5

45

1.0

4
¢ 1.5
as 2.0

2010 2012 2014 2046 2018
—— PMI Comp
Issll GDP qq%, rhs

e Economic Sentiment, standardized, rhs

Source: Thomson Reuters-Datastream

Fig. 4 — The expectations and export orders components of the
EU Commission's manufacturing survey do not bode well for a
rebound in GDP growth in the short term
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Fig. 5 — The slowdown in world trade will continue to weigh on Fig. 6 — The Euro zone cycle should benefit from still solid
exports fundamentals: capacity constraints should support capex
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Fig. 9 — Household consumption supported by growth in Fig. 10 - The unemployment rate is below pre-crisis levels in

employment income

Germany, Belgium and the Netherlands, but there is still scope
for reduction elsewhere
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Fig. 12 — Funding costs are still at an all-time low

Fig. 11 — Credit growth is solid
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Fig. 13 - Downside inflation risks. The various measures of core
inflation are not far from the lows seen at end-2014, and our

super core inflation measure has also fallen
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Fig. 16 — Fiscal policy will become more expansive
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Germany: engines coming to a halt as foreign demand fades further

The German engine, drove the Euro zone recovery between 2014 and mid-2018, has lost
momentum since last summer. The contraction in GDP in H2 last year was largely due to
manufacturing (-1.7% in the summer and -1.1% qoq in Q4), and to the longer-than-expected
decline in auto production (see Fig. 1) that was caused by difficulties adapting production lines
to the new WLTP (Worldwide Harmonised Light Vehicle Test Procedure) Regulations, introduced
in Europe in September 2018. We estimate that the contraction in car production between June
and December shaved -0.4% off GDP growth. Car production dropped further in January, but
we think the bulk of the correction is probably over. The automotive sector should see a
recovery in the coming months, given the order trend (see Fig. 2), but this will certainly fail to
fully offset the correction seen in recent months. Germany continues to spend more on
transport compared to the usual momentum (see Fig. 3)6. But even stripping out cars and the
unusual contraction in the pharmaceutical sector’, the manufacturing sector recorded a sharp
decllne at the end of the year. The slowdown in international trade and the Chinese cycle is

administration introduced 25% tariffs on car sales. As explained in the previo
Euro zone, the medium-term impact on German GDP would be negative
German car sales in the US would halve to EUR 17 bn.

While the growth slowdown is largely down to the manufacturi
expectations for other sectors is not particularly encouraging ( t data have led us
to significantly downgrade our growth forecast for Ger, i
the first six months of this
gone conclusion (see Fig.
growth to return to potential in
(-0.4% in 2019 and -0.2% in
d 2.2% yoy) in line with the trend

unchanged from last December, with growth
expected to remain around 1.6%. n and investment fundamentals continue to
provide strong support. Despite the sl under way, confidence surveys indicate that the
country is still operating under tough capacity constraints (see Fig. 9). The financial conditions
remain highly accommodative (see Fig. 10) and, together with the positive earnings trend,
indicate that corporate spending should continue to grow by an average of 0.8% qoq this year.
Corporate investment is expected to grow by an average of 2.9% in 2019, after 3.1% in 2018.
We expect construction to continue expanding (3.6% in 2019, after 3.3% in 2018). Aside from
deteriorating expectations in the IFO survey, the orders and permits situation remains consistent
with growth remaining largely positive in both 2019 (3.0%) and 2020 (2.8%).

Household consumption is expected to boost domestic demand in IH19. January’s figures show
that retail sales and car registrations were already re-accelerating in Q1 (see Fig. 12). Household
confidence remains high, with employment growth still sound at 1.1% yoy at the end of 2018.
Work subject to social security contributions grew much more strongly at 2.2% yoy (0.2% goq

6 According to the Bundesbank, the weak demand for cars could reflect a decline in interest from China,
although the bulk is due to the introduction of the WLTP. See the box on pages 47 and 48 of the February
2019 Bulletin.

7 The industrial sector’s weakness in the final months of 2018 is partly due to an unexpected correction in
the pharmaceutical sector after an unusually strong growth phase in the preceding months.
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No end to the lull initiated in
the summer

But we still expect growth in
line with potential from 2H19
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forecast for extremely sound
growth in corporate
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per quarter). Job creation is concentrated in business services and logistics, but also in health
and social services. The German labour market is, in fact, in full employment, and is witnessing a
shift from temporary jobs to positions subject to social security contributions, i.e. “good jobs”.
The immigrant workforce has filled more than half of the 660,000 positions subject to social
security contributions that were created last year8. The unemployment rate reached new lows in
2018, falling to 5% from 5.5% a year earlier. Confidence surveys data confirms that job
creation remained strong in Q1 this year, but it is reasonable to expect a slowdown of up to
0.7% in the current two-year period. Negotiated wages remained on a clear upward trend in
2H18, averaging 2.8% yoy after 2.2% in the previous three years. Wage agreements in 2019
will affect the services and distribution sectors. Demands published to date have increased
between 5.5% and 6%. Overall, wages are expected to continue growing at around 2.8% this
year. The entry into force of a cost-sharing system (between businesses and employees) for
health costs could have a calming effect. Inflation is expected to be roughly stable at 1.6% in
2019, after 1.7% last year, and then increase to 1.8% in 2020, partly due to a rise in core
inflation to 1.5%.

There is no doubt that the risks to growth remain, stemming primarily fro
and uncertainty about US policies on tariffs and duties. Germany has exces
savings to act as a buffer in the event of a protracted slowdown in foreign d
no excesses in lending growth or in price increases for real or financial asse
to fears of the German economy undergoing a more negative and lasti . dition,
fiscal policy could be leveraged more actively. The public accounts a balance of
payments surplus (1.7% in nominal terms and 1.4% net of the gto61% in
3Q18 from 67% in 2017. We anticipate moderately expansive i urrent two-year

Macro forecasts

shocks

Germany can leverage on fiscal
policy in the event of adverse

2019p 2020p

2 3 4 1 2 3 4 1 2
GDP (constant prices, y/y) * 2.0 1.2 0.6 0.6 0.5 1.2 1.4 1.5 1.5
- g/q change . 0.5 -0.2 0.0 0.3 0.4 0.4 0.3 0.4 0.3
Private consumption 1.7 0.4 0.2 -0.3 0.2 0.6 0.5 0.4 0.4 0.4 0.5
Fixed investment 2.9 1.1 0.6 0.4 0.9 0.6 0.8 0.8 0.8 0.6 0.7
Government consumption 1.8 -0.4 0.8 -0.3 1.6 0.4 0.4 0.4 0.5 0.5 0.4
Export 2.6 -0.2 0.8 -0.9 0.7 0.6 0.5 0.9 0.7 0.9 0.3
Import . . 34, -03 1.5 1.3 0.7 1.0 0.3 0.4 1.4 1.0 0.7
Stockbuilding (% contrib. to GDP) 0.6 -0.3  -0.1 0.0 0.3 0.9 -0.6 -0.1 -0.2 -0.3 0.1 -0.1 0.0
Current account (% of GDP) 7.7 7.2 6.7
Deficit (% of GDP) 1.2 1.1 0.5
Debt (% of GDP) 60.1 56.7 537
CPI (yty) 1.9 1.0 1.4 1.5 1.9 2.2 2.1 1.5 0.9 0.5 1.3 1.9 1.6
Industrial production (y/y) 1.0 0.5 1.7 3.8 27 -03 -21 -2.2 -1.2 1.9 3.4 3.2 2.1
Unemployment (%) 5.2 5.0 5.0 5.4 5.2 5.2 5.0 5.0 5.0 5.0 5.0 5.0 5.0
10-year yield 044 026 068 059 048 033 036 013 011 032 047 053 0.62

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

8 Although immigration from third countries has fallen from a peak of 500,000 in 2016, it remains high and,
according to FSO and Bundesbank estimates, is likely to have been around 400,000 in 2018.
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Fig. 1 - GDP, manufacturing output and ...
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Fig. 6 — ... on industrial output
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Fig. 7 - But the IFO survey suggests manufacturing is not the
only sector slowing
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Fig. 9 — Severe capacity constraints remain
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Fig. 11 — Construction orders still suggest contir ad strong
growth in the sector

6 6
4 4
2 2
0 0
2 -2
41 »
e e
-8 A———————————— 31

00 02 04 06 08 10 12 14 16 18

e Constr Inv buildings Q-0-Q %
ik Orcers buidings

Source: Thomson Reuters-Datastream

20

Fig. 8 — PMI and IFO report downside risks to our GDP growth

forecasts of around 0.3% qog in 1H19
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Fig. 12 — Retail sales and car registrations indicate that
recovering in early 2019
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France: after a lacklustre winter, the economy begins to accelerate

The economic slowdown seen at the end of 2018 should come to an end in the first quarter of
the year, when we expect steady re-acceleration of the cycle, thanks in particular to the positive
contribution of the manufacturing sector, which bounced back significantly in January. Overall,
the economy proved to be more resilient than was initially expected: we therefore predict
growth of 0.3% qg/q for the current quarter (the same rate as the previous quarter), but risks to
the forecast have shifted upwards. Furthermore, in the first few months of this year, the “yellow
vest” protests, while not entirely suppressed, did not have the virulence they did at the end of
2018. In annual terms, growth moved up from 0.9% to 1.0%. We revised our 2019 growth
forecast downwards, with GDP at 1.5%, up from 0.9% in 2018.

Consumption fell in December (-1.5% m/m), but bounced back in January (+1.2 m/m), driven by
the automotive sector (+3.0% m/m from -4.0% m/m) thanks to new car registrations. Between
February and March, consumption should have continued to grow, albeit at a lower rate, with
household spending set to make a positive contribution in the first quarter, compe, r
the contraction at the end of 2018. Consumer confidence, as recorded '
lower than the historical average, and the correction seen in the autumn (av
91 down from 97 in summer) seems to be stabilizing slowly, although we belie!
confidence at the end of 2017/start of 2018 is behind us. For the curren dict that
consumption will return to normal, at around 1.2% (weaker than o 1 ported
by improvement in the job market and by a marginal reduction in the ta

because of the slowdown in manufacturing, and the hou

also fell during the autumn, after the stagnation seen i e forecast robust growth in
investments for the current quarter, of around 0.7% g/ 2% g/q. This is supported
by the manufacturing rebound and a continug wing in the public component
recorded at the end of the year. Household i till rather weak, but should start to
pick up again after the spring. The vestments is therefore expected to
grow to 2.9%, up from 2.6% vadcompared to our previous stabilization

estimation.

Following December's stagnation, the r industrial output seen in January (+1.3% m/m,
largely thanks to the manufacturing se ad a positive impact in the first quarter and is now
on course for solid growth (+1.2% g/g from -0.5% q/q), with a contribution to GDP of more
than one decimal point. Following the slowdown at the end of last year, manufacturing sector
confidence surveys conducted by INSEE now point to confidence stabilizing. PMI indexes for
January and February also point to a return to above 50 (51.4), indicating a resumption of
activity. Industrial output for the current year is therefore expected to expand at a rate of
around 2%, up from 0.4% in 2018. Services also saw a slowdown at year-end, as confirmed by
PMI index levels: surveys show the situation in services at the start of the year remains virtually
unchanged as compared to December but, from February, the sector began to expand once
more (50.2, up from 48.4 in December and January). Finally, the construction sector continues
to buck the trend of the summer, and continues to expand and is also supported by the
confidence indicators for growth in January and February (INSEE indices at 110, up from 109).

Foreign trade added two decimal points to growth in the fourth quarter, driven by the rise in
exports from 0.2% g/q to 2.3% g/q at year-end, which more than offset imports (from -0.3%
g/q to 1.4% a/q) thanks to aircraft and shipbuilding orders. We predict growth in imports in the
current quarter, supported by the upswing in consumption, only in part offset by exports, which
should contract after the surge at year-end. The prospects for foreign trade therefore remain
uncertain this year, due to the presence of external risks (Brexit, US auto tariffs, Chinese

Intesa Sanpaolo — Research Department

Macroeconomic Outlook
March 2019

Guido Valerio Ceoloni

The French economy proved to
be more resilient than
expected

Consumption is stabilising but
it remains the first pillar of
growth

The return on public
investment is supporting GDP,
albeit poorly

Industrial output rose in the
first quarter, services slowed
while construction continued
to expand

External risk will weigh on
foreign trade, which will
impact growth in 2019

21



Macroeconomic Outlook
March 2019

slowdown): exports have so far slowed to 2.5% this year, compared to 3.0% in 2018, but
imports should grow more than in 2018, by 2.3% compared to 1.2%, due to increased
consumption. Overall, the contribution of foreign trade will be marginally negative this year.

Inflation abruptly slowed in January, moving from an average level of around 2% in the last
quarter of 2018 and settling at around 1.2% between January and February. The slowdown was
in large part explained by the most volatile component linked to food products, while the
underlying index has remained more or less stable, from the autumn until now, at around
0.5%. We predict that in the next few months the supporting index will remain fairly stable,
before gradually accelerating to around 1% in the second half of the year; notwithstanding this,
inflation has stabilized in 2019 to around 1.3% compared with 1.9% in 2018, revising
downwards the previous estimate of approximately three decimal points.

The job market continues to improve gradually, with a fall of three decimal points in
unemployment in the fourth quarter (from 9.1% to 8.8%), having remained stable in third
and fourth quarters. Over the year, this fall should continue at the rate of aroun r
quarter, giving an annual average of 8.7%, down from 9.1% in 2018.

situation is still characterized by domestic risk (of a political nature) and (Brexit),

] is still linked
the intensity
seen in the autumn, the last few weeks have seen hotbeds of, iteffand we predict
i ' is a best-case
ear, leading to
derailment that will dilute the impact of the planned s, in particular about any
reduction of the rigidity of the job market and ublic expenditure, with a
negative impact on 2019-20 growth. The ot N ¢ at of a no-deal Brexit, which

Europe, especially the autom C ng the most exposed country after
Germany. Furthermore, a trade
the level of confidence in the m
profile of manufacturing investments

ectors, which could further compromise the
trade.

Inflation will slow this year to
around 1.3%

Unemployment will fall to
around 8.7% in 2019

Foreign and domestic political
risk will have an impact on the
outlook

Macro forecasts

2018 2019f 2020f 2018 2019p 2020p

1 2 3 4 1 2 3 4 1 2
GDP (constant prices, y/y) 1.5 1.3 1.4 2.2 1.7 1.3 0.9 1.0 1.2 1.4 1.5 1.5 1.4
- g/q change 0.2 0.2 0.3 0.3 0.3 0.4 0.4 0.4 0.3 0.3
Private consumption 0.9 1.2 1.4 0.3 -0.1 0.4 0.0 0.3 0.5 0.4 0.4 0.3 0.3
Fixed investment 2.9 2.6 2.3 0.2 0.8 1.0 0.2 0.7 0.7 0.6 0.6 0.6 0.5
Government consumption 1.0 1.4 1.5 0.1 0.3 0.2 0.4 0.4 0.4 0.4 0.4 0.4 0.4
Export 3.0 2.5 2.7 -0.5 0.0 0.2 2.3 -0.2 0.5 0.6 0.6 0.7 0.7
Import 1.2 2.3 2.7 -0.8 0.6 -0.3 1.4 0.3 0.6 0.7 0.7 0.6 0.7
Stockbuilding (% contrib. to GDP) -0.4 -0.3 -0.3 -0.1 0.2 -0.4 -0.2 0.0 -0.1 0.0 0.0 -0.1 -0.1
Current account (% of GDP) -0.6 -0.6 -0.4
Deficit (% of GDP) -2.6 -34 28
Debt (% of GDP) 99.0 994 972
CPI (yty) 2.1 1.3 1.4 1.5 2.1 2.6 2.2 1.4 1.2 1.4 1.4 1.4 1.4
Industrial production (y/y) 0.4 2.1 2.1 2.5 0.5 0.4 -1.7 0.9 2.0 2.2 3.5 2.7 2.3
Unemployment (%) 9.1 8.8 8.1 9.2 9.1 9.1 9.0 9.2 8.7 8.6 8.5 8.3 8.2

Annualised percentage changes on the previous period — unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo
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Fig. 1 - Contribution to GDP
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Fig. 3 — Household spending, purchases of durable goods and
consumer spending
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ig. 2 — GDP and confidence indicators
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Fig. 6 — Industrial output and GDP
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Fig. 7 - Activity indexes for the various manufacturing sectors
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Fig. 9 — Trade balance
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Fig. 8 — Production capacity utilisation and level of investment

as a proportion of GDP
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Italy: between Scylla and Charybdis

We have revised down our forecast of Italian GDP growth in 2019-20, to 0.2% from 0.6% this
year, and to 0.7% from 1% next year. We expect the investment trend to stagnate overall in the
current biennium. Despite the revision, risks remain skewed to the downside, mostly in light of
the difficult choices that will have to be made in drawing up the next Budget Law: the
government will have to navigate choppy waters between the Scylla of excessive austerity, and
the Charybdis of financial tensions in the event of fiscal indiscipline (although the situation
should not come to a head before next autumn).

We have recently revised down our forecast of Italian GDP growth in 2019-20, to 0.2% from
0.6% for this year, and to 0.7% from 1% next year. We had been signalling the existence of
substantial downside risks to forecasts for quite some time: monthly indicators on the trend of
the Italian economy were unanimously negative until just a few weeks ago, and only the latest
releases have sent slightly less negative indications: an upward revision of 4Q GDP, with a

1) a possible recovery of global moval (or at least the easing) of some
factors of uncertainty weighin enario; this is because in the next few months
we expect at least a truce on the tariff war t, @ waning of the effects on the car sector of
the introduction of new regulatio esel engines, and the resolution of the issues
clouding the outcome of Brexit;

2) the effects on consumption of the citizen’s income, which should be implemented starting in
April (we estimate an impact on the income of households of +0.3% in 2019 and +0.4% in
2020, which could translate into an impact on real GDP of one tenth this year, and two
tenths next year).

The slowdown in GDP this year (0.2% from 0.8% in 2018) is all due to investments (our
estimate: -0.2% from +3.2% last year), whereas consumption should keep up the trend seen in
2018 this year (0.6%), subsequently accelerating in 2020 (to 0.9%). Vice versa, we expect
business investments to remain essentially stagnant next year as well (0.3%). In essence, we
expect somewhat of a divergence between consumption and investments on the two-year
forecasting horizon. In fact, the condition of households, as signalled by persistently high
consumer confidence, still seems positively set, supported by the ongoing growth of
employment and disposable income (driven by the recent increase of contract-based wages, as
well as by the implementation of the citizen’s income for underprivileged households).
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Vice versa, two different factors are weighing, and will continue to weigh in the near term, on
business sentiment and capex spending:

» The most important is probably the uncertainty still clouding the scenario at both the
international and domestic levels: on the national front, risks have eased following the
agreement reached with the EU at the end of 2018, but uncertainty still persists, due both to
the limited predictability of economic policies (not only on the fiscal front but also, for
instance, on infrastructures), and to the sword of Damocles represented by the possible
increase in the tax burden implied by the safeguard clauses from 2020 onwards;

» In the past few quarters, businesses have seen a deterioration of their profitability, at least in
terms of gross operating profit, both in year-on-year terms (-0.9% y/y in 3Q 2018, from a
peak of +11.9% in 2Q 2016) and as a share of value added (42.4% on average in the past
four quarters for which data are available, the lowest level in two and a half years, on the
decline from a high of 43.3% hit between end-2016 and mid-2017); so far, non-financial
businesses, despite lower margins, maintained a relatively high investment rate, at least as of
3Q 2018 (last available reading: 22.1% in the past four quarters, the highest rate i
years), but the investment propensity of businesses is likely to have decreased sig
late;

(and for large corporations in particular); furthermore, the Budge
amortisation option for investments in new capital goods, ich
negligible role in reactivating the investment cycle over re ; this front, several
press sources report that the government could be ¢

batini quater in an extended
version for the investments of S italfs d less stringent rules on the issue
of mini-bonds, a comeback of drate mergers and stricter rules to fight
delocalisation (in addition to poOsting the construction sector approved
uncil of Ministers held on 20 March); should
ing impact on the investments of businesses
Inancing sources have been disclosed to date).

this decree effectively be approved, the r
could be significant (although no de

Among the other components of demand, we expect inventories to make a significantly
negative contribution on average in 2019 (mostly for statistical reasons in relation to the final
part of 2018), whereas foreign trade should contribute positively, thanks to a more lively
recovery of exports than imports (following the slowdown of flows in both directions last year).

Risks to the scenario, even following the recent revision, remain skewed to the downside, as  Risks to the scenario still
forecast assumptions include a quarterly acceleration in growth of which there is no sign, for the ~ skewed downwards
time being, in the forward-looking indicators (and specifically in businesses confidence indicators

in the manufacturing sector, which at least until February continued to worsen). The main risk

factors are again two, one of external origin, one domestic:

failure to overcome the sources of uncertainty of an international nature, as described above,
with particular reference to the possibility of a re-exacerbation of the tariff war (Italy would be
one of the hardest hit countries if tariffs or quotas were imposed on European car imports
into the United States, not so much as a direct impact, but mostly due to the negative effects
on car component exports to Germany); a no-deal Brexit outcome could also have far from
negligible effects, on some specific sectors especially (food, pharmaceuticals); these two
factors combined could hold back Italian growth by 0.2-0.3% over a one year horizon;
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= the main risk factor on the domestic front is tied to the political scene: in our view, the
greatest danger is tied not so much to the possibility of early elections (which nonetheless
cannot be ruled out, also depending on the outcome of the European elections, anytime
starting from mid-2019 on), as to the challenges posed by the next Budget Law session.

The fiscal policy scenario remains crucial, with reference both to the effects on the economic
cycle and to potential repercussions on the financial markets. The government, at the end of
2018, proved it pays some attention to the risks tied to a potential European excessive deficit
procedure and to adverse developments on the financial front. At least in theory, therefore, the
final outcome this year may again be a compromise between the understandable need to
implement some electoral promises and a reasonable dose of fiscal discipline. However:

= as was the case last year, the government is unlikely to renounce making the Budget
expansionary, at least at an initial stage, which could generate concern among investors; in
fact, the government parties may even raise the stakes, considering that already as we write
the political debate is startlng to shift back to the maln economic policy proposal contaiped in

main proponent, the Lega, between 12-15 billion, as opposed to an est
billion according to impartial commentators).

= The scenario seems more obstacle-ridden than last year, as the s
2020 amount to 23.1 billion euros, roughly twice as much as Iast y
only in order to prevent a VAT hike (which the government
want to deactivate), financing worth 1.2% of GDP will ha

neutral budget (net of the
sterilisation of VAT i increases, that was not prlced into ions of operators), this year

As mentioned above, our baselin an acceleration of growth to 0.7% in
2020. However, the evolution i ain risk weighing on our forecast. Should
the VAT hikes be as indicated per cent for both the ordinary and reduced
rates), the resulting negative impact on gro would be by around half a percentage point
(also possible through alternative mea a high multiplier). Vice versa, if the government
does not carry out the required adjustment, the deficit would rise to over 3%, and the resulting
effects on the financial markets (accompanied by likely downgrades and the activation of the
European infraction procedure) would determine a tightening of financial conditions, also with
dampening effects on growth. In other words, the government will presumably have to navigate
choppy waters between the Scylla of excessive austerity, and the Charybdis of financial tensions
in the event of fiscal indiscipline. A “virtuous” mix of the two alternatives would be desirable (a
partial correction, worth at least 10-15 billion, with financing measures with not too high
multipliers, better if accompanied by structural reforms at zero cost on the balance sheet front,
and one-off debt reduction measures). Our baseline is a 2.8% deficit in 2020, as a result of a
50% coverage of safeguard clauses (with low multiplier measures).

In any case, we believe the moment of truth, as was the case last year, should come not before
the autumn, with the official opening of the new Budget session, namely with the unveiling of
the Update Note to the DEF economic and financial planning document at the end of
September. The DEF due to be published by 10 April is unlikely to already outline the
government’s orientation on how to deactivate the safeguard clauses and which expansionary
measures to put in place. In June, the monitoring of Italian public accounts provided for in the
agreement signed with the EU will shed light on any discrepancies with the targets agreed with
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Brussels for this year. In our view, the trend of the deficit will only result in a limited breach in
terms of both the nominal deficit (to 2.3% based on our forecasts) and structural (as the
worsening of the deficit is entirely due to the cycle). Therefore, there could be no need for an
emergency budget. However, debt will be the most pressing problem, set to rise this year based
on our estimates by over half a point (to 132.8%) even if the goal of achieving one point of GDP
from privatisations is reached (as opposed to a one point drop as per the government’s policy
framework scenario). Focus will be on how the EU Commission reacts to failure to reach the
debt target. In our view, Brussels could postpone until the 2020 Budget any request for actions
to restore the debt/GDP ratio to a more favourable path (although its evolution in the coming
years does not seem reassuring, either). In a nutshell, the autumn budget session is when all the
hitches will emerge. Before then, the risks of negative developments on the market seem
relatively contained.

Macro forecasts

2018 2019f 2020ff 2018 2020p

1 2 3 4 1 2
GDP (constant prices, y/y) 0.8 0.2 0.7 1.4 1.1 0.3 0.6 0.7 0.7
- g/q change 0.2 0.1 0.2 0.2 0.2 0.2
Private consumption 0.6 0.6 0.9 0.3 0.0 0.2 0.2 0.2 0.2
Fixed investment 3.2 -0.2 0.3 -1.3 2.5 -0.2 -0.1 0.0 0.2
Government consumption 0.2 -0.1 0.0 0.0 0.1 0.0 0.0 0.0 0.0
Export 1.4 3.6 2.3 0.6 0.6 0.6 0.6
Import 1.8 2.6 2.3 0.6 0.6 0.5 0.5
Stockbuilding (% contrib. to GDP) -0.1 -0.5 0.0 0.1 0.1 -0.1 -0.1
Current account (% of GDP) 2.6 2.6 2.7
Deficit (% of GDP) -2.1 -2.3 -2.8
Debt (% of GDP) 132.1 132.8 133.4
CPI (y/y) 1.2 1.0 1.5 1.7 1.0 0.9 1.1 1.4 1.4
Industrial production (y/y) 0.7 0.0 -0.2 -2.4 -1.3 -0.7 0.3 1.8 1.7 1.5
Unemployment (%) 10.6  10.3 10.3 106 10.5 104 103 102 10.1 10.0
10-year yield 2.59 2.87 283 329 275 261 289 324 362 378
Annualised percentage changes on the previous peri nless @ ource: Thomson Reuters-Datastream, Intesa Sanpaolo
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Fig. 1 — Consumption will be the main driver of growth in the Fig. 2 — The quarterly profile of growth should improve in the

current biennium. Inventories will slow GDP significantly in second half of 2019
2019, balanced in part by foreign trade
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Fig. 6 — ... expected to resume growing in the second half of

Fig. 5 — Disposable income of househoulds still postiveiyl set...
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Fig. 7 — Trend of businesses’ assessment of domestic orders of Fig. 8 — ... but January 2019 data, on output in particular, are

capital goods still on the decline (as also that of hard data on attempting to recover
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Fig. 13 - Flows in both directions moderated in the closing part

of 2018...
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Fig. 14 — ... but we think exports may recover in the course of

the year, in the wake of a gradual recovery in global demand
addressed to Ital
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Spain: economy remains strong, ignoring political chaos

The Spanish economy continues to exhibit unusual resilience, unlike the rest of the Euro zone.  Anna Maria Grimaldi
The national economy grew 2.5% in 2018, slower than the 3.0% recorded in 2017, but still
well above expectations for the fourth year running: the most recent European Commission
forecasts were for 1.5% growth. GDP rose a further 0.7% qoqg in the fourth quarter,
outperforming the 0.6% qoq growth recorded in the previous nine months. Fiscal policy helped
to boost growth by around 0.4% in 2018 through a combination of tax rate cuts for the lower-
to-middle income classes and spending increases. However, the strong finish in 2018 was largely
linked to exports picking up: national accounts showed 1.9% qoq exports growth, against
virtually zero growth in the previous three quarters. By contrast, corporate investment fell 1.7%
gog, while consumer spending slipped to 0.5% qgoq, compared with 0.8% qgoq in 3Q18. The
geographical breakdown shows that demand for exports fell in developed countries, but was
more than offset by higher demand in Asia (see Fig. 4). Post-financial crisis measures designed to
restore competitiveness
— by reducing labour costs and diversifying destination markets — appear to have yieldéd*asting
results. The composite PMI confidence indicator and the European Co i
Sentiment Indicator (ESI) suggest that momentum is set to slow slightly, do
goq in early 2019 (see Fig.1). Industrial output was strong at the start of 2019

substantial positive benefits during the first quarter (see Fig. 2). How ntry will
inevitably be affected by the decline in global demand (see Fig. 3). Fore eveal a
5.5% mom fall in exports at the turn of the year, which reflects wa for finished
industrial goods and intermediate goods. Over the forecasti ticipate that

but lower than the 5.2% recorded in 2017. Export grow
volumes over the forecasting period. As a result, f

modest yet positive contribution. The current account s i o continue, but down at
1.0%, rather than the 1.8% recorded in 2018 nce is already back in negative
terrain, both net and inclusive of energy. Spai intain a balanced growth path and a

We think that the growth phase
returned to positive territory, the la
addition, domestic demand will con 0 be supported by expansionary fiscal policies. Consumer spending strong but
Household consumption is expected to rise by 1.8% in 2019 and 1.6% in 2020. The slowdown slowing

is linked to weaker employment growth, as indicated in the latest confidence surveys (see. Fig.

8), with solid salary growth, albeit no longer at the same pace — up 2.4% in January 2019

compared with 1.7% in 2018 (see Fig. 9) — with inflation rising to around 2%. The prospective

slowdown would be welcome in light of the decline in savings rates over recent years (see Fig.

7). The unemployment rate continued to fall, coming in at 14.1% in January; we anticipate that

unemployment could drop to as little as 13.4% by the end of 2019 if participation rates

increase. Participation began to decline again in the summer quarter and remains below pre-

financial crisis levels (see Fig. 10), which suggests that labour market conditions are still fragile

and require structural intervention. There has been an upturn in negotiated wages since end-

2017 (see Fig. 9) but there is little risk of overheating as there is plenty of slack in the labour

market, with the long-term unemployment rate still at 24% from 34% at the peak of the crisis.

Corporate investment is expected to continue to grow, sustained by favourable financial  Investment in machinery and
conditions. Nonetheless, we anticipate that investment growth will slow to 2.5%, after what  construction slowing

seems like an excessive increase in corporate spending (6.0%) given capacity constraints (see Fig.  compared with 2018

5), earnings trends and expected demand. Construction growth beat expectations in the

autumn quarter: 5.5% in 2018, compared with 4.6% in 2017. More moderate quarterly growth
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rates at less than 1.0% goq would prevent the formation of additional excesses. We predict
3.2% growth in 2019. Sizeable increases in corporate investment since 2014 — on average up
7% per year — gives us reason to hope that such investment will contribute more to potential
growth in the medium term.

The outlook for public finances is improving due to the extremely favourable cyclical conditions,
but the 2019 budget is still in breach of the medium-term targets. The process of reducing the
nominal deficit has shifted from 4.5% in 2016 to 2.7% in 2018. Economic performance
suggests that it should still be possible to bring the figure down by around 2% in 2019. In the
absence of a budget for 2019, the structural balance is expected to drop three percentage
points during the current year to -3.2% of GDP. Debt is expected to fall to 96.2% in 2019 and
95.8% in 2020 (2018: 96.9%).

As in the rest of the Euro zone, risks are to the downside and mostly linked to the international  Risk of a protracted deadlock
situation. There is also significant domestic political risk: the forthcoming elections on following the elections on 28
are unlikely to result in a majority government in the near future, given the frag April

majority is likely to be very narrow. For a country that is used to a biparti§a it is not
easy to get used to rule with a coalition. But there are few altegms ate on
electoral reform is not advancing either.

Macro forecasts

2018 2019f 2020f 2019p 2020p

4 1 2 3 4 1 2
2.4 2.4 2.3 2.1 2.0 1.9
0.6 0.5 0.5 0.5 0.5 0.5
0.6 0.5 0.5 0.4 0.3 0.2
0.8 0.8 0.7 0.4 0.5 0.5
0.3 0.3 0.4 0.2 0.1 0.0
0.7 0.6 0.8 1.0 0.5 0.8
1.4 0.7 0.8 1.0 1.0 1.0
0.2 0.0 0.0 0.1 0.3 0.3

GDP (constant prices, y/y) 2.5 2.3 1.9
- g/q change

Private consumption 2.4
Fixed investment

Government consumption

Export

Import

Stockbuilding (% contrib. to GDP)
Current account (% of GDP)
Deficit (% of GDP) .
Debt (% of GDP) . 95.4
CPI (y/y) 1.7 1.7 2.1 1.1 1.8 2.3 1.8 1.3 1.7 1.6 2.3 2.5 2.2
Unemployment (%) 153 142 136/ 162 154 149 146 144 143 141 139 137 137

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

Fig. 1 - The composite PMI and ... industrial output figures consistent with GDP growth
of 0 % qoq in early 2019, broadly the same pace recorded
in 2018H2
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Fig. 3 — The outlook for exports is subdued
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Fig. 5 — Investment has now peaked but sustained growth may
continue
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Fig. 7 — Consumption has now pe. .ouseho ;are
spending more of their income. Savings rate sti’ alling and
below 2007 lows
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ig. 4 — Demand in Asia is supportingSpanish exports
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Fig. 8 — Business confidence surveys indicate a slowdown in

employment growth
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Netherlands: the economy slows, risks for outlook increase

The fourth quarter was unexpectedly positive for the Netherlands, which saw a jump in GDP to
0.5% a/q, up from 0.1% g/q, while the other main economies in the Euro zone slowed or at
best remained stable. A detailed analysis shows that the main contribution came from domestic
demand (0.5), but foreign trade also made a significant contribution (0.4), which compensated
for the virtually full reduction in inventories (-0.4). We predict a slowdown in growth of two
decimal points for this quarter, to 0.3% g/q, with an annual change of 1.6%, down from 1.8%.
GDP should normalise to around 1.5% in 2019, down from 2.5% in 2018, revised upwards by
one percentage point compared to the previous estimate.

Having stagnated in autumn, consumption increased by 0.5% g/q at year-end, with an annual
profile of 2.5% for 2018, up from 1.9% for the previous year. We estimate a slowdown of
0.3% g/q for this quarter, with expected annual growth of 1.5% in 2019. Confidence surveys in
January and February showed a deterioration in household confidence for the first time since
2015, with the propensity to spend also being undermined; data on household spending in
January shows annual growth stationary at 0.9%, the lowest since June 2016. A slow Rin
the rate of consumption was expected after four years at a sustained rate and this s w
oW

The fixed investment sector recorded a jump to 0.7% g/, u
production investments component fell from -2.0 g/q to -
manufacturing trend for the entire Euro zone. Convers
a/g, up from -0.6% q/q, still stimulated by constant
reached the maximum pre-bubble rates of August
reached a new record high in January. Compared

not yet the start of a reversal of
main domestic risk to growth, a
which removed over half a per
2019, fixed investment is expec
production component less lively than,the
accommodating financial conditions.

e trend in property prices poses the
of a new property bubble, something
GDP growth between 2012 and 2013. For
2.0%, down from 4.7% in 2018, with the
ential component, which is still stimulated by

As yet, foreign trade does not seem to have suffered from the manufacturing slowdown, having
contributed 0.4 to GDP in the last quarter. The abrupt slowdown in imports (-2.1% qg/q, down
from 1.2% qg/g) due to the fall in investment in machinery in the quarter helped the trade
balance, but despite this there was a fall in exports of -1.3% a/q, down from +1.1% qg/q due to
the drop in German manufacturing. Rebounding of exports in January had a positive impact on
the first quarter, in which we expect a positive contribution from foreign trade. The annual
average for exports is expected to slow to 1.9% y/y, down from 2.6% y/y, due also to the effect
of greater uncertainty in global trade (in particular in the US market, which is the fourth largest
for Dutch exports). Imports slowed from 2.6% y/y to 2% y/y due to the reduction in
consumption. This year the net contribution of exports to growth is likely to be negative.

In harmonised terms, inflation remained stable from autumn at around 1.8%, due to the
compensating effect of the drop in energy prices on one hand, and the rise in the core
component on the other, which accelerated by two decimal points in autumn, ascending to
1.2% and then proceeding to grow further at the start of 2019 (in February it was at 1.9%), this
time due to the increase in the minimum VAT rate from 6% to 9%. The headline index is
currently at 2.6% as of February, but it is expected to moderate in the next few months and
result in an annual average of 2%. 2019's core index is moving towards 1.9%.
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Guido Valerio Ceoloni

In the context of a slowdown,
the fourth quarter was
unexpectedly positive

Household confidence started
to fall for the first time since
2015

Investment in moderation, the
property bubble risk increases

At the end of 2018 foreign
trade remained surprisingly
positive

Inflation: this year it will hover
around 1.8%

35



Macroeconomic Outlook
March 2019

Assessment of the economy cannot but be viewed as positive, particularly when compared with
other countries in the Euro zone. However, confidence indicators point to a change in direction
after years of economic growth and at the same time increase risks to the forecast, both on the
domestic front, where the continuing surge in house price levels beyond historical records lead
to fears the property bubble is close to bursting, and abroad, where turbulent global trade and
conflict between the Euro zone and the US on tariffs and duties could have serious
repercussions on an economy as open as the Dutch one. These factors of uncertainty mean our

forecast for the current year is slightly tilted to the downside.

Macro forecasts

2018 2019f 2020f 2018 2019p 2020p

1 2 3 4 1 2 3 4 1 2
GDP (constant prices, y/y) 2.5 1.5 1.4 3.1 2.9 2.3 1.8 1.6 1.3 1.6 1.6 1.6 1.5
- g/q change 0.5 0.7 0.1 0.5 0.3 0.4 0.4 0.5 0.3 0.3
Private consumption 2.4 1.5 1.6 1.4 0.2 0.0 0.5 0.3 0.5 0.5 0.6 0.3 0.3
Fixed investment 4.7 2.0 2.0 2.3 0.7 -0.1 0.7 0.5 0.5 0.6 0.6 0.5 0.4
Government consumption 1.1 1.1 1.0 0.4 0.1 0.0 0.5 0.3 0.3 0.2 0.2 0.3 0.3
Export 2.6 1.9 2.9 -0.5 1.3 -1.3 0 0.8 1.0 0.9 0.6 0.6
Import 2.5 2.0 3.4 0.4 0.3 1. -2.1 r 1.3 1.1 0.7 0.6
Stockbuilding (% contrib. to GDP) -0.1 0.0 0.1 0.1 -0.5 0. -0.4 g 0.1 0.1 0.0 0.0
Current account (% of GDP) 9.9 9.4 9.3
Deficit (% of GDP) 1.1 1.0 1.3
Debt (% of GDP) 53.2 496 469 P
CPI (y/y) 1.6 2.0 1.2 1.3 1.5

Annualised percentage changes on the previous period — unless otherwise indicated. Source: Thol

Fig. 1 - Contribution to GDP
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Fig. 3 — Household spending, purchases of durable goods and
consumer spending
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Fig. 4 — Retail sales and household confidence
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Fig. 5 - Residential investment, construction sector activity and

house prices
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Fig. 7 — Activity indices in the various production sectors
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Fig. 6 - Industrial output and GDP
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Asia
Japan: clouds gathering over the 2019-20 scenario

Japanese growth was volatile in 2018 (fig. 1), but positive, with a yearly change of 0.8%,  Giovanna Mossetti
despite two non-consecutive quarterly contractions. The scenario for 2019 has been

deteriorating rapidly since the end of 2018. Economic data and surveys are pointing down and

the coincident index has dropped into potentially recessive territory. The sharp deterioration of

the growth outlook in Japan is mostly due to the contraction of exports to China. The current

slowdown is particularly risky, given the consumption tax (CT) hike from 8% to 10%, scheduled

for October.

Forecast growth is 0.7% in 2019 and 0.3% in 2020, with risks skewed to the downside. Core
inflation should stay below 1%, with a likely slowdown late in the year, net of the CT hike.
Given this picture, the scenario will be highly dependent on fiscal policy decisions. The budget
has set the date of the CT hike in October, together with expansionary measures aimed at
countering its effects. In case of a further cyclical slowdown, on the eve of the reng
Lower House, the government could opt for an emergency budget, or e posty
hike. The BoJ could signal its readiness to support growth, although the ru
disposal are now limited and would probably prove ineffective.

D owth is
pases, thanks

1. The economic outlook is fragile, rocked by exports and the consum
expected to contract in 1Q 2019 (-0.4% g/q), followed by two solid"
to the bringing forward of spending ahead of the CT hike an
public investments. In the autumn, GDP is forecast to contra i espondence with
the fiscal tightening. The entry into 2020 should prove i
supported by spending tied to the Olympic Games a

The consumption trend will be supported by ' ur market conditions, still in a
phase of excess demand, although wages rem ]
increase in savings (Fig. 4). In the
to finance the pre-tax hike spending
. Demographic factors will contribute to
medium term. In 2019, consumption will be
extremely volatile (see forecast table), and an ssment of the underlying trend will be possible
only late in 2020, probably pointin rage growth rates of around 0.2%-0.3% q/q.
Personal spending is expected to increase by 1% in 2019, and to drop in 2020 by -0.2%.

spree, supported also by fiscal
increase the saving rate on a str

Non-residential investment should slow significantly, in light of the weak survey and activity data
(orders and output), in addition to the sharp drop in earnings in 2H 2018 (-7% y/y at year-end).
Currently, the main driving force for investment is the need to increase productivity, due to the
persistent shortage of labour. The trend should continue in the next few years, also supported
by expansionary monetary conditions, with a likely temporary downturn in 4Q 2019, due to the
CT hike. On average, investment growth in 2019 should remain positive, helped by spending for
the 2020 Olympic Games. Private capex is forecast to increase by 2.2% in 2019 and by 1.5% in
2020.

Net exports took a negative turn in 2018 (fig. 5), with a likely negative contribution to overall
growth in 2019. The weakness of exports is the dominant factor on the 2019-20 horizon: the
outlook depends crucially on the trend of the Chinese economy (Fig. 6). The trade balance will
also be affected by the impact of the CT hike, with highly volatile imports in the second half of
the year. A surge in imports in the summer should be followed by a sharp correction in the
autumn, with the annual contribution ultimately proving sharply negative (-0.6 pp).

2. The CT hike will be partly counterweighed by expansionary spending measures. The budget
for FY 2019 provides for a CT hike from 8% to 10% (excluding food). Part of the tax revenues
generated by the CT increase (around 5.2 trillion, or 0.9% of GDP) will finance extra-spending,
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among which the cancellation of day-care and some higher education fees, and greater welfare
support for the senior citizen cohorts. Temporary expansionary measures will also be put in place
to support the lower income brackets (consumption vouchers, home purchase benefits), and
public investment for disaster prevention projects. The government has confirmed its fiscal
consolidation goal, expecting to cut both the overall and primary deficits in fiscal year 2019 and
in the foreseeable future. The net effect of the CT hike should be moderately restrictive, by
around 2 trillion, i.e. 0.4% of GDP. For the government, the decision to postpone the CT hike
would be politically costly, after years of preparation, and would be considered only in case of a
recession in the central part of 2019; an emergency budget cannot be ruled out. Twenty-
nineteen is an important year on the political front, with local elections throughout the country
in April, the abdication of the Emperor at the end of April, and elections for the Upper House in
July, in addition to the possible dissolution of the of Lower House, should the prime minister be
confident in winning a majority that would allow changes to the constitution. The survival of the
recovery will be essential in consolidating consensus for the government on the eve of the CT
hike.

3. Monetary policy: the BoJ's power to support the recovery is close to nil, but ongoing, JGB

easing policy, with curve control, will continue until inflation rises stably abo
therefore probably at least through end-2020. The Bol's leeway to 3
virtually nil, as interest rate targets are at levels hard to go lower (-0,
and for the 10-year yield) and targeted net purchases of JGB of aro
longer been achieved since curve control was introduced. JGB p
below 40 trillion yen in the past year (Fig. 9). The only tool at,
be increasing ETF purchases, with minimal effects. In
economic picture, only fiscal policy has room for action

K's disposal could
ening of the
scheduled CT

path remains oriented towards future
consolidation (Fig. 10), public dg ould continue to decrease, dropping
below 100%, with limited inte

progressively less risky.

Macro forecasts
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201 2020f| 2018 2019p 2020p

1 2 3 4 1 2 3 4 1 2
GDP (constant prices, y/y) 0.8 0.7 0.3 1.4 1.4 0.2 0.3 0.6 0.4 1.5 0.2 0.3 0.2
g/q annual rate -0.4 1.9 -2.4 1.9 0.8 1.2 2.0 -3.0 0.9 0.9
Private consumption 0.4 1.0 -0.2 -1.0 2.6 -0.9 1.6 1.6 1.8 4.3 -9.3 2.0 1.5
FI - private nonresidential 3.9 2.2 1.5 43 104 -10.0 113 0.8 2.0 3.2 -1.4 2.1 1.9
FlI - private residential -5.8 1.9 -2.9 -7.8 -7.8 2.3 4.6 2.4 4.4 53 -11.8 -5.9 0.0
Government investment -3.3 -1.6 1.6 -2.9 -2.9 -8.8 -6.8 1.0 2.1 2.2 2.3 1.2 1.2
Government consumption 0.8 1.0 0.7 0.9 0.6 0.9 3.0 0.4 0.5 0.6 0.7 0.7 0.7
Export 3.1 -0.8 3.2 1.4 1.8 -5.6 4.0 -8.5 3.4 4.3 3.1 3.1 3.0
Import 3.2 2.5 1.0 0.2 5.3 26 113 -2.8 5.2 6.9 -8.8 2.5 2.4
Stockbuilding (% contrib. to GDP) 0.2 0.1 -0.3 -0.5 -0.2 0.5 0.1 0.5 -0.1 -0.8 0.6 -0.6 -0.6
Current account (% of GDP) 3.5 2.5 3.0
Deficit (% of GDP) -3.4 -3.5 -3.2
Debt (% of GDP) 227.2 2279 227.7
CPI (y/y) 1.0 0.9 1.2 1.3 0.7 1.2 0.8 0.3 0.5 0.9 2.0 1.5 1.4
Industrial production 0.9 20 -05 2.0 1.3 -0.1 0.7 -2.1 -2.3 0.5 -3.9 -0.5 -0.6
Unemployment (%) 2.4 2.4 2.3 2.5 2.4 2.4 2.4 2.5 2.4 2.4 2.3 2.3 2.3
JPY/USD 110.4 110.7 111.3] 1083 109.1 111.5 112.7 110.2 1106 1109 111.3 111.8 111.7
Annualised percentage changes on the previous period — unless otherwise indicated. Source: Thomson Reuters-Datastream, Intesa Sanpaolo
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Fig. 1 - Volatility around a moderate growth trend in 2018, but

2019 will be weaker
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ig. 3 — Labour market still in excess demand conditions
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Fig. 5 — - Net exports: negative t nd, but-
rebound at the beginning of 201.

6000

2017

w—— EXPORTS (RH Scaie)
= IMPORTS (RH Scale)
B = VISIBLE TRADE BALANCE

2018

Source: Thomson Reuters-Datastream

40

Fig. 2 - The slowdown of the output gap does not bode well
for inflation
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Fig. 6 — Trade deficit explained by exports to China and the rest
of Asia
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ig. 7 — Inflation showing no sign of moving towards 2%...
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Fig. 8 - The BoJ's assets have reached 100% of GDP, and JGBs
held by the central bank amount to around 80% of GDP

120
100 4
80 4
60 1
40
20 4

r 120

v

0 v v .
1990 1995 2000 2005 2010

~— BOJ: ASSETS /GDP
= Of Which: JAPAN GOV 3

Source: Thomson Reuters-Datastream

Fig. 10 - Fiscal policy progressing towarrls a s
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Tab. 1...and the BoJ keeps revising its forecasts downwards
Real GDP CPI less fresh CPI less fresh food
food excluding the
effects of the
consumption tax
hike and policies on
free education

FY 2018 0.9 0.8
forecasts Oct 2018 1.5 0.9

FY 2019 0.9 1.1 0.9
forecasts Oct 2018 0.8 1.9 1.5

FY 2020 1.0 1.5 1.4
forecasts Oct 2018 0.8 1.6 1.5

Source: BoJ, Outlook for Economic Activity and Prices, gennaio 2019. La BoJ stima
che I'effetto del rialzo dell'IC sia pari a un aumento di circa 0,5pp sull'inflazione core
e che I'eliminazione delle rette scolastiche riduca I'inflazione di -0,3pp nell’a.f. 2019
e di -0,4pp nell’a.f. 2020.

Fig. 9— Ani. ‘lpu. ssesof 3Bsin 2017 declined consistently
compared to v init.. at of 80 trillion yen

08 1 12 14 16 18
—— BOJ Assets - Long term govermnment bonds
B 1Y chg of BOJ long term govt bonds (RHS)

Note: dati in mld di yen. Source: Thomson Reuters Datastream

Fig. 11 -S| of JGBs held by the BoJ above 45%
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= Public pensions

m Non residents

20,30%
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m Others
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Note: data as at the end of September 2018; total JGBs: 994.8 trillion yen.

Memorandum: total JGBs+Thbills = 1091.6 trillion yen. Non-residents hold 69.6% of T-
bills. The average life of bonds is 8 years and 10 months. Source: Ministry of Finance
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China: flexibility to stabilise growth

In 2018, GDP grew by 6.6%, a moderate slowdown on the figure of 6.8% of 2017 and just  Silvia Guizzo
above the government's target, with a gradually decelerating trend from 6.8% yoy in 1Q to
6.4% in 4Q. On the demand side, the more modest pace of growth in 2018 was primarily the
effect of the slowdown in investment, and in particular the brake on infrastructure investment
(from 19% in 2017 to 3.8% in 2018); the slowdown in foreign trade also played a role in the
last part of the year. Real household consumption in per capita terms grew by 6.2% yoy in
2018, up from 5.4% in 2017, but less robustly than in 2015-16 (6.9%), and slightly slowing in
4Q. The deceleration in nominal retail sales (from 10.2% yoy in 2017 to 9% in 2018) could in
part be due to the slowdown in public expenditure (from 8.5% yoy in 2017 to 6.5% in 2018),
as these also include sales of consumer goods to government and military agencies and
institutions. Retail sales were depressed by the fall in car sales (-2.8% yoy) and in cyclical sectors
such as sport and leisure goods (-2.7% yoy), with both trends continuing in the first few months
of 2019.

monthly trend improved steadily from the lows seen in 3Q18, in line wit
consumer confidence shown by the National Bureau of Statistics (NB

buoyed up by bank lending and the rebound in issues of corporate b8
special bonds, thus stabilising annual growth in outstanding loa

thanks to the recovery in infrastructure investment and
Conversely, investment in the manufacturing sector
trade slowed, as did added value of industrial output
production and the moderate improvement in doadesti

. Meanwhile, foreign
ebound in private sector

companies and consumers anno € g session of parliament®, should help
stabilise investment and provi consumers in 2019. Presenting the
government's Labour Report, Prami nnounced tax cuts equivalent to 2% of GDP,
and significantly increased infrastructure spending at both local and central government level in
order to achieve a growth target withi e of 6.0%-6.5%.

The Premier stressed the authorities' opposition to a huge runaway stimulus and reiterated the
message already sent out over the past few months, namely that the government intends to
stabilise growth with the utmost attention to employment. At the same time, it will continue to
pursue the three main objectives announced last year, i.e. reducing financial risk, poverty and
pollution. Fiscal and monetary policy will seek to make countercyclical adjustments to sustain
economic growth and stabilise debt, with a particular focus on alleviating the difficulties
experienced by small and medium-sized enterprises (SMEs), for which conditions deteriorated
further in the first two months of the year. Overall, compared with previous years, the
authorities have allowed themselves greater room for manoeuvre to adjust economic policy to
changes in the cycle, as they are aware of the strong downside risks to the scenario.

The governor of the People’s Bank of China (PBoC) has commented that there is room for
further cuts in the reserve requirement ratio (RRR), but much less so than in previous years. He
stressed the need to continue interest rate market reform', while promoting greater

° For more details, see the China Focus Economy report dated 14 March 2019.
1% For more details, see the China Focus Economy report dated 6 December 2018.
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transparency and a better functioning of bankruptcy proceedings. In addition, Yi Gang repeated
that there will be greater flexibility in determining the renminbi exchange rate; this will continue
to be driven by market forces, leaving the door open to greater variability in the exchange rate
in 2019 too. We expect that the PBoC will maintain ample liquidity through various refinancing
windows in 2019 and make a further two cuts in RRR (totalling 200 bps) and in refinancing
operation rates (totalling 30 bps); at the same time they will still seek to avoid benchmark rate
interventions, barring a greater-than-expected slowdown in economic growth.

We therefore continue to forecast a slowdown in GDP growth to 6.3% in 2019 and 6.1% in
2020; we believe that if significant downside risks were to materialise with negative effects on
employment, the authorities would be inclined to further relax fiscal and monetary policy to
sustain growth. Consumer price inflation, which fell to a minimum of 1.5% yoy in February due
to a slowdown in food, fuel and service prices, is expected to remain at or below 1.9% in 2019
and 2.1% in 2020; this is due to the absence of demand pressure and expectations of only
moderate price increases in commodities.

Risks to the outlook remain to the downside and stem from the uncertainty as to ha
dispute with the USA will develop, even after a probable agreement in p
positive short-term effects, and a greater-than-expected slowdown in Ie
authorltles repeated desire to keep debt levels stable. The hoped -for increa

would limit
growth, which has already been curbed by the increase in no i s. Moreover,
despite the announced tax cuts, the increase in the deficit t (from 2.6% to
2.8%), which suggests there will be a reduction in publi owth and/or a
search for new sources of revenue. Lastly, consumer
the expected slowdown in the property market and a
The ratio of labour demand and supply remains
the working age population which started i
Nonetheless, weaker labour marke
unemployment rate to 5.3% in E
Manpower survey for 2Q19, a
including in the service sector.

ntinue in the years to come.
ed by the increase in the urban
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Forecasts

2017 2018 2019 2020
GDP (constant prices) 6.9 6.7 6.8 6.6 6.3 6.1
Private consumption 8.1 8.2 6.7 6.7 6.9 6.7
Public consumption 7.7 9.7 8.9 1.2 6.8 5.9
Fixed investment 7.3 6.7 4.8 4.4 4.5 4.7
Exports 0.1 1.8 6.5 4.7 2.3 4.2
Imports 0.8 3.3 7.7 6.9 3.4 5.4
Industrial output 6.2 6.3 5.9 5.8 5.1 4.7
Inflation (CPI) 1.4 2.0 1.5 2.1 1.9 2.1
Unemployment rate (%) 4.0 4.0 3.9 3.8 3.8 3.8
Average salaries 9.7 9.5 10 8.9 7.6 7.4
90-day interbank rate (average) (%) 3.80 3.00 4.70 4.00 2.95 2.80
10-year government bond yield (average) (%) 3.05 2.91 3.85 3.45 3.10 3.15
USD/CNY exchange rate (average) 6.28 6.64 6.76 6.62 6.76 6.75
Current account balance (CNY Bn) 1912 1335 1109 353 255 230
Current account balance (% of GDP) 2.8 1.8 1.4 0.4 0.3 0.2
Budget Balance* (% of GDP) -2.8 -3.7 -3.9 -4.1 -4.1 -4.1
Public Debt - Central Government (% of GDP) 15.1 15.7 15.8 16.0 16.4 16.9

NB: Percentage change versus previous period — except where otherwise indicated; *IMF Article IV, July 2018. Source: Intesa Sanpaolo chart based on Oxford Economic Forecasting

data
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Industrial output and orders Retail sales and consumer confidence*
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Foreign trade Aggregate lending
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India: economic slowdown and “competitive populism”

At the end of February, the Central Statistical Office sharply upgraded its GDP figures for 2016 Silvia Guizzo
and 2017. GDP growth was revised from 7.9% to 8.6% for 2016 and from 6.2% to 6.6% for
2017, these upwards revisions relating to the last three quarters of each year. Annual growth in
2018, which had been revised down slightly in 2Q and 3Q, gradually slowed from 8% yoy in 2Q
t0 6.6% yoy in 4Q. 2018 closed with growth of 7.3%, two-tenths of a percentage point below
our forecast. The combination of a significant unfavourable base effect, the moderation in
public spending and the ongoing negative contribution of foreign trade led to a slowdown in
Q4. Consumer spending continued at a sustained pace (8.4% yoy), although slightly lower than
the peak of 9.8% in 3Q; meanwhile, investments continued their upward momentum (10.6%
yoy compared with 10.2% in 3Q). On the supply side, growth in value-added GDP slowed to
6.3% yoy in 4Q, from 6.8% in 3Q, weighed down by the slowdown in the agriculture and
services sectors.

The year-end figures continue to generate mixed signals. Three-monthly industrial o slid

Conversely, the moderate decline in the PMI services index compared
of 2018, and the slowing of tourist numbers and passenger traffic
moderating.

Business confidence surveys gave conflicting messages for 1Q: 35 up in line with
the trend for the PMIs, returning to the levels seen in
survey dipped to the low seen in 4Q17. Foreign trad
months of the year; this was also the case if oil is exclu
orders from their November peaks and the yo! i

decelerate in the first two
te deceleration in foreign
ional freight traffic indicate that
, domestic orders and domestic
“The recovery of investments would
ructure, and the outlook for private
have also shown signs of weakness and
in January) is still being driven by loans to the
ing to other sectors has flattened out.

seem, for the most part, to b
investment growth is still uncert
the modest rise in lending to in
construction and infrastructure sectors, while

According to the RBI survey, despite the moderate improvement in 4Q, consumer confidence
has remained firmly in negative territory (below 100) since mid-2017. However, expectations
have bounced back to near end-2016 highs, opening up the biggest gap with the current
assessment since the series was launched. Passenger traffic also slowed in January and yoy
growth in car sales continues to slide, dragged down primarily by the fall in sales of two and
three-wheeled vehicles. The Centre for Monitoring the Indian Economy (CMIE) forecasts a rise in
unemployment rate from 5.9% in February 2018 to 7.2% in February 2019, with a fall in the
participation rate. The improvement in consumer confidence confirmed by the BSE survey, which
exceeded 100 in the first two months of the year, is the only positive element in the overall
picture of a slowdown in consumer spending.

In February, the government presented its interim budget for the 2019-20 financial year, which
will be put before the new parliament following the elections scheduled to be held between 11
April and 19 May. Given the slowdown in government revenues, and particularly revenue from
indirect taxation and the proceeds of public sell-offs, the government has slightly revised its
estimate of the public deficit for the 2018-19 financial year to 3.4% of GDP from its initial
target of 3.3%. It has proposed a target that is stable at 3.4% of GDP for the 2019-20 financial
year, but much higher than the target of 3.1% announced last year, further postponing to next
year the reduction to 3%. The key measures relate to a support package for farmers and tax
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incentives for individuals that will benefit the middle class. The support package for farmers was
widely anticipated following the strong protests in 2018 and the disappointing electoral results
for the BJP in the regional elections in December, and particularly in light of the forthcoming
political elections and the aggressive electoral campaign conducted by the opposition. The
Congress party, led by Rahul Gandhi, has already called for a reduction in farmers’ debt in the
provinces it governs and promised a guaranteed minimum income for poor people in its current
electoral campaign, against a backdrop of spiralling competitive populism. The package targets
some 120 million small farmers (owning up to 2 hectares of land) and provides for the direct
transfer of INR 6,000 (around EUR 77), split into three instalments with the first scheduled to be
paid by 31 March, together with beneficial interest rates on certain types of loan. The reduction
in personal income tax has taken the form of tax repayments, exemptions, allowances and
deductions. One of the key measures was an increase to INR 50,000 of the standard deduction
from earned income of 40,000 rupees. The Government then announced a monthly pension of
INR 3,000 from the age of 60 for workers in the informal sector who earn up to INR 15,000 a
month, a measure that is expected to encompass 100,000 workers and for which INR 5Bn has
been earmarked, although this figure is set to rise in the long term.

The fall in inflation led the RBI not only to change the its monetary p

January, due to the fall in food and fuel prices and the moderatio
rose to 2.6% in February as a result of an adverse base effect a
housing, health and personal-care costs. A favourable base ef
stemming from the normalisation of food prices and the
year. Inflation is expected to fall from 3.9% in 2018
climb to 4% in 2020.

We expect a moderate slowdown in GDP grg G 2019 and 7.0% in 2020, with
consumer spending and investments slowing f aks in 2018. Growth will still remain
at high levels, bolstered by a price han last year, favourable tax policy
and a modest relaxation of mongta iCY, Wi pected to fall by no more than 25 bps

in 2019, followed by a period o . Risks to the outlook remain to the downside and
derive from the weak growth in le
the restriction in non-bank lending and

Forecasts
GDP (constant prices) 7.6 8.6 6.6 7.3 7.1 7
Private consumption 7.3 9.3 6.3 7.9 7.4 7.2
Public consumption 3.7 4.6 15 9.9 10.5 9
Fixed investment 3.9 9.9 7.8 1.7 7.1 9.5
Exports -6.2 2.5 5.8 10.8 5.4 6.2
Imports -5.9 1.6 15.4 14.5 3.2 5.3
Industrial output 2.5 5.2 3.5 5.1 5.1 5.8
Inflation (CPI) 4.9 4.9 3.3 3.9 3.9 3.1
Unemployment rate (%) 3.0 33 3.4 3.5 3.5 3.6
Average salaries 8.7 11.5 10.2 11.8 12.8 12.8
3-month MIBOR (average) 8.00 7.20 6.50 7.30 6.90 6.90
Rendimento titoli governativi 10 anni (media) (%) 7.80 7.20 6.70 7.70 7.40 7.40
USD/INR exchange rate (average) 64.15 67.21 65.12 68.42 70.19 66.97
Current account balance (INR Bn) -1451 -815 -2528 -4709 -3926 -4741
Current account balance (% of GDP) -1.1 -0.5 -1.5 -2.5 -1.9 -2.1
Budget Balance (% of GDP) -3.4 -3.7 -3.9 -3.6 -3.3 -3.4
Public Debt (% of GDP) 47.1 46.9 45.6 45.0 44 .4 43.8

NB: % changes compared with the previous period — except where otherwise indicated. Figures relate to the calendar year. Source: Intesa Sanpaolo chart based on Oxford
Economic Forecasting data
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GDP and its components
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Consumer confidence
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Commodities: market sentiment turned more positive

Over the next months, we envisage some developments in trade talks and a fragile, but still  Daniela Corsini
positive, macroeconomic environment. These factors would be coherent with a modest increase

in commodity prices over the next couple of quarters. After the summer, the level of uncertainty

will grow amid serious threats weighting both on the global economic cycle and commodity

demand.

Year-to-date performance of commodity indices
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Early indicators pointing toward downside risks to estimates about regional and global growth
triggered the correction in risky assets recorded in the final months of last year, but seasonality
and other trading-related factors pushed commodity prices much lower than the levels justified
by supply and demand fundamentals.

Then, three main developments contributed to revert investments’ flows, fuelling the best
January rally since 2003 (considering as a benchmark the Bloomberg Commaodity Index).
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= Central banks' intervention. In its pivotal meeting in January, the Fed reassured global markets
that liquidity will remain abundant and further interventions will be data driven, implying that
monetary policy will remain supportive to economic growth if necessary. Over the following
weeks, all the main Central Banks reassured markets. In March, the European Central Bank
signalled that interest rates will remain in negative territory for several more months and
announced new plans to provide targeted liquidity to financial markets.

= Progresses in U.S.-China trade talks. The threat of a punitive increase in U.S. import tariffs on
Chinese goods worth 200 billion dollars as of March, 1st evaporated amid constructive talks
between the two economic superpowers. Optimism prevailed as more high-level talks were
scheduled and all the parties involved expressed satisfaction for the positive trend of official
discussions.

= Tightening physical markets. Most commodities faced tighter markets in the early months of
2019. Apparently, crude oil markets swung into deficit as OPEC+ and Canada progressed with
the announced output cuts and Iran, Venezuela and Libya faced constraints related to
exogenous factors. Industrial metals (although with some notable exceptions d
shrinking stocks amid resilient global demand and insufficient inve
expansion.

= In our opinion, we probably reached the bottom of
economic growth in March and we are likely to see
data in the weeks ahead.

Industrial metals’ index and the U.S. dollar
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= We expect further progresses in trade talks. In our baseline scenario, we assume that the U.S.
and China will reach a draft agreement on selected trade-related issues. For instance, the
threatened U.S. tariff increase could be scrapped in exchange of higher Chinese imports of
agricultural and energy goods from the U.S., especially benefitting U.S. producers of
commodities which are difficult to store (LNG) or divert toward alternative markets (soybeans).
U.S. and Chinese diplomatic efforts would therefore switch toward other more complex
issues, like intellectual property rights, telecom technologies and geopolitical equilibria.
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It is very important to note that the whole global economy will gain from such a preliminary deal
between the U.S. and China, as it would imply higher trade flows, more positive business and
consumer confidence indexes and a renewed appetite for risk on financial markets.

Such favourable environment would be coherent with a modest increase in commodity prices
over the 2n and 3rd quarter relative to the current levels. However, the increase will not be
strong enough to negatively affect the fragile global growth, as most commodity prices will
remain lower in y/y comparisons.

After the summer months, the level of uncertainty on our scenario will grow as economic
forecasts depend on several hypotheses about future developments in macroeconomic data,
trade talks and political factors (European elections, start of the campaign for the U.S.
presidential elections, geopolitical tensions). So far, we envisage in the 4t quarter 2019 and
over the whole 2020 a benign framework of modest economic growth and flat commodity
prices, but we warn about the strong downside risks weighting on our forecasts for next year. In

trade limitations in the automotive sector.

Performances on the full year 2018 2019, YTD pex “man. at 13.03.2019
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Forecasts for the commodity universe

Energy. We maintain our faith in OPEC+: in our baseline scenario output cuts will be maintained
over the whole 2019 and exports from Iran and Venezuela will continue to shrink. We do not
expect significant surprises from global consumption data, while we assume modest negative
revisions to estimates about non-OPEC growth. Therefore, the global crude market will be closer
to balance than currently expected in consensus forecasts. For gas, we forecast that prices will
remain about flat in the U.S. amid abundant supply and rising LNG exports, while they will

52 Intesa Sanpaolo — Research Department



recover part of their recent losses in Europe amid a structural widening of the continent’s import
dependency.

Precious metals. We maintain our forecast of a moderately positive environment due to a
weakening U.S. dollar, more demand for safe-haven assets and significant purchases from
Central Banks for diversification purposes. However, absent inflation risks and severe episodes of
stress on financial markets (for instance an unexpected drop in global equities), we think gold
will lack the support to reach new multi-year highs. Platinum and palladium continue to follow
the rapidly evolving dynamics in the automotive sector, with the latter metal being the clear
beneficiary of the contraction in diesel-powered vehicles market shares.

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

from eased trade tensions between the U.S. and China and higher Ching
soybean, corn, cotton). Other commodities are expected to fall

Arabica coffee, which should trade much above the current the overhang
eather risks and

2020 2021

As at 14.03.2019

CO1 Comdty 73.5 70.0 75.0 80.0
CL1 Comdty 64.5 60.9 68.0 75.0
NG1 Comdty 2.80 2.88 3.00 3.00

GOLDLNPM Index
SLVRLND Index
PLTMLNPM Index
PLDMLNPM Index
LMCADSO03 Comdty

1,300 1,288 1,300 1,325
16.4 16.2 17.0 17.5
800 804 800 800
1,650 1,569 1,600 1,600
6,600 6,500 7,000 7,250

LMAHDS03 Comdty LME ALUMINIUM 3M 1,890 1,950 2,025 1,991 2,150 2,250
LMNIDS03 Comdty LME NICKEL 3M 12,350 13,500 14,000 13,463 14,500 15,000
LMZSDS03 Comdty LMEZINC3M 2,650 2,900 3,000 2,888 3,100 3,150
LMPBDSO03 Comdty LME LEAD 3M 2,060 2,100 2,120 2,105 2,160 2,180
LMSNDSO03 Comdty LMETIN 3M 20,900 21,200 21,350 21,238 21,750 22,000
SCO1 Comdty SGX IRON ORE 83 82 80 80.8 75 72
NASS000C Index TSIUS HRC STEEL 695 700 700 699 700 700
C 1 Comdty CBOT CORN 370 375 370 371 380 385
W 1 Comdty CBOT WHEAT 490 460 470 475 500 500
S 1 Comdty CBOT SOYBEAN 910 950 975 959 1,000 1,000
KC1 Comdty NYB-ICE ARABICA COFFEE 100 120 132 122 138 138
DF1 Comdty LIFFE ROBUSTA COFFEE 1,510 1,620 1,680 1,628 1,700 1,700
SM1 Comdty CBOT SOYBEAN MEAL 305 310 315 313 330 340
BO1 Comdty CBOT SOYBEAN OIL 29.5 30.0 30.5 30.2 31.0 31.2

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

OPEC and non-OPEC allies (currently referred as OPEC+) maintained their promises to reduce
output and exogenous constraints limited supplies from Iran, Venezuela and Libya. Therefore,
the global crude market will probably record a deficit in the 15t half, but according to official
forecasts it is likely to come back in surplus as of mid-2019.

Brent and WTI oil prices
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Source: Intesa Sanpaolo chart from Bloomberg data

2018

a and OPEC+
imited supplies

In January, the crude price rally was mainly driven by tighteni

global crude market balance will i surplus as of mid-2019 until the end of
the forecasting horizon. As us ponsible for this persistent oversupply is the
impressive growth in non-OPEC production.

The data published in March by the U.S. Energy Information Administration (EIA) assume that
OPEC will maintain a flat cumulative output over the foreseeable future. Despite OPEC efforts
and the impact of U.S. sanctions against Iran and Venezuela, in both 2019 and 2020 non-OPEC
supply is expected to grow more than global demand and the market will remain very well
supplied. In particular, the U.S. EIA now forecasts a surplus in contraction this year (to +0.2
mb/d from +0.6 mb/d in 2018) and in expansion next year (to +0.4 mb/d).

Supply and demand estimates published by U.S. EIA in March 2019

Estimates published Global Non-OPEC U.S. LNG OPEC Crude OPEC Callon| Market
in March 2019 Demand Supply Supply Supply Supply! OPEC| balance**
in mb/d crude*
2018 99.9 63.2 11.0 5.3 32.0 31.4 0.6
2019 101.4 65.6 12.3 5.4 30.6 30.4 0.2
y/y change 1.5 2.4 1.4 0.1 -1.4 -1.0
2020 102.9 67.7 13.0 5.2 30.4 30.0 0.4
Wy change 1.5 2.1 0.7 -0.2 -0.2 -04

Note: (*) Call on OPEC crude = World Consumption — Non-OPEC Supply - OPEC LNG supply; (**) Market balance = OPEC crude
supply - Call on OPEC crude. Source: Intesa Sanpaolo chart based on US EIA data
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Moreover, the current OPEC cuts and the U.S. sanctions imply that the global production spare
capacity expanded toward comfortable levels and will remain relatively high over the forecasting
horizon, limiting the potentially negative impacts of geopolitical risks on crude supplies.

The shape of the forward curves reflects the strength of the U.S. output growth: the front-end
of the WTI curve is in contango, signalling a very well supplied domestic market, where
infrastructural constraints have limited takeaway capacity from shale basins toward the Gulf
Coasts. However, these bottlenecks are likely to ease as of mid-2019 thanks to pipelines’
capacity expansion and flow reversals. On the contrary, the Brent curve is in backwardation,
reflecting the combined impact of ongoing supply cuts and resilient global demand.

WTI forward curve

Exceptional growth in U.S. production
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Despite official forecasts pointing toward weak fundamentals, we maintain a positive outlook on
crude prices. On one hand, the sentiment on financial markets improved as effective output cuts
are temporarily restoring a deficit. The macroeconomic environment should remain coherent
with moderately higher commodity prices and trade tensions should ease, boosting investors’
appetite for risk and favouring a small appreciation of cyclical assets.

On the other hand, lower WTI prices over the past months should lead to more declines in oil rig
count over the next weeks, possibly leading to downside revisions to U.S. output growth. The
seasonal pick-up in crude demand ahead of the U.S. driving season should contribute to a drop
in U.S. commercial stocks, sharpening the perception of a tightness on physical markets over the
2nd quarter.
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In our baseline scenario, we do not expect significant surprises from global consumption data,
while we assume modest negative revisions to estimates about non-OPEC growth. Therefore,
we think that the global crude market will be closer to balance than currently expected in
consensus forecasts.

Moreover, we reaffirm our hypothesis that Saudi Arabia will remain deeply committed on
tightening the global crude market and supporting prices in a comfortable range closer to its
budget breakeven price. Therefore, Saudi will not adjust their production levels in the event of
new unexpected supply disruptions in other countries, while they could be ready to cut even
more than agreed in December if deemed necessary to avoid lower crude prices.

Brent and WTI: historical prices (solid line) and estimates (dotted line) in USD/barrel
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Source: Intesa Sanpaolo estimates, Intesa Sanpaolo chart based on Bloomberg data

Price estimates for Brent
As at 14.03.2019 1Q19
ICE BRENT 64.0
Median, Bloomberg 63.0
Forward Curve 65.0

Source: Intesa Sanpaolo chart from Bloombere

2Q19

4 70.0 75.0 80.0
67.3 70.0 68.9
66.2 66.2 65.0 63.1

Price estimates for WTI

As at 14.03.2019 1Q19 2Q19 3Q19 4Q19 2019 2020 2021
NYMEX WTI 55.0 60.0 64.5 64.1 60.9 68.0 75.0
Median, Bloomberg 55.0 60.0 62.0 63.0 60.3 64.0 63.6
Forward Curve 56.7 59.3 60.0 59.9 59.0 58.5 56.5

Source: Intesa Sanpaolo chart from Bloomberg data
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