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Eurozone: The ECB takes it slowly

After a strong 2017, political instability and trade tensions within the
eurozone are pointing towards more moderate growth rates for 2018

Source: Shutterstock

The ECB is looking through mixed messages on the economy

Political tensions have ebbed away, at least for the time being. The eurozone is back to what it
does best: muddling through. At the same time, the mist of weakening soft indicators and solid
hard data is thickening. While this has increased downside risks for the growth outlook, it did
not prevent the ECB from taking a huge step towards the end of quantitative easing (QE).

Economic data released over the last few weeks still leaves policymakers and forecasters a bit
in the dark. How strong is the eurozone recovery? As 2017 ended at record highs, with almost
endless upward revisions of growth forecasts and a general feeling of europhoria, the middle
of 2018 has seen diminished expectations, dented enthusiasm and even concerns about the
beginning of the end. The gradual decline of confidence indicators since the start of the year
as well as erratic and often disappointing hard data contributed to increased nervousness
about the state of the eurozone economy. Soft patch, severe downswing or simply the
transition towards normalisation? What is it?
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We believe the eurozone is transitioning towards moderate
growth rates

In our base case scenario, the eurozone economy is neither on top of the world nor in the
depths of despair. It is simply in a transition period towards more moderate growth rates.
Despite the gradual decline since the start of the year, the absolute levels of confidence
indicators remain high and point to continued solid growth. At the same time, sound domestic
fundamentals, low interest rates and the renewed weakening of the euro exchange rate
should support the eurozone recovery in the coming months. In fact, there could even be some
positive surprises, simply given that expectations have dropped so sharply over the last six
months. The bar to a positive surprise has clearly been lowered.

Unfortunately, the downside risks to the growth outlook have increased in recent months.
Political tensions in several eurozone countries, fading efforts to further reform the monetary
union and trade tensions are the three most prominent potential risk factors.

Politics at centre stage with Italy in the spotlight

Political tensions in Italy and Germany have clearly spooked financial markets. However, the
latest developments point to typical European solutions to these tensions: a fudge, soothing
short-term fears without fully taking away long-term concerns.

In Italy, the new government has so far avoided a collision course with Europe on fiscal and
economic policies. The coalition partners seem to agree on at least keeping the nominal fiscal
deficit below 3% of GDP in the coming years. Finance Minister Giovanni Tria suggested that the
structural fiscal deficit would not worsen significantly in the near term. At the same time,
however, let's not forget that Prime Minister Giuseppe Conte had already promised to
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implement both a flat tax of two rates and a guaranteed income of €780 per month. It
remains to be seen how these two measures can be moulded into a budget plan which stays
within the boundaries of Europe’s fiscal rules. Here, things could heat up again after the
summer.

Migration continues to dominate German politics

In Germany, the tensions on how to deal with migrants almost led to a collapse of the
government. Even though Chancellor Angela Merkel made first steps towards a European
solution at the last European Summit, the Bavarian sister party CSU pushed for more
concessions. By announcing possible transit zones for asylum seekers, the German
government seems to have avoided a full-fledged government crisis. However, trust within the
government has taken a severe hit and tensions could easily flare up again at any time, on
almost any topic.

The political instability in Germany will make it even harder for eurozone leaders to agree on
anything substantial with respect to further eurozone reforms any time soon. While France
and Germany seem to have found some common ground, even including a budget line for the
eurozone, other governments are extremely reluctant to agree on anything that only
remotely smells like transfers. Consequently, beyond making the European Stability
Mechanism (ESM) a financial backstop for bank resolutions, it is hard to see how the eurozone
will become more integrated in the coming years.

Trade tensions increase our nervousness on the economic
outlook

Finally, a further escalation of the trade tensions hangs like a Damocles sword over the growth
outlook for the eurozone. Even though the direct impact from a further escalation should be
manageable (the Ifo institute estimates that 25% import tariffs on European cars could lower
eurozone GDP by less than 0.1%) and even be offset by the weaker euro exchange rate, the
pure impact on confidence could hit the eurozone already in the coming months.
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Nonetheless, the ECB seems intent on concluding its QE
programme

Unless any of the above risks actually materialise into a tangible and significant downswing of
the economy, the ECB looks determined to bring its QE programme to a conclusion at the end
of the year. The announcement after the June meeting that the ECB anticipates a lowering of
the monthly purchases from €30 billion to €15 billion after September and an end of the net
purchases in December delivered a very clear message.

At the same time, however, the ECB has started to put more emphasis on its forward
guidance, stating that it expects interest rates “to remain at their present levels at least
through the summer of 2019". It is obvious that the ECB would like to return to interest rates,
instead of QE, as the main policy instrument. Against the background of only a very gradual
increase in core inflation and growth remaining close to, but probably below, potential, we
expect the ECB to first hike the deposit rate and then the refi rate before the end of 2019. A
very dovish ‘tapering'...
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ING global forecasts
2017 2018F 2019F 2020F

FIRST 2Q 30 &Q F 10 2Q 30 &Q FY 1Q 2Q 3Q &4 FY 10 20 3Q &Q FY

QuA

RTER
United States
GDP (% QoqQ, ann} L2 AT S22 ES 20 540 33 23 29 A5 22RO 17 18 18 17 18
CPl headline (3% YoY) 2 A NIRN A ISP T 23 27 29 26 26MESNPLEILEFESAE 23 27 21 19 21
Federal funds (%, eop)! 075 100 100 125 150 175 200 225 250 250 275 275 300 325 325 3.00
3-month interest rate (%, eop) 115 130 133 156 230 235 2.62 284 305 299 3.27 330 3.55 3.72 35& 3.46
10-year interest rate (%, eop) 240 230 230 240 3.00 300 3.00 320 330 320 3.20 320 3.20 3.10 300 290
Fiscal balance (% of GDF) -35 40 47 -5.0
Fiscal thrust (% of GDP) a0 14 08 o0&
Debt held by public (% of GDP) 761 773 798 830
Eurozone
GDP (% QoqQ, ann} 27 30 29 28 2& 15 15 17 ‘16 20 A% 16 16 17 17 17 16 12 09 16
CPl headline (% YoY) I SSRGSt E 13 17 20 .16 17 RS SdeNlE Sl ith 17 17 17 17 17
Refi minimum bid rate (%, eop) 0.00 000 0.00 000 0.00 000 0.00 0.00 0.00 000 000 025 025 0.25 0.50 050 050 0.50
3-month interest rate (%, eop) -033 -033 -033 -033 -033 -033 -033 -033 -025-020-010 010 010 015 030 040 050 050
10-year interest rate (%, eop) 045 040 045 Q42 0.50 030 0.40 050 0.60 070 0.70 0.80 0.80 0.50 1.00 100 100 100
Fiscal balance (% of GDF) -09 -0s it -10
Fiscal thrust (% of GDP) 02 02 03 01
Gross public debt/GDP (%) 89.2 87.7 861 851
Japan
GDP (% QoQ, ann} 19 25 16 135 17 06 18 19 10 10 &1 78 12 1& GF 11 11 11 11 06
CPI headline (% YoY) 02 04 06 06 05 13 07 10 06 09 06 22 22 23 18 23 10 10 10 10
Excess reserve rate (%) 01 01 01 01 €01 01 01 01 01 -01 01 00 00 00 00 00
3-month interest rate (%, eop} 0.00 000 0.00 000 0.00 000 0.00 0.00 00 00 005 01 01 01 01 01
10-year interest rate (%, eop) 010 010 010 0.10 0.10 010 010 010 01 01 01 01 02 02 02 03
Fiscal balance (% of GDP) 48 41 36 30
Gross public debt/GDP (%) 2210 2230 2250 2260
China
GDP (% YoY} 69 69 68 68 69 68 67 67 68 68 67 67 66 66 67 66 65 65 64 65
CPI headline (% YoY) LESIEER VIR TR 25 20 20 21 2218 99099 2@ty 20 19 18 17 20
PBOC 7-day reverse repa rate (3% eop) 245 245 245 250 255 255 255 255 255 255 260 265 270 270 270 270 270 275 275
10-year T-bond yield (%, eop) 329 357 361 390 3.75 354 350 340 3.40 330 320 310 300 300 3.00 295 295 290 290
Fiscal balance (% of GDF) =37 35 B -35
Public debt, inc local govt (% GDF) 500 850 100 100
UK
GDP (% QoQ, ann) ST ST RS D9 19 15 ‘18 15 14 23 A7 21 17 SET AT
CPl headline (% Yo) ZENA RSN Ry 27 25 25 23 25NZZNFINEHE RN 21 22 22 21 22
Bok official bank rate (%, eopl 025 025 025 050 050 050 075 0.75 0.75 075 075 100 100 100 100 125 125 150 150 150
BoE Quantitative Easing (£bn) G435 445 LLD L&D L45 &L5 BG5S G4 445 LAD G4 445 LAD LAD G435 44D LAD 445 44D
3-month interest rate (3, eop) 035 035 035 052 060 080 080 080 080 085 105 105 105 105 130 135 160 165 165
10-year interest rate (%, eop) 115 110 135 120 145 148 170 180 180 190 150 200 200 20 21 22 22 22 22
Fiscal balance (% of GDP) 25 -18 -17 14
Fiscal thrust (% of GDP} 05 04 04 03
Gross public debt/GDP (%) 87.0 B86.3 86.0 835
EUR/USD (eop) 108 112 120 120 125 117 117 123 125130 133 135 136 137 138 140
USD/IPY (eop) 112 115 110 113 107 110 110 110 108 105 102 100 980 950 930 %00
USD/CNY (eop) 689 678 665 651 6.28 667 680 7.00 7.00 680 660 650 65 64 64 63
EUR/GBF (eop) 087 088 095 089 0.86 088 0.88 0.86 083 0.82 081 080 08 08 08 08
Brent Crude (US$/bbl, avg) 55 51 52 B1 55 67 72 70 68 69 64 66 67 66 66 610 660 710 66O G660
Lower level of 25bp range; 3-month interest rate forecast based on interbank rates
Source: ING forecasts

Source: ING Global Research

Click here to download our global forecasts
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for
information purposes without regard to any particular user's investment objectives, financial situation, or means. /ING forms
part of ING Group (being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the
publication is not an investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to
purchase or sell any financial instrument. Reasonable care has been taken to ensure that this publication is not untrue or
misleading when published, but ING does not represent that it is accurate or complete. ING does not accept any liability for
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any direct, indirect or consequential loss arising from any use of this publication. Unless otherwise stated, any views, forecasts,
or estimates are solely those of the author(s), as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any
person for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the
Dutch Central Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority
for the Financial Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In
the United Kingdom this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V.,
London Branch is authorised by the Prudential Regulation Authority and is subject to regulation by the Financial Conduct
Authority and limited regulation by the Prudential Regulation Authority. ING Bank N.V., London branch is registered in England
(Registration number BRO00341) at 8-10 Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this
report or effect transactions in any security discussed herein should contact ING Financial Markets LLC, which is a member of
the NYSE, FINRA and SIPC and part of ING, and which has accepted responsibility for the distribution of this report in the United
States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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