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Growth picked up pace in 2017 throughout the world, spurred on by the rise in commodity 
prices, the upturn in the manufacturing cycle and vibrant foreign trade. The upturn in growth 
was particularly noticeable in the Eurozone where GDP growth reached 2.5% in the third quarter 
of 2017 whereas it accelerated to just 2.3% in the United States. In China, growth ran at 6.8%. 
However, the drivers behind this growth are fragile. They are highly dependent on China’s 
economic policy, movements in US interest rates and catch-up phenomena in the Eurozone and 
Brazil.

While the Chinese President has confirmed the importance of relatively firm GDP growth in the 
coming years if China is to become an undisputed world leader, the pace of growth in not likely 
to accelerate, holding instead between 6.5% and 6.7%. From a European perspective, economic 
activity will probably be hit by appreciation in the euro between April and August 2017 (+8%). 
In addition, 2018 is likely to be the year in which Eurozone GDP returns to the level that it would 
have reached had the crisis not taken place. That means that growth is likely to slow gradually 
to a pace close to its potential, i.e. 1.2%, despite a still highly accommodative monetary policy. 
As a result, we expect growth of 1.8% in the Eurozone in 2018 and of 1.6% in 2019. In the United 
Kingdom, high inflation is set to weigh on household consumption. Only the United States could 
see growth accelerate again in 2018 thanks to the introduction of tax cuts. We are thus still 
forecasting that US growth will accelerate to 2.5% in 2018 after 2.1% in 2017.

However, inflationary pressure is likely to remain in check in industrialised countries, and interest 
rates will probably increase only gradually, despite the return to normal in monetary policies.

DESPITE THE FIRMER OUTLOOK FOR ECONOMIC ACTIVITY, HOUSEHOLD CONSUMPTION GREW 
HESITANTLY IN THE UNITED STATES, THE EUROZONE AND CHINA

US GROWTH COULD ACCELERATE SLIGHTLY FURTHER IN 2018 WITH THE INTRODUCTION OF THE TAX 
CUTS AGREED BY THE REPUBLICANS

CENTRAL BANKS WILL CONTINUE TO MICRO-MANAGE ASSET PRICES. HOWEVER, THEIR POLICY IS 
WEIGHING ON ECONOMIES’ GROWTH POTENTIAL

MATHILDE LEMOINE - GROUP CHIEF ECONOMIST

GROWTH IN ARTIFICIALLY  
CONTROLLED CONDITIONS  
AND MICRO-MANAGED  
ASSET PRICES
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The lack of vigour in household consumption has been a major feature of 2017. In the United States, it grew by 
2.7% on average over the first three quarters of 2017, i.e. the same pace as in 2016, despite a fall in the savings rate to 
3.1%, its lowest point since 2007. In the Eurozone, household spending grew by 1.8% in early 2017 after 2% in 2016. In 
the United Kingdom, consumption increased by 1.8% also thanks to a fall in the savings rate. In China, while private 
consumption represents 40% of GDP as opposed to 35% in 2010, retail sales grew no faster than in 2016 (10.3% in 
2017 as opposed to 10.4% in 2016). Spending is being held back by the sluggish rise in wages, under the influence 
of productivity trends. Firstly, Asia still has surplus capacity. Secondly, the spread of innovations to all parts of the 
production process is slow. Lastly, the gap between the most productive businesses and others has never been so 
wide.

While productivity continues to hold back wages, demand will grow only slowly and the prospects of an 
acceleration in activity will be limited. Only policies focusing on investment in education and professional training 
will accelerate the uptake of new innovations and thus bring improvements in productivity, especially in the 
service industries. In the meanwhile, central banks continue to forecast modest wages growth and thus moderate 
underlying inflation. Even the Federal Reserve, which has started to raise its benchmark interest rates, revised the 
long-term Fed Funds rate down from 3% to 2.8% last September. It is therefore pessimistic about the ability of 
Donald Trump’s policies to generate anything more than fleeting growth.

GLOBAL GROWTH HAS ACCELERATED  
BUT INTEREST RATES REMAIN LOW

INFLATION REMAINS HELD IN CHECK  
BY THE FRAGMENTATION OF PRODUCTION CHAINS

Year-on-year change as a %, by value

La croissance mondiale a accéléré mais les taux d’intérêt sont restés bas

As a %

Nominal growth in global GDP (RHS)US Treasury 10 year yields (LCH)
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Year-on-year change as a %

L’inflation reste contenue par la fragmentation des chaînes de production
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US GROWTH SHOULD TAKE OVER FROM CHINESE GROWTH TO SOME EXTENT

The contribution made to global growth by the United States is currently very modest – just 12% on average since 
2008. In contrast, China has been responsible for 35% of the world’s growth since then and emerging markets as a 
whole have contributed 80%. Their development is therefore critical to understanding the prospects for businesses 
in developed countries in the coming years and the sources of instability risk.

Asian countries have changed considerably under the influence of China. Regionalisation is based on three main 
areas. The first is commercial development. In 2010, the implementation of the China-ASEAN1 free trade agreement  
sparked a rise in intra-regional trade. In parallel, ASEAN countries negotiated the Regional Comprehensive Economic 
Partnership. This agreement between the ASEAN, China, South Korea, India, Japan, Australia and New Zealand aims 
to facilitate trade in goods and services, reciprocal investment between these countries, technical and economic 
cooperation, and also the negotiation of intellectual property rights, respect for competition law, e-commerce, 
SMEs, etc. The GDP generated by Regional Comprehensive Economic Partnership amounts to $26,200 billion, i.e. 
32% of global GDP, and the member countries have a combined population of 3.5 billion, or 45% of the global total. 
The second area is the creation of the Asian Infrastructure Investment Bank (AIIB), which has raised financing for 
major projects such as the New Silk Road project (“One Belt, One Road”), which aims to link China with Eurasia, 
and investments to foster the transition to renewable forms of energy. The third area of Asian regionalisation is the 
creation of a financial market, underpinned by the yuan as a potential benchmark currency, but this is still only in its 
very early stages.

Asia has thus become more autonomous, which has served to bolster the momentum of its growth drivers. 
Per capita GDP has doubled since 2008. This trend is not expected to end any time soon, given the economic 
and commercial policies launched by China and confirmed by President Xi Jinping upon his re-election at the 
19th Communist Party Congress in October 2017. Even though Xi Jinping has made reducing the risks of financial 

1 Brunei, Cambodia, Indonesia, Lao PDR, Malaysia, Myanmar, the Philippines, Singapore, Thailand and Vietnam
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instability one of the main tenets of his economic programme, it is highly unlikely that efforts to strip out excess 
capacity and cool the real estate sector would undermine the major investment projects and result in GDP growth 
of less than 6.5%. Emerging markets’ GDP is therefore likely to grow by 5% in 2018 after 4.9% in 2017, according to 
our forecasts. Moreover, the rise in US interest rates is likely to be limited by the weakness of its growth potential and 
restrict dollar appreciation, which remains a potential source of financial instability in emerging markets.

However, emerging countries are still dependent on the United States. A large part of the growth in exports from 
Asian countries seen in early 2017 was the result of the launch of the new iPhone, which generated a sharp rise in 
semiconductor exports. Therefore, the introduction of all of the tax cuts decided in the United States, which we 
expect to see in mid-2018 could support US household consumption as well as global imports. According to our 
calculations, the cuts in household taxes should total $138 billion in 2018, but the scrapping of certain tax credits 
and the removal of the lump-sum income tax deduction could cost $121 billion. All told, the impact on household 
consumption is thus estimated at just 0.1 percentage point. In 2019, Americans will enjoy a $6 billion reduction in net 
taxes. For businesses, the effect should be greater as the cuts to net taxes, i.e. including the scrapping of various 
tax deductions, such as that applicable to loan interest, should total $94 billion in 2018 and $27 billion in 2019 on 
our estimates. While the impact on household consumption is likely to be small, the fact that some of the tax cuts 
granted to business are investment-linked leads us to anticipate a significant impact on investment by US businesses, 
even though credit conditions have tightened somewhat.

EMERGING COUNTRIES ARE CRITICAL  
TO THE DEVELOPMENT OF GLOBAL GROWTH

US GROWTH COULD ACCELERATE  
IF TAX CUTS ARE APPLIED 

Contribution: Eurozone Contribution: United States Contribution: China

Global growthContribution: Rest of the world

Year-on-year change as a %, by volume, contribution to global growth
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Changes in inventory US GDP Forecasts

Year-on-year change as a %, contribution to growth in actual GDP
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EUROZONE: GROWTH HIGHLY DEPENDENT ON REAL ESTATE

Eurozone growth has accelerated significantly to reach an average of 2.3% over the first three quarters of 2017 after 
1.8% in 2016. This robust performance is attributable to the recovery in the real estate markets and strong export 
growth. The construction sector alone is responsible for over 40% of the acceleration in GDP growth in the 
Eurozone. In the coming quarters, housing demand and property prices are likely to continue to rise in the Eurozone 
and support growth, job creation and spending on new housing, which is highly sensitive to fluctuations in the real 
estate markets. Firstly, the President of the European Central Bank confirmed in October 2017 that interest rates 
would only start to rise “well after” the end of the asset purchase programme but also only once proceeds from the 
maturity of its bond holdings have been reinvested, i.e. 2020 according to our analysis. Secondly, the ECB and the 
national central banks are going to keep sovereign and corporate bonds on their balance sheets, which will therefore 
be larger than before the crisis. Lastly, the rise in house prices increases the value of collateral, boosting household’s 
borrowing capacity. As a result, monetary policy and lending conditions are likely to support mortgage lending and 
housing demand in 2018 and 2019.

However, more rapid growth in one such sector relative to the others holds back potential growth as productivity 
in the construction sector is particularly low. Global economic productivity shapes wage growth and therefore the 
outlook for consumption. Household spending increased more slowly in 2017 than in 2016 and this trend should 
continue in 2018 given the pick-up in inflation and the slow growth in purchasing power.
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CONSTRUCTION IS CRITICAL TO GROWTH IN THE EUROZONE HOUSEHOLD CONSUMPTION IS SLUGGISH

Growth in Eurozone GDP Contribution to growth from construction spending

Year-on-year change as a %, by volume
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Year-on-year as a % Year-on-year as a %, by volume

La consommation des ménages est poussive
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CENTRAL BANKS WILL CONTINUE TO DICTATE TRENDS

The central banks are not forecasting a rise in inflation or any major interest rate hikes. Both the Federal Reserve 
and the European Central Bank (ECB) have again lowered their inflation forecasts. According to the members of the 
Fed’s Federal Open Market Committee, inflation as measured by the US household consumer spending price index is 
set to rise by 1.9% in 2018 and 2% in 2019 after 1.6% in 2017. According to the ECB, Eurozone inflation could reach 1.2% 
in 2018 and 1.5% in 2019 after 1.5% in 2017. In the long term (i.e. 5 years), inflation could be just 1.9% in the Eurozone 
and 2% in the United States. Given the low level of potential growth, equilibrium interest rates are thus lower than 
they were before the crisis. That means a tiny rise in benchmark interest rates may be enough to “return monetary 
policy to normal”, that is to guide interest rates back closer to their natural values. For example, the difference 
between the Federal Reserve’s real benchmark interest rate of -0.45% and the long-term benchmark interest rate 
estimated by the US central bank at 0.75% is relatively small, raising the prospect of small interest rate hikes .

According to our econometric projections2, the neutral interest rate stands at 0.3% in the Eurozone and 0.2% in 
Switzerland. It is slightly higher in the United Kingdom at 1.5%. There are, of course, structural reasons for the decline 
in the equilibrium interest rate, such as the ageing population, which increases average savings and demand for risk-
free assets. The Federal Reserve estimates the average Fed Funds rate stands 75 basis points lower than the rate 
in the 1980s because of a higher level of savings as more households near retirement age. In parallel, the slowdown 
in growth of the working age population in developed countries is reducing the need for capital expenditure and 
productivity weakness cuts into investment returns. Investment demand is therefore weaker. Accordingly, the 
equilibrium interest rate is lower due to a greater propensity to save and a lower propensity to invest. Secondly, 
political uncertainty and instability also play a role, as do the introduction of new standards and changes in taxation. 
In addition, the neutral interest rate is lower than potential growth as when the latter slows down, factor productivity 
falls back and demand for investment falls, which reduces the benchmark interest rate’s equilibrium level. Moreover, 
if structural changes impact investors’ preference for the immediate term, the level of the equilibrium interest rate 
may fall. Lastly, the neutral rate is the long-term Fed funds rate and therefore risk-free.

The reduction in the level of the Federal Reserve’s reinvestment of the proceeds from its maturing securities should 
have only a marginal impact on longer-term rates. According to our calculations, the volume of sovereign bonds that 
will no longer be purchased totals $230 billion, which corresponds to barely 2% of the market for these securities. 
The proportion for other mortgage securities is just 3%.

The ECB is in a totally different situation as it will start by reducing the size of its balance sheet before raising its rates. 
Our extensive analysis of central bank balance sheets shows that the average yield on securities held by the ECB is 
0.7% as compared with 3% for the Federal Reserve. Were it to raise its rates before completing its targeted longer-
term refinancing operations (TLTRO), it would expose the national central banks to unduly large losses.

In conclusion, the ECB’s objective is normalisation through a steepening in the yield curve via long-term rates, in 
contrast to the Federal Reserve which wants to avoid the dollar rising too sharply. Non-traditional monetary policies 
have radically altered the complexion of forex trends. Movements have also been heavily influenced by long-term 
rates.

2 The actual natural interest rate is the interest rate less prevailing inflation when the economy is at full potential and target inflation has been reached. This is 
the real long-term Fed funds rate. Several methods may be used to estimate the equilibrium interest rate; we have used the method based on the hypothesis 
that the natural rate is a residual of an econometric function (Laubach and Williams, 2003).
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Central banks in emerging markets such as India, Brazil or Turkey have grasped the opportunity provided by low 
inflation to start lowering interest rates and thereby support domestic activity. In 2018, private sector lending is 
expected to continue increasing and to support investment, even though the cycle of interest rate cuts is already 
well advanced.

NEW-FOUND AUTONOMY OF EUROZONE INTEREST RATES (10-
YEAR TREASURY AND 10-YEAR BUND SINCE 1999)

SEVERAL CENTRAL BANKS IN EMERGING MARKETS  
HAVE LOWERED THEIR BENCHMARK INTEREST RATES

10-year sovereign yields: United States 10-year sovereign yields: Eurozone (Bund)
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GROWTH IN ARTIFICIALLY CONTROLLED CONDITIONS AND MICRO-MANAGED ASSET 
PRICES

Accelerating growth without any pick-up inflation, against a background of low short- and long-term interest 
rates, could be viewed positively. However, this balance is unstable and based on price effects. This is attributable 
to the artificial support for demand linked to an increase in investment spending by Chinese state-owned companies 
and a reduction in household savings rates. In the Eurozone, a catch-up phenomenon can also be factored in. The 
rise in commodities prices has removed the risk of deflation and given company managers a sense that their top-
line prospects are improving based on the latest survey results. But, in order for this “price effect” to translate into 
firmer demand, productivity would have to increase. In this case, there could be wage growth without this weighing 
on corporate profits and investment capacity. In addition, firmer demand could encourage significant growth in 
corporate investment.

Central banks are not mistaken as they are repeatedly stating that interest rates are going to remain low for a long 
time. The ECB has hinted that it will not be increasing its rates before 2020 and the Bank of Japan is guaranteeing a 
10-year rate equal to zero. The Federal Reserve has revised down its long-term equilibrium interest rate. The Bank of 
England is in a quite unique situation as it has to deal with a loss of confidence in sterling.

These policies have numerous consequences for investors. They mean that the central banks are going to continue 
intervening massively to influence movements in interest rates, while private sector debt has risen in OECD member 
countries. Non-financial corporate debt has risen from 108% in 2005 to 135% of GDP in 2016 on average. It stands 
at over 200% of GDP in Belgium and represents nearly 170% of GDP in France (154% in Japan, 126% in the United 
Kingdom and 120% in the United States). Household borrowing reached 140% of gross disposable income in 2016 
after 80% in 2005 on average across OECD countries, but there are vast differences (153% of disposable income in 
the United Kingdom, 135% in Japan, 111% in the United States and 109% in France). While growth in borrowing levels is 
a kind of “guarantee” that rates will not increase, it also has the consequence of increasing the probability that central 
banks will hold onto the securities they have purchased for as long as possible. This monetary policy, together with 
the flow of resources into the real estate sector, could lead to a poor distribution of resources, weigh on productivity 
and therefore reduce long-term equilibrium rates still further, despite an acceleration in cyclical growth. For the 
time being, we are still trapped in this vicious circle. Any paradigm shift will depend on investment in education and 
skills development, as well as in innovations, across all business sectors. Only investment of this kind will foster the 
uptake of innovation across the entire economy and therefore raise the prospect of a rise in potential nominal growth 
forecasts. In the meanwhile, central banks will continue to give macroeconomic fundamentals time to reach a point 
where investors can sensibly expect a steep increase in future profits.
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OUR GROWTH FORECASTS
GDP GROWTH IN VOLUME (%) 2014 2015 2016 Q4 17f 2017f C* Q4 18f 2018f C* 2019f C*

United States 2.6 2.9 1.5 2.4 2.2 2.2 2.3 2.5 2.4 2.1 2.1

Eurozone 1.4 2.0 1.8 2.2 2.2 2.2 1.8 1.8 1.9 1.6 1.6

Germany 1.9 1.7 1.9 2.5 2.2 2.2 1.8 1.8 2.0 1.8 1.7

France 0.9 1.1 1.2 2.1 1.7 1.7 1.7 1.8 1.8 1.6 1.6

Italy 0.1 1.0 0.9 1.6 1.5 1.5 1.5 1.5 1.3 1.0 1.1

Spain 1.4 3.4 3.3 3.1 3.1 3.1 2.3 2.4 2.5 2.4 2.2

Portugal 0.9 1.8 1.5 2.2 2.6 2.6 1.9 2.0 1.9 1.7 1.6

Luxembourg 5.7 2.9 3.1 4.0 3.3 3.5 3.1 3.3 3.5 3.0 2.5

Europe ex-Eurozone

United Kingdom 3.1 2.3 1.8 1.4 1.5 1.5 1.0 1.2 1.4 1.0 1.6

Switzerland 2.5 1.2 1.4 1.6 0.8 0.9 1.7 1.8 1.7 1.7 1.7

Israel 3.5 2.6 4.0 3.1 3.3 3.2 3.3 3.3 3.3 3.4 3.0

Japan 0.4 1.1 1.0 1.4 1.5 1.5 1.1 1.2 1.3 0.9 0.9

Emerging markets 4.8 4.0 4.1 5.2 4.9 4.5 4.7 5.0 4.9 4.7 5.0

China 7.3 6.9 6.7 6.7 6.8 6.8 6.3 6.4 6.4 6.0 6.2

Brazil 0.5 -3.8 -3.6 1.3 0.6 0.7 2.5 2.1 2.4 2.3 2.5

India 7.0 7.5 7.9 6.9 6.3 6.4 7.8 7.6 6.7 7.7 7.4

* Consensus

OUR INFLATION FORECASTS
CONSUMER PRICE INDEX (%) 2014 2015 2016 Q4 17f 2017f C* Q4 18f 2018f C* 2019f C*

United States 1.6 0.1 1.3 2.2 2.1 2.1 2.3 2.3 2.1 2.3 2.2

Eurozone (HCPI) 0.4 0.0 0.2 1.4 1.6 1.5 1.6 1.5 1.4 1.6 1.6

Germany 0.8 0.1 0.4 1.6 1.8 1.7 1.7 1.6 1.6 1.7 1.8

France 0.6 0.1 0.3 1.2 1.2 1.1 1.4 1.3 1.2 1.4 1.5

Italy 0.2 0.1 -0.1 1.2 1.4 1.4 1.1 1.2 1.1 1.4 1.4

Spain -0.2 -0.6 -0.4 1.6 2.1 2.0 1.4 1.5 1.4 1.7 1.8

Portugal -0.2 0.5 0.6 1.5 1.5 1.5 1.4 1.5 1.4 1.5 1.4

Luxembourg 0.7 0.1 0.0 2.0 2.1 2.2 1.9 2.0 1.7 1.9 2.0

Europe ex-Eurozone

United Kingdom 1.5 0.0 0.6 2.9 2.7 2.7 3.3 3.0 2.5 3.0 2.5

Switzerland 0.0 -1.1 -0.4 0.7 0.5 0.5 0.9 0.7 0.6 1.0 0.9

Israel 0.5 -0.6 -0.5 0.2 0.8 0.4 1.0 0.7 0.8 1.1 1.1

Japan 2.7 0.8 -0.1 0.7 0.5 0.5 0.9 0.8 0.9 1.3 1.6

Emerging markets 4.2 4.3 3.8 3.0 3.0 3.0 3.2 3.3 3.3 3.1 3.3

China 2.0 1.4 2.0 1.8 1.6 1.6 2.0 2.2 2.2 2.0 2.2

Brazil 6.3 9.0 8.8 2.9 3.5 3.5 4.0 3.6 4.0 4.0 4.2

India 6.7 4.9 5.0 4.1 3.2 3.2 5.0 4.8 3.5 5.3 4.5

* Consensus
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OUR MONETARY POLICY AND YIELD FORECASTS
INTEREST RATES (%)** 2014 2015 2016 Q3 17 Q4 17f 2017f C* Q2 18 Q4 18f 2018f C* 2019f C*

United States

Benchmark rate 0.25 0.50 0.75 1.25 1.50 1.50 1.50 1.75 2.25 2.25 2.10 2.75 2.52

2-year 0.46 0.68 0.83 1.49 1.70 1.46 1.44 1.95 2.45 2.14 1.99 2.65 2.54

10-year 2.53 2.13 1.83 2.33 2.50 2.38 2.34 2.90 3.05 2.89 2.63 3.20 3.12

Eurozone

Benchmark rate 0.05 0.05 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.45

2-year Schatz yield 0.05 -0.25 -0.59 -0.69 -0.70 -0.68 -0.67 -0.55 -0.35 -0.49 -0.43 0.00 0.18

10-year Bund yield 1.24 0.54 0.14 0.46 0.40 0.42 0.44 0.70 1.00 0.78 0.84 1.40 1.47

French gov. bond 2-year 0.13 -0.18 -0.51 -0.48 -0.55 -0.43 -0.39 -0.40 -0.20 -0.34 -0.22 0.15 -

French gov. bond 10-year 1.68 0.86 0.48 0.74 0.75 0.82 0.87 1.05 1.35 1.13 1.23 1.75 1.67

United Kingdom

Benchmark rate 0.50 0.50 0.25 0.25 0.50 0.50 0.50 0.75 0.75 0.75 0.70 0.50 1.07

2-year 0.68 0.54 0.29 0.46 0.55 0.37 0.36 0.85 0.75 0.79 0.63 0.45 1.17

10-year 2.51 1.82 1.22 1.37 1.40 1.29 1.27 1.75 2.10 1.83 1.54 2.20 2.00

Switzerland

Benchmark interest rate -0.25 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.45

2-year yield -0.33 -0.89 -0.91 -0.80 -0.85 -0.83 -0.79 -0.65 -0.45 -0.59 -0.49 -0.20 0.10

10-year yield 0.31 -0.09 -0.35 -0.02 -0.05 -0.05 -0.04 0.20 0.50 0.28 0.23 0.90 0.65

Japan

Benchmark interest rate 0.10 0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 0.00 -0.10 0.00

2-year yield 0.07 0.01 -0.21 -0.19 -0.20 -0.18 -0.14 -0.10 -0.05 -0.10 -0.09 0.00 -0.04

10-year yield 0.55 0.36 -0.04 0.07 0.10 0.08 0.06 0.12 0.15 0.13 0.08 0.20 0.09

Emerging markets - benchmark interest rates

China 5.60 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.10 -

Brazil 11.75 14.25 13.75 8.25 7.00 7.00 7.00 6.50 7.00 7.00 7.00 7.50 -

India 8.00 6.75 6.25 6.00 6.00 6.00 5.85 5.75 6.00 6.00 5.95 6.50 -

* Consensus | **Sovereign bond yields shown are averages for the annual periods and period-end figures for the quarterly periods.

OUR CURRENCY FORECAST
EXCHANGE RATE** 2014 2015 2016 Q3 17 Q4 17f 2017f C* Q2 18 Q4 18f 2018f C* 2019f C*

Dollar

EUR/USD 1.20 1.08 1.11 1.17 1.16 1.13 1.13 1.11 1.14 1.13 1.20 1.18 1.25

USD/JPY 120 120 109 111 113 113 113 116 118 116 113 120 114

GBP/USD 1.56 1.47 1.36 1.31 1.32 1.29 1.29 1.27 1.22 1.26 1.31 1.22 1.35

USD/CHF 0.99 1.00 0.98 0.96 0.99 0.99 0.98 1.03 1.01 1.01 0.97 0.97 0.94

USD/CNY 6.16 6.28 6.65 6.65 6.70 6.75 6.65 6.80 6.95 6.86 6.65 7.00 6.50

Euro

EUR/JPY 144 130 120 130 131 126 127 129 135 131 136 142 143

EUR/GBP 0.77 0.73 0.81 0.90 0.88 0.88 0.88 0.87 0.93 0.90 0.92 0.97 0.93

EUR/CHF 1.20 1.09 1.09 1.13 1.15 1.11 1.11 1.14 1.15 1.15 1.17 1.15 1.18

EUR/SEK 9.44 9.17 9.47 9.55 9.65 9.60 9.56 9.40 9.25 9.39 9.24 9.15 9.10

* Consensus | ** period average
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Donald Trump’s first year in office has not led to any major macroeconomic shifts. 
America’s withdrawal from the Trans-Pacific Partnership (a free trade agreement), the 
appointment of Jerome Powell as head of the Federal Reserve (from February 2018) 
and steps taken to deregulate the financial industry have of course been significant 
decisions. However, the Trump administration’s key priorities are still to be dealt with: the 
repeal of Obamacare has not been voted by Congress, and the plan to invest USD 1,000 
billion in infrastructure is still pending. Most of the effort has been focused on pushing 
through the tax cuts, which were earlier approved by the House of Representatives.

This year has featured a pick-up in GDP growth, which has accelerated from 1.5% in 
2016 to a prospective 2.2% in 2017, primarily as a result of investment in the fossil fuels 
sector – which has benefited from the oil price stabilising around $50/barrel from mid-
2016. This capex trend is henceforth likely to slow down. However, the rise in exports 
in response to the 6.2% fall in the dollar since January could pick up where fossil fuels 
have left off in the final quarter of 2017 (see left-hand chart on p.15). In 2018, corporate 
investment and household consumption are set to be supported by tax cuts, which we 
expect to come into force during the second quarter. We see the tax measures pushing 
GDP growth up to 2.5%.

CORPORATE INVESTMENT SET TO DRIVE GROWTH IN 2018

Growth in corporate investment is set to accelerate firmly on the back of the new tax 
measures. According to the most recent proposals, companies stand to benefit more 
fully than households from the tax cuts (see table on p.15). Several tax breaks are due 
to be scrapped for companies, such as deducting loan interest payments from taxable 
income, but other measures will provide an incentive to invest. The cut in corporate 
tax rate from 35% to 20%, the immediate full deductibility of capital expenditure and 
the preferential rate of taxation on earnings repatriated from abroad could together 
contribute to pushing up the business-investment growth rate by 1.5 percentage points 
to 6.4% in 2018, according to our estimates.

The new tax measures could benefit some companies more than others. Manufacturing, 
energy and discretionary consumer goods stand to gain from the tax cuts because the 
effective rate of taxation applying to them, i.e. including tax deductions, is one of the 
highest (see right-hand chart on page 15). In addition, these three sectors have low 
indebtedness, meaning that they would only be slightly penalised by the interest-related 
tax break. The most recent tax proposals would also benefit small-scale businesses, 
where the rate of taxation stands to fall from 39.6% to 25%.

LISA TURK - ECONOMIST, UNITED STATES

UNITED STATES

WITH REPUBLICANS SET TO AGREE ON TAX CUTS, US GROWTH COULD ACCELERATE TO 2.5%

ACCORDING TO OUR ANALYSIS, THE MEASURES WILL PRIMARILY BE A BOON FOR CORPORATE 
INVESTMENT IN THE INDUSTRIAL SECTOR

IN 2019, THE IMPACT OF TAX CUTS COULD WEAKEN, AND GDP GROWTH IS EXPECTED TO NEAR ITS 
POTENTIAL



3.1%
Sharp fall  

in household  
savings ratio
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TAX CUTS SET TO HELP COMPENSATE FOR DETRIMENTAL 
EFFECTS OF INFLATION ON CONSUMER SPENDING

Conditions among US households are less buoyant. While confidence is hovering at 
historically high levels, notably thanks to sunny prospects for the job market and a 
positive wealth effect, consumer spending has not risen by much this year. Yet the 
household savings ratio fell by 4.1% of disposable income in February to just 3.1% in 
September, and this boosted consumer-spending growth by 0.7 of a percentage point. 
Given that the savings ratio has reverted to pre-crisis levels and clearly cannot fall much 
further, this supportive influence is due to lessen. In addition, the minor acceleration in 
nominal wages that we anticipate could be partially offset by the pick-up in inflation 
to 2.3% in 2018. Against this backdrop, the new tax measures could be one of the sole 
supportive influences for real disposable incomes and consumer spending, whose 
growth rate is set to remain steady at 2.7%.

In the job market, the number of jobseekers has fallen sharply in 2017, as reflected 
in an unemployment rate of 4.1% in October – well below the equilibrium rate of 
unemployment.  Meanwhile, under-employment (which includes discouraged workers 
and part-time workers who would like to work full time) plunged to 7.9% in October, 
its lowest level since 2006. We estimate that these stresses in the job market will allow 
nominal wages to accelerate by 2.6% on average in 2017 and by 2.8% in 2018. However, 
inflation caused by a positive output gap and dearer imported goods might weaken 
growth in real wages.

Concerning foreign trade, the contribution from the balance of trade could continue to 
dampen GDP growth slightly in 2018 despite the prospective rise in exports over the 
coming months, stimulated by dollar depreciation. Higher business investment is set to 
boost imports of capital goods (which represent nearly 30% of all US imports).

POSITIVE IMPACT OF TAX CUTS LIKELY TO BE TEMPORARY AND 
COULD ACTUALLY WIDEN THE DEFICIT

In 2019, tax cuts are still likely to have an impact on GDP, having come into effect only 
since the second quarter of 2018. However, their effect will not be enough for the US 
economy to growth above potential. In addition, the steady rise in long-term yields 
could slow lending to businesses and households, while the slowdown in employment 
growth could weigh on consumer spending. Amid this re-convergence with potential 
growth, inflation is likely to remain stable at 2.3%.

Considering that we foresee a smaller and more temporary positive effect from tax 
cuts on the US economy compared with forecasts by Congress, our estimate is that the 
federal deficit will worsen in 2018 and 2019. Despite this wider deficit, long-term yields 
should only see moderate increases, with the yield on 10-year Treasuries set to rise to 
2.9% in 2018 then to 3.2% in 2019 (see section on Monetary Policy, p.45). Relatively low 
US growth is likely to prompt caution from the Fed, which we expect to limit increases 
in its Fed Funds rate to 1.50% in December 2017 and to 2.25% out to the end of 2018. In 
2019, we then expect two additional rates increases. 

Besides the projections from our economic models and analyses, the US economy will 
remain dependent on the behaviour of the US president and the outcome of the mid-
term elections. What is more, the musical chairs at the FOMC  could lead to a less 
dovish monetary policy.

1 Estimated by the Congressional Budget Office
2 FOMC – The US Federal Reserve’s Federal Open Market Committee
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US EXPORTS SET TO ACCELERATE IN Q4 2017  
AND CONTRIBUTE POSITIVELY TO GDP GROWTH

THE EFFECTIVE RATE OF CORPORATE INCOME TAX  
VARIES STRONGLY BY S&P500 SECTOR

 US dollar (Real e�ective exchange rates, right y-axis inversed)Exports of goods and services (left y-axis)

Year-on-year change as a %, staggered by 3 m Real e�ective exchange rate, inversed
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2017 2018 2019

% YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 2.6 2.9 1.5 2.0 2.2 2.3 2.4 2.2 2.2 2.5 2.8 2.6 2.3 2.5 2.4 2.1 2.1

GDP (%) QoQ 0.6 0.4 0.5 0.3 0.8 0.7 0.6 0.6 - 0.5 1.0 0.6 0.2 0.6 - 0.5 -

Private consumption 2.9 3.6 2.7 2.9 2.7 2.6 2.6 2.7 2.7 2.6 2.9 2.7 2.5 2.7 2.5 2.3 2.2

Public consumption -0.6 1.4 0.8 -0.2 0.0 -0.2 0.1 -0.1 -0.1 0.2 0.4 0.4 0.4 0.4 0.8 0.5 1.0

Investment 6.2 4.0 0.7 3.2 3.6 3.6 4.0 3.6 3.4 4.5 5.0 5.9 5.2 5.1 4.3 3.5 3.7

Residential investment 3.5 10.2 5.6 2.0 1.3 0.9 0.9 1.3 - 1.0 0.8 0.7 0.6 0.8 - - -

Non-residential investment 6.9 2.4 -0.6 3.5 4.3 4.4 5.1 4.3 - 5.6 6.0 7.2 6.5 6.4 - - -

Changes in inventory (contribution) -0.1 0.2 -0.4 -0.2 0.0 0.1 -0.2 -0.1 - -0.1 -0.1 -0.1 0.0 -0.1 - 0.0 -

Exports 4.3 0.4 -0.5 3.1 3.2 2.3 4.3 3.2 3.2 4.1 4.5 4.0 3.5 4.0 3.4 3.0 3.1

Imports 4.5 5.0 1.3 3.8 4.1 3.2 3.0 3.5 3.3 3.7 4.0 4.9 4.5 4.3 3.3 3.4 3.8

Balance of trade (contribution) -0.1 -0.7 -0.3 -0.2 -0.2 -0.2 0.1 -0.2 - -0.1 -0.1 -0.3 -0.3 -0.2 - -0.2 -

Unemployment (%) 6.2 5.3 4.9 4.7 4.4 4.3 4.1 4.4 4.4 4.0 3.9 3.8 4.0 4.0 4.1 4.2 4.0

Headline inflation 1.6 0.1 1.3 2.5 1.9 2.0 2.2 2.1 2.1 2.3 2.3 2.1 2.3 2.3 2.1 2.3 2.2

EUR/USD 1.20 1.08 1.11 1.07 1.10 1.17 1.16 1.13 1.13 1.15 1.11 1.12 1.14 1.13 1.20 1.18 1.25

Fed Funds Rate 0.25 0.50 0.75 1.00 1.25 1.25 1.50 1.50 1.50 1.75 1.75 2.00 2.25 2.25 2.10 2.75 2.52

2-year government bonds (%) 0.46 0.68 0.83 1.26 1.38 1.49 1.70 1.46 1.44 1.90 1.95 2.25 2.45 2.14 1.99 2.65 2.54

10-year government bonds (%) 2.53 2.13 1.83 2.39 2.31 2.33 2.50 2.38 2.34 2.60 2.90 3.00 3.05 2.89 2.63 3.20 3.12

* Consensus | Note : annual data for sovereign bond yields are averaged. For quarters, the end-of-period yield is used.
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ANNEXE 

TAX CUTS FOR HOUSEHOLDS

Current law
Proposals passed by the House of 
Representatives

Our estimated 
impact on tax 
income in 2018*

Our estimated 
impact on tax 
income in 2019*

Ta
x 

cu
ts

 

Tax brackets
7 tax brackets 10%, 15%, 25%, 28%, 
33%, 35%, 39.6%

4 tax brackets: 12%, 25%, 35%, 39.6% -59

-138

-20

-46

Standard tax deductions
USD 12,600 for married couples, 
USD 6,300 for single persons

USD 24,000 for married couples, USD 
12,000 for single persons -45 -15

Child tax credit
Tax credit of USD 1,000 per child 
(<17)

Tax credit of 1,600 per child (and 
USD 300 for any other dependents)

-29 -10

Alternative minimum tax AMT** - Abolition of the minimum tax -5 -2

Estate tax (or "Death tax")
Maximum statutory tax rate at 40% 
and first USD 5 million exempt

Duplication of the exemption at USD 
10 million

-1 0

Ta
x 

ris
es

Basic personal exemption USD 4m050 Eliminate personal exemption 71

121

24

40
-

Eliminate many tax deductions 
except deductions for mortgage 
interest and charitable donations in 
particular

43 14

Other (limits on or abolition of tax 
credits)

- - 6 2

Estimated impact on income: -18 -6
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TAX CUTS FOR MAJOR CORPORATES

Current law
Proposals passed by the House of 
Representatives

Our estimated 
impact on tax 
income in 2018*

Our estimated 
impact on tax 
income in 2019*

Ta
x 

cu
ts

Corporation tax 35% 20% -46

-91

-15

-28

Alternative minimum tax AMT** - Abolition of the minimum tax -8 -3

Investment expenditure
Business investments are subject to 
depreciation or amortisation over 
several years

Immediate depreciation of business 
investments (other than for services 
to local authorities and real estate) - 
Measure expires in 2022

-35 -8

Other tax credits or deductions 
allowed

- - -2 -1

Ta
x 

ris
es

Other tax credits or deductions 
allowed

-
Limit deductions for interest on a 
loan to 30% of EBITDA.

12
29

4
10

Other (Limitation or elimination of 
deductions)

- - 17 6

Estimated impact on income: -18 -6

TAX CUTS FOR SMALL BUSINESS

Current law
Proposals passed by the House of 
Representatives

Our estimated 
impact on tax 
income in 2018*

Our estimated 
impact on tax 
income in 2019*

Ta
x 

cu
ts Small business tax rate

 As for personal income tax: 39.6% 
for most businesses

25% (and 9% for the first USD 
75,000 in profit for certain small 
businesses)

-21  
-31

-7  
-10

Other deductions granted - - -10 -3

Estimated impact on income: -31 -10

FISCAL MEASURES FOR FOREIGN INCOME

Current law
Proposals passed by the House of 
Representatives

Our estimated 
impact on tax 
income in 2018*

Our estimated 
impact on tax 
income in 2019*

Fa
ll 

in
 

in
co

m
e

Taxation of profits from foreign 
sources

International taxation system***

Territorial taxation system (income 
and dividends paid to US companies 
by their foreign subsidiaries would 
be exempt)

-12 -4

Ri
se

 in
 

in
co

m
e

Taxation of profits from foreign 
sources

International taxation system***
14% sur les actifs liquides et 7% sur 
les actifs illiquides

59 16

Single tax charge on repatriation of 
profits to the United States

-
14% of liquid assets and 7% of illiquid 
assets 9 3

Other - - 56 15

* Based on estimates by the Joint Committee on Taxation, independent Congressional committee
** The AMT is a tax required in addition to the regular tax for certain individuals or companies that have benefited from tax deductions enabling them to reduce their contribution.
*** The US government taxes the profits of foreign subsidiaries of US parent companies when they repatriate them to US territory with a tax credit corresponding to the amount of tax 
paid abroad.

Sources : https://waysandmeansforms.house.gov/uploadedfiles/tax_cuts_and_jobs_act_section_by_section_hr1.pdf
https://waysandmeans.house.gov/wp-content/uploads/2017/11/20171106-JCT-Estimated-Revenue-Effects-of-Amendment-in-the-Nature-of-a-Substitute-to-H.R.-1.pdf
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Eurozone GDP continued to accelerate during the third quarter of 2017, 
showing year-on-year growth of 2.5% – its firmest rate since 2011. However, 
faster GDP growth was achieved against the backdrop of slightly slower 
growth in domestic demand. Private consumption slowed from 2.0% growth 
in 2016 to 1.7% on average for the first half of 2017, due to the inflation uptick, 
which weighed on household real incomes. Growth in public spending slowed 
from 1.7% to 1.1% in the same period, owing most notably to lower expenditure 
on asylum seekers. Some 422,000 arrived in the EU in the first eight months 
of 2017 compared with over twice this number during the same period in 2016. 
This trend was particularly noticeable in Germany, where growth in public 
spending slowed from 3.7% in 2016 to just 0.9% in the third quarter of 2017. 

The pick-up in Eurozone growth this year resulted from a sharp improvement 
in foreign trade. Therefore, having lopped 0.5 of a percentage point (pp) off 
growth in 2016, net exports added nearly 0.2 pp to growth in the first half of 
2017 (see left-hand chart on p.21). Exports benefited both from accelerating 
global economic growth and the 1% fall in value of the euro between the first 
half of 2016 and 2017 – based on the real effective exchange rate. However, 
while global demand is set to remain strong, with US growth due to accelerate 
to 2.5% in 2018, the euro’s effective exchange rate has appreciated by over 
6% since the election of Emmanuel Macron. This will weigh on the price-
competitiveness of Eurozone exports. Consequently, foreign trade is no 
longer likely to make a positive growth contribution in upcoming quarters.

GDP growth should therefore slow gradually in 2018 as domestic demand is 
unlikely to accelerate. Growth in private consumption even looks set to slow 
slightly within the forecast period. According to our calculations, over 60% of 
growth in private consumption seen since 2013 can be attributed to increased 
levels of employment. However, after 1.6% this year, employment growth is due 
to slow progressively to 1.2% in 2018 as the economy nears full employment. 
Slower growth in employment probably means a slower increase in consumer 
spending. Regarding public expenditure, Eurozone governments indicated 
in their Draft Budgetary Plan addressed to the European Commission that 
they intend to effect greater consolidation in their public finances in 2018. 
Among the leading Eurozone countries, only Germany has announced a 
minor loosening of the public purse strings, resulting in a prospective shift 
from a structural surplus of 0.75% of GDP in 2017 to 0.25% in 2019.

EUROZONE

GDP GROWTH IS SET TO REACH 2.2% IN 2017, ITS FASTEST ANNUAL RATE SINCE 2007, THANKS TO 
THE CONTRIBUTION FROM THE RETURN TO POSITIVE NET EXPORTS

BUT IT IS PROJECTED TO SLOW TO 1.8% IN 2018 AS A RESULT OF EURO APPRECIATION AND THE 
DETRIMENTAL EFFECT OF THE LATTER ON FOREIGN TRADE

THIS ABOVE-POTENTIAL GROWTH SHOULD ENABLE THE EUROZONE TO FILL ITS OUTPUT GAP 
FROM 2019

MATTHIAS VAN DEN HEUVEL - ECONOMIST
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Finally, investment should continue to grow at a steady pace in 2018. Corporate 
investment stands to benefit from the record levels of confidence expressed among 
manufacturers against a backdrop of high capacity utilisation rates and continued 
cheap credit. This positive dynamic was confirmed by the latest Eurosystem survey of 
bank lending, which shows that demand for loans to invest in capital goods has risen in 
the second half of 2017. Construction investment is also likely to continue helping drive 
the Eurozone economy along, stimulated by upturns in real estate markets. However, 
this rate of growth is set to slow marginally over the forecast period as inflation in 
housing prices tails off. Therefore, without the support of net exports and with domestic 
demand slowing slightly, growth in the Eurozone economy is due to slow to 1.8% in 2018.

In 2019, we expect the growth slowdown in the Eurozone to continue – for several 
reasons. Firstly, the two economies that have made the greatest contribution to growth 
since 2014, i.e. Germany and Spain, are set to lose some of their growth drivers. In 
Germany, the sharp reduction in the number of asylum seekers arriving in the country 
is set to pin back GDP growth, a trend already reflected in figures representing the first 
three quarters of 2017, when public spending contributed just 0.2 pp on average as 
opposed to 0.6 pp in 2015 and 2016. In addition, Germany is one of the only Eurozone 
countries to have covered its output gap; it therefore has above-potential GDP. This 
means that its rate of growth should gradually fall back towards its rather low “potential” 
of around 1.1%. Meanwhile, Spain is expected to stop playing “catch-up” since its 
economy reverted to pre-crisis levels in the second quarter of 2017. Spain’s economic 
growth is likely to ebb to 2.4% in 2019 after an estimated 3.1% in 2017. Moreover, in 2019, 
the Eurozone will have on average covered its output gap, and excess capacity will have 
been reabsorbed. With less support from monetary and fiscal policy, GDP growth is 
likely to come close to its potential rate, clocking in at an estimated 1.6%.

Despite faster growth, inflation is still well under control. Underlying inflation was a 
mere 0.9% in October. But we see the covered output gap and lower unemployment 
progressively pushing up inflation, although it is unlikely to attain the ECB’s target of 
below but close to 2% in the forecast period. With a lid on inflation, the ECB is likely to 
maintain a loose monetary policy and not raise its policy rates before 2020.1.8%

Growth  
set to slow  

in 2018
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FOREIGN TRADE RESPONSIBLE FOR THE RECENT ACCELERATION 
IN EUROZONE GROWTH

EURO APPRECIATION SET  
TO DAMPEN IMPORTS

Net exports Gross domestic product

Private consumption Public consumption Investment Changes in inventory

Year-on-year change as a%, contribution to real GDP growth
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2017 2018 2019

% YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 1.4 2.0 1.8 2.0 2.3 2.5 2.2 2.2 2.2 2.0 1.9 1.7 1.8 1.8 1.9 1.6 1.6

GDP (%) QoQ - - - 0.6 0.7 0.6 0.4 - - 0.4 0.5 0.4 0.5 - - - -

Private consumption 0.9 1.8 2.0 1.6 1.8 1.9 1.8 1.8 1.7 1.8 1.8 1.7 1.7 1.7 1.7 1.6 1.6

Public consumption 0.7 1.3 1.7 1.0 1.2 1.3 1.2 1.2 1.2 1.2 1.2 1.2 1.2 1.2 1.3 1.2 1.1

Investment 1.9 3.0 4.5 4.0 3.3 4.0 3.6 3.7 3.6 3.9 3.6 3.6 3.4 3.6 3.4 3.1 2.7

Investment in equipment 4.6 5.0 5.4 3.7 3.6 3.7 3.7 3.7 - 3.7 3.7 3.6 3.5 3.6 - 3.1 -

Investment in construction -0.4 0.2 2.4 3.7 4.3 4.2 3.9 4.0 - 3.8 3.7 3.6 3.5 3.6 - 3.2 -

Changes in inventory (contribution) 0.3 0.0 -0.1 0.0 0.2 0.2 0.1 0.1 - 0.1 0.0 -0.2 -0.1 -0.1 - 0.0 -

Exports 4.6 6.1 3.3 4.6 4.4 4.0 3.5 4.1 4.5 3.2 3.2 3.5 3.5 3.4 3.8 3.4 3.4

Imports 4.9 6.5 4.7 4.8 4.3 4.2 3.7 4.3 4.2 3.9 3.6 3.9 3.7 3.8 4.2 3.8 3.6

Balance of trade (contribution) 0.1 0.1 -0.5 0.1 0.2 0.1 0.0 0.1 - -0.2 -0.1 -0.1 0.0 -0.1 - 0.0 -

Unemployment (%) 11.6 10.9 10.2 9.5 9.2 9.0 8.7 9.1 9.1 8.7 8.6 8.5 8.4 8.6 8.6 8.2 8.2

Headline inflation 0.4 0.0 0.2 1.8 1.6 1.5 1.4 1.6 1.5 1.3 1.5 1.6 1.6 1.5 1.4 1.6 1.6

EUR/USD 1.20 1.08 1.11 1.07 1.10 1.17 1.16 1.13 1.13 1.15 1.11 1.12 1.14 1.13 1.20 1.18 1.25

ECB - Refi rate 0.05 0.05 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.45

2-year government bonds (%) 0.05 -0.25 -0.59 -0.74 -0.57 -0.69 -0.70 -0.68 -0.67 -0.60 -0.55 -0.45 -0.35 -0.49 -0.43 0.00 0.18

10-year government bonds (%) 1.24 0.54 0.14 0.33 0.47 0.46 0.40 0.42 0.44 0.55 0.70 0.85 1.00 0.78 0.84 1.40 1.47

* Consensus | NB: annual data for sovereign bond yields are averaged. For quarters, the end-of-period yield is used
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In the first half of 2017, Luxembourg’s GDP grew by 3.1% year-on-year versus the same 
figure in 2016 and 2.9% in 2015. However, the increase in household consumption slowed 
to 1% in this same period (as opposed to 2.1% in the second half of 2016) despite tax cuts 
and automatic wage indexation at the start of the year. This is because household real 
incomes were weighed down by inflation, which rose from zero in 2016 to 2.2% in 2017. 
In addition, household indebtedness rose from 55.2% of GDP in 2014 to 61.7% in 2016 
(see left-hand chart opposite).

Over the coming quarters, consumer spending could be supported by stabilisation in 
inflation and continued growth in employment at 3.3%. In addition, according to the 
Central Bank of Luxembourg (CBL), the next wage indexation is likely to be triggered 
in the second quarter of 2018. As a result, growth in nominal salaries, which stood at 
3.8% in the second quarter of 2017, should continue to progress and bolster consumer 
spending. In contrast, as full employment has been achieved since mid-2016 according 
to OECD estimates, growth in overall payroll should start to slow down in 2019, and that 
is something which could hit consumer spending. 

In the first half of 2017, fixed capital formation was primarily driven by the government, 
whose investments were up 21.7% year-on-year. Investment in the construction sector 
was somewhat disappointing, due most notably to adverse weather, but a recovery 
should be seen in the second half of the year. The acceleration in industrial production 
and rise in leading indicators herald increases in business investment in the second half 
of 2017 and in 2018 (see right-hand chart opposite). 

In addition to public investment spending, the government increased its spending by 
an average of 8.2% year-on-year in the first half of 2017, as opposed to 8.8% in the 2017 
budget. Fiscal income grew by 7.7% in the first half of 2017, as opposed to the budget 
forecast of 5.4%. The European Commission forecasts that the budget surplus will fall 
from 1.6% of GDP in 2016 to 0.5% in 2017, then to 0.3% in 2018, resulting primarily from 
the income-tax reductions introduced in early 2017.

Finally, the minor slowdown in GDP growth expected in the Eurozone, from 2.2% in 2017 
to 1.8% in 2018, could weigh on Luxembourg’s goods exports, nearly 70% of which go to 
Member States. Exports of financial services, which dwarf exports of goods by almost 
a factor of four, should – as in the first half of 2017 – continue to underpin GDP growth, 
which is expected to average 3.3% in 2017 and 2018.

GDP GROWTH HAS ACCELERATED IN 2017, FUELLED BY STRONG 
BUSINESS INVESTMENT 

IN 2018, DOMESTIC DEMAND IS LIKELY TO BE RESILIENT BUT THE SLIGHT 
SLOWDOWN IN EUROZONE GROWTH COULD WEIGH ON EXPORTS

GROWTH IS SET TO STABILISE AT 3.3% BEFORE EBBING TO 3% IN 2019

LUXEMBOURG
LISA TURK - ECONOMIST

5.7%
Unemployment rate  

in Luxembourg
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LEVELS OF HOUSEHOLD DEBT IN LUXEMBOURG HAVE RISEN 
SHARPLY SINCE 2016

MANUFACTURING CONFIDENCE AND INDUSTRIAL PRODUCTION 
ARE UP, INDICATING FASTER INVESTMENT

Household debt as a % of GDP

As a % of GDP
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2017 2018 2019

 % YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 5.7 2.9 3.1 4.0 2.2 2.8 4.0 3.3 3.5 3.5 3.8 3.1 3.1 3.3 3.5 3.0 2.5

 Inflation 0.7 0.1 0.0 2.6 2.0 2.0 2.0 2.1 2.2 1.9 2.2 1.9 1.9 2.0 1.7 1.9 2.0

* Consensus
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PORTUGAL
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WE EXPECT GROWTH IN PORTUGAL TO PEAK AT 2.6% IN 2017, BOOSTED 
BY EXPORTS AND INVESTMENT...

... AND HOLD UP AT 2.0% IN 2018, WITH INFLATION REMAINING 
MODERATE AT 1.5%

THIS ECONOMIC RECOVERY SHOULD SUSTAIN THE IMPROVEMENT IN 
THE COUNTRY'S FISCAL POSITION

Growth ran at 2.5% in the third quarter of 2017, continuing the acceleration in economic 
activity that began in 2016. Annual growth peaked at 3.0% in the second quarter, its 
highest level since the financial crisis. Gross fixed capital formation and exports have 
supported this rebound in growth. Household consumption has slowed down slightly 
but continues to move in the right direction, growing by around 2.2% since the start 
of 2017, in line with its average level in recent years. The encouraging trends in the job 
market and higher level of consumer confidence should continue to support this growth 
even though the majority of new jobs are being created in sectors with wages below the 
national average. Wage growth therefore remains moderate, and so strong inflationary 
pressure is not being generated. This factor is reminiscent of the fall in unit wage costs 
Portugal has experienced in recent years that has made a significant contribution 
towards restoring the country’s competitiveness. This competitiveness is reflected in 
positive real annual growth of 9.7% and 8.1% recorded in exports in the first and second 
quarters of 2017 respectively. Exports represent over 45% of Portuguese GDP, and 71% 
of these exports go to the Eurozone. The further brisk growth and accommodative 
monetary policy we anticipate for the Eurozone should help to maintain Portugal’s 
vibrant trading performance. Lastly, the upturn in real estate activity should support 
the investment cycle, which still clearly lags below its pre-crisis levels.

The economic recovery and the fall in the country’s borrowing costs cut the budget 
deficit to -2.0% of GDP in 2016, from -4.4% in 2015 and -7.2% in 2014. The government 
is targeting a deficit of 1.0% by 2018. Over the next two years, the macroeconomic 
environment, the European Central Bank’s policy, which is set to remain highly 
accommodative, and the continued consolidation of banks’ balance sheets could 
support the growth in lending to non-financial businesses and households. But it could 
remain in negative territory, reducing the chances of an acceleration in Portuguese 
growth in 2018.

As a result, growth is expected to run at 2.0% in 2018 after 2.6% in 2017. Inflation is likely 
to remain stable at 1.5% in 2017 and 2018.

1.9%
Yield on 10-year  

government bonds
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AFTER A PEAK ANTICIPATED IN 2017, REAL GROWTH SHOULD 
RETURN TO NORMAL IN 2018

LENDING TRENDS CURB THE SCOPE FOR GROWTH  
TO CONTINUE ACCELERATING

Growth in real GDP

Year-on-year change as a %, constant prices, seasonally adjusted
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Growth in credit to private individuals Growth in credit to non-financial corporations
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2017 2018 2019

% Annual 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 0.9 1.8 1.5 2.8 3.0 2.5 2.2 2.6 2.6 2.1 2.0 1.9 1.9 2.0 1.9 1.7 1.6

Inflation -0.2 0.5 0.6 1.4 1.7 1.3 1.5 1.5 1.5 1.5 1.6 1.4 1.4 1.5 1.4 1.5 1.4

* Consensus
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The latest figures have confirmed the cooling in the UK economy during 2017, with GDP 
growth pulling back to1.6% over the first three quarters, after running at 1.8% in 2016.

This trend is likely to continue in 2018 with household consumption dropping further, 
having already slowed from 2.9% in 2016 to 1.8% over the first three quarters of 2017. 
The pick-up in inflation we predict is likely to place an even greater burden on real 
household spending power amid stagnating nominal wages. What’s more, households, 
which had already reduced their savings and increased their borrowing to counter the 
weak level of disposable income, could become more cautious as the fall in real estate 
prices cuts into the value of their asset base.

In addition, businesses are likely to continue postponing investment decisions due to 
uncertainty. Lastly, despite the depreciation in sterling, foreign trade is not likely to 
become a growth driver as the high import content of UK exports caps the potential 
for any growth in the country’s competitiveness. Accordingly, we expect GDP growth 
to slow to 1.2% in 2018.

The outlook for 2019 depends on the outcome of the negotiations over the United 
Kingdom’s exit from the European Union (EU). While the Europeans have clearly stated 
that trade relations cannot continue in their current form, a new agreement seems 
unlikely before 29 March 2019, the official exit date. So only two scenarios seem possible.

In the first scenario, the United Kingdom would benefit from a transition period, during 
which its trade relations with the EU would remain unchanged pending the agreement 
of a new partnership. In this, our baseline scenario, growth would slow to 1.0% due to 
continuing uncertainties. Coupled with the structural weaknesses of the economy, that 
would weaken sterling and keep inflation at 3%. Despite the economic slowdown, 10-
year yields would rise slightly.

The second scenario is based on the United Kingdom’s definitive exit from the EU 
in March 2019 without any agreement having been reached. In this case, the United 
Kingdom would no longer have any trade agreement with the European Union Member 
States or with the 53 other countries with which the EU has agreements. The impact 
on GDP growth would be immediate. According to our projections, GDP could shrink 
by 1.2%. In addition, the country’s structural weaknesses would grow as the outflow 
of capital from the country gained pace (further to the flight of foreign investors but, 
above all, due to the transfer of clearing houses back to Europe). Consequently, sterling 
would slump to $1.10 and inflation would accelerate to 5.8%. Capital outflows, stronger 
inflation and wariness about the UK economic outlook would push up 10-year yields 
to over 6%.

THE SLOWDOWN IN ACTIVITY SHOULD CONTINUE INTO 2018 AMID A 
CLIMATE OF PERSISTENT UNCERTAINTY

POSSIBLE SCENARIOS FOR 2019 DEPEND CRUCIALLY ON THE 
ARRANGEMENTS AGREED FOR THE COUNTRY'S EXIT FROM THE 
EUROPEAN UNION

IN OUR BASELINE SCENARIO, GROWTH WILL SLOW FURTHER, BUT THE 
ECONOMY WOULD SLIDE INTO RECESSION IF NO TRADE AGREEMENT IS 
REACHED

UNITED KINGDOM

-0.8%
decline  

in real wages  
compared with  
September 2017
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CONSUMER SPENDING, THE PRINCIPAL GROWTH DRIVER, LOOKS 
SET TO CONTINUE SLOWING DOWN

DESPITE THE FALL IN STERLING’S VALUE, FOREIGN TRADE IS 
UNLIKELY TO BE A MAJOR SOURCE OF GROWTH

Contribution to growth made by other components of GDP Contribution to growth made by consumption

Year-on-year growth in GDPI
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2017 2018 2019

% Annual 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 3.1 2.3 1.8 1.8 1.5 1.5 1.4 1.5 1.5 1.3 1.2 1.1 1.0 1.2 1.4 1.0 1.6

GDP (%) quarterly - - - 0.3 0.3 0.4 0.4 - - 0.2 0.2 0.3 0.3 - - - -

Private consumption 2.1 2.6 2.8 2.2 1.5 1.6 1.0 1.6 1.6 0.7 0.8 0.7 0.6 0.7 1.1 0.3 1.3

Public consumption 2.5 0.6 1.1 0.3 0.5 0.8 1.2 0.7 0.7 1.8 1.8 2.0 2.2 2.0 0.8 1.5 0.6

Investment 7.1 2.8 1.3 3.7 2.4 1.8 1.3 2.3 2.3 0.7 -0.2 -0.7 -1.1 -0.3 1.0 0.0 1.9

Changes in inventory (contribution) 0.1 0.1 -0.1 -1.0 -0.4 -1.2 0.1 -0.6 - 0.0 0.1 0.1 0.1 0.1 - 0.1 -

Exports 2.7 5.0 1.1 5.6 4.9 6.2 3.9 5.1 5.0 3.0 3.0 3.5 2.9 3.1 3.5 2.5 3.2

Imports 4.5 5.1 4.3 4.1 3.4 1.5 2.9 3.0 2.9 1.4 1.8 2.4 1.7 1.8 2.5 1.5 2.5

Balance of trade (contribution) -0.5 -0.1 -0.9 0.3 0.3 1.2 0.4 0.6 - 0.2 0.2 0.3 0.3 0.3 - 0.1 -

Industrial production 1.6 1.2 1.3 2.6 0.2 1.8 1.1 1.4 1.9 0.9 1.0 0.9 0.7 0.9 1.1 0.6 0.8

Unemployment (%) 6.3 5.4 4.9 4.7 4.5 4.3 4.4 4.5 4.4 4.6 4.7 4.8 5.0 4.8 4.6 5.2 4.6

Headline inflation 1.5 0.0 0.6 2.2 2.8 2.8 2.9 2.7 2.7 2.8 2.9 3.1 3.3 3.0 2.5 3.0 2.5

EUR/GBP 0.77 0.73 0.81 0.86 0.86 0.90 0.88 0.88 0.88 0.89 0.87 0.90 0.93 0.90 0.92 0.97 0.93

GBP/USD 1.56 1.47 1.36 1.24 1.28 1.31 1.32 1.29 1.29 1.29 1.27 1.25 1.22 1.26 1.31 1.22 1.35

BoE - Benchmark interest rate 0.50 0.50 0.25 0.25 0.25 0.25 0.50 0.50 0.50 0.50 0.75 0.75 0.75 0.75 0.70 0.50 1.07

2-year government bonds (%) 0.68 0.54 0.29 0.12 0.36 0.46 0.55 0.37 0.36 0.75 0.85 0.80 0.75 0.79 0.63 0.45 1.17

10-year government bonds (%) 2.51 1.82 1.22 1.14 1.26 1.37 1.40 1.29 1.27 1.55 1.75 1.92 2.10 1.83 1.54 2.20 2.00

* Consensus | NB: annual data for sovereign bond yields are averaged. For quarters, the end-of-period yield is used
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Growth in Swiss GDP was particularly disappointing in the first half of 2017, slowing 
to a mere 0.4% year-on-year. This was admittedly made worse by exceptional factors 
such as the change in methodology adopted in the summer (with the inclusion of 
global sporting bodies; see left-hand chart opposite) and more “business as usual” 
pharmaceutical exports after a particularly dynamic year in 2016. As a consequence, 
we revised down our GDP growth forecasts for 2017 from 1.4% to 0.8%. Nevertheless, 
growth in the Swiss economy is due to pick-up in late 2017 and speed on to 1.8% for the 
whole of 2018, supported by solid foreign trade. 

Indeed, Swiss exporter stand to benefit from higher foreign demand for Swiss products 
in a context of stronger growth among its two main trading partners, the Eurozone and 
the US. In addition, the Swiss franc depreciated by more than 8% against the euro since 
April, thus improving the price competitiveness of Swiss exports. If the acceleration in 
exports is still minor, this is because– according to our analysis – Swiss export volumes 
have relatively little sensitivity to currency fluctuations, and the franc depreciation has 
partly been used by exporting companies to fatten their margins. This state of affairs 
has been confirmed by the latest survey carried out by Switzerland Global Enterprise, 
which indicates that a majority of businesses have not yet felt any tangible impact from 
currency depreciation on their export volumes, whereas 53% of them state that their 
margins have been improved by the new exchange rates. 

We expect higher profit margins to stimulate the creation of full-time jobs, the number 
of which has plunged, to be replaced by part-time jobs in the wake of the shock caused 
by the strong franc. Private consumption is therefore set to accelerate marginally in 
2018 despite the continued uptick in inflation, which is holding back real incomes. 
Business investment is set to be encouraged by Swiss franc depreciation and business-
leader confidence in a context in which financing conditions remain highly favourable 
and production capacity utilisation is rising sharply. On the construction front, growth 
in residential investment is set to remain on the low side. The shortage of profitable 
financial investments may still continue to be supportive to the sector, but several 
factors will weigh on homebuilding, notably a vacancy rate which is at its highest level 
for 18 years (1.47% in June 2017) and a 1.5% reduction in the mortgage reference rate 
(used to adjust leases) in June 2017, which will pin back rental yields.

GDP GROWTH– AFTER A DISAPPOINTING FIRST HALF AT 0.4% YEAR-ON-
YEAR – STANDS TO PICK UP TO 1.8% IN 2018 BEFORE EBBING TO 1.7% IN 
2019

EXPORTS ARE SET TO ACCELERATE THANKS TO THE BRISK ECONOMIC 
GROWTH AMONG SWITZERLAND'S PRINCIPAL TRADING PARTNERS AND 
SWISS FRANC DEPRECIATION

WITH THE RECOVERY AND INFLATION STILL VULNERABLE, THE 
SWISS NATIONAL BANK (SNB) IS EXPECTED TO MAINTAIN AN 
ACCOMMODATIVE MONETARY POLICY

MATTHIAS VAN DEN HEUVEL - ECONOMIST

SWITZERLAND

1.5%
The housing  

vacancy rate –  
an 18-year high
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Considering that rent represents 20% of the consumer price index (CPI), lower rent levels are bound to weigh on 
inflation, which is nonetheless likely to accelerate in 2018 to 0.7% over the year, as opposed to a prospective 0.5% 
in 2017. Fuelling price increases will be depreciation in the franc (as imports represent 24% of CPI), the pick-up in 
economic activity and the recent rise in oil prices. Given that the Swiss economy is set to remain below potential until 
late 2019, inflation is unlikely to be troublesome, clocking in at a prospective 1.0% in 2019.

Weak inflation and the fledgling state of the recovery will probably encourage the SNB to stick to an accommodative 
monetary policy. We nevertheless expect the SNB to be satisfied with the current value of the franc, which it now 
considers as being “at a high level” rather than “clearly overvalued”. It is therefore unlikely to take any significant 
action in currency markets while the franc continues to trade around its prevailing level. Moreover, we expect the 
SNB to keep its policy rate unchanged until the ECB raises its own rates.

ADDED VALUE GENERATED BY INTERNATIONAL SPORTS 
ORGANISATIONS NOW INCLUDED IN GDP, HENCE HOLDING BACK 

GROWTH IN 2017

ECONOMIC ACTIVITY INDICATORS SUGGEST BRISK GROWTH  
IN UPCOMING QUARTERS

Gross added value: Arts, leisure and other services

In million of francs, fixed 2010 prices
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Index Year-on-year change as a %, in volume

-4

-3

-2

-1

0

1

2

3

4

5

6

30

35

40

45

50

55

60

65

70

95 97 99 01 03 05 07 09 11 13 15 17

Source: Procure.ch, SECO, Edmond de Rothschild Economic Research

2017 2018 2019

% YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 2.5 1.2 1.4 0.4 0.4 0.9 1.6 0.8 0.9 1.9 2.0 1.7 1.7 1.8 1.7 1.7 1.7

GDP (%) QoQ - - - 0.1 0.3 0.8 0.5 - - 0.4 0.4 0.5 0.4 - - - -

Private consumption 1.3 1.8 1.5 1.4 1.4 1.4 1.4 1.4 1.3 1.5 1.5 1.5 1.5 1.5 1.4 1.5 1.4

Public consumption 2.2 1.2 1.6 1.7 1.5 1.5 1.5 1.6 1.5 1.5 1.4 1.4 1.4 1.4 1.4 1.3 1.2

Investment 2.9 2.3 3.0 2.1 2.3 2.4 2.7 2.4 2.0 2.7 2.7 2.4 2.4 2.5 2.2 1.9 1.6

Changes in inventory (contribution) -0.5 -0.3 -2.0 -2.3 0.5 -0.9 -0.3 -0.7 - -0.3 -0.3 -0.4 -0.4 -0.3 - 0.0 -

Exports** 5.2 2.1 6.8 2.2 0.8 3.3 3.1 2.3 2.5 3.9 3.7 3.7 3.2 3.6 3.8 2.9 2.8

Imports** 3.3 3.0 4.8 -0.1 4.5 3.5 3.4 2.8 3.0 3.7 3.4 3.4 3.0 3.4 3.9 3.0 3.1

Balance of trade (contribution) 1.3 -0.2 1.7 1.3 -1.6 0.3 0.3 0.1 - 0.6 0.6 0.6 0.5 0.6 - 0.3 -

Unemployment (%) 3.0 3.2 3.3 3.3 3.2 3.1 3.1 3.2 3.2 3.0 3.0 2.9 2.9 3.0 3.1 2.9 3.0

Headline inflation 0.0 -1.1 -0.4 0.5 0.4 0.5 0.7 0.5 0.5 0.7 0.8 0.8 0.9 0.7 0.6 1.0 0.9

EUR/CHF 1.20 1.09 1.09 1.07 1.08 1.13 1.15 1.11 1.11 1.14 1.14 1.15 1.15 1.15 1.17 1.15 1.18

USD/CHF 0.99 1.00 0.98 1.00 0.99 0.96 0.99 0.99 0.98 0.99 1.03 1.03 1.01 1.01 0.97 0.97 0.94

SNB - Deposit rate -0.25 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.45

2-year government bonds (%) -0.33 -0.89 -0.91 -0.86 -0.80 -0.80 -0.85 -0.83 -0.79 -0.70 -0.65 -0.55 -0.45 -0.59 -0.49 -0.20 0.10

10-year government bonds (%) 0.31 -0.09 -0.35 -0.09 -0.02 -0.02 -0.05 -0.05 -0.04 0.05 0.20 0.35 0.50 0.28 0.23 0.90 0.65

* Consensus – ** Excluding valuables and non-monetary gold | NB: annual data for sovereign bond yields are averaged. For quarters, the end-of-period yield is 
used – Year-on-year growth rates are performed using seasonally adjusted values.
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We had expected economic growth to cool off this year and it did. GDP growth 
averaged 3.3% in the first three quarters, after a figure of 4.0% in 2016. This slowdown 
is not worrying, however. After having enjoyed exceptionally strong support in 2016, 
growth in domestic-demand components has slowed. At the same time, foreign trade 
has continued to improve. As a result, even as growth is close to its potential, the drivers 
powering the Israeli economy appear to be better balanced.

Household consumption, driven forward in late 2016 by car purchases ahead of the 
introduction of a new ecotax, slowed from growth of 6.1% in 2016 to 2.7% on average in 
the first three quarters of 2017. Over the same period, growth in corporate investment – 
which benefited from a vast modernisation programme in the semiconductor industry 
in 2016 – slowed from 11.9% to 3.8%. Yet the slowdown in domestic demand was 
partially offset by improved foreign trade. Export growth quickened from 2.7% in 2016 
to an average of 3.3% so far this year. Growth in imports slowed from 9.4% to 3.0% in 
the same period.

The economic uptrend is set to remain intact over the coming quarters. Consumer 
spending is due to remain the growth powerhouse, driven by a dynamic employment 
market. The rate of unemployment, which fell from 4.8% in 2016 to 4.2% in October 
2017, could continue to decrease, which would encourage a further pick-up in nominal 
wages – whose growth rate already rose from 2.2% in 2016 to 3.7% in August 2017. 
In addition, monetary and financing conditions look likely to prop up corporate 
investment. Government spending is set to contribute to growth as well. Finally, foreign 
trade could continue to be supported by the recovery in global demand. Therefore, we 
estimate that GDP growth, after reaching 3.3% in 2017, could hold steady in 2018 before 
quickening slightly to 3.4% in 2019.

However, prospective brisk growth in the economy and wage gains are likely to 
generate a significant uptick in inflation. This is because deflationary pressures linked 
to the strength of the shekel, whose nominal effective exchange rate has increased 
further by 4% since the start of 2017, will continue keeping a lid on price increases. 
Therefore, we anticipate that the Bank of Israel (BoI) could keep its policy rate at 
0.10% for the long term and continue intervening in the currency market. Sticking to 
an accommodative monetary policy will be even easier given that the BoI has already 
shown itself capable of limiting the risk of a housing boom by pulling on macroprudential 
levers. Implementation of these measures cooled the increase in real estate prices from 
6.8% at the end of 2016 to 4.4% in June 2017. As such, given the prospects for monetary 
policies of Israel’s trading partners, we only see the first rate hike happening in the 
second half of 2019, probably as the BoI tries to pin down the shekel’s value. 

SOPHIE CASANOVA - ECONOMIST

ISRAEL

AFTER A STRONG PICK-UP IN 2016, THE PACE OF ECONOMIC GROWTH 
HAS SLOWED, THOUGH IT IS STILL BRISK

GROWTH IS DUE TO REMAIN FIRM IN 2018 AND 2019 AND BE BETTER 
BALANCED

EVEN SO, INFLATION IS EXPECTED TO REMAIN LOW, MAKING A 
MONETARY POLICY HOLD LIKELY FOR LONGER
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EXPORTS SET TO CONTINUE RECOVERING DESPITE SHEKEL 
STRENGTH THANKS TO HIGHER GLOBAL DEMAND

LOW INFLATION SHOULD LEAD BOI TO KEEP POLICY RATES AT 
ALL-TIME LOWS IN THE LONG RUN

Shekel e�ective nominal exchange rate Export - scale D
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2017 2018 2019

 % YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 3.5 2.6 4.0 3.9 4.0 2.1 3.1 3.3 3.2 3.4 3.2 3.3 3.3 3.3 3.3 3.4 3.0

Inflation 0.5 -0.6 -0.5 0.5 0.4 -0.2 0.2 0.8 0.4 0.3 0.6 0.9 1.0 0.7 0.8 1.1 1.1

Key interest rate 0.25 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.30 0.25 1.00

* Consensus
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0.7%
growth  

potential of  
Japanese GDP

With growth of 0.3% quarter-on-quarter, Japan’s GDP saw its seventh consecutive 
quarter of positive growth between July and September, a situation unprecedented in 
nearly 20 years. The Japanese economy has benefited from yen depreciation since the 
start of the year (real effective exchange rate down 3%) and from the upbeat growth 
trends experienced by its trading partners. Foreign trade has accounted for over one-
quarter of total growth since the start of the year. Domestic demand has also provided 
support for growth thanks to a strong acceleration in investment, with growth in the 
latter set reach 2.5% in 2017 after running at 1.0% in 2016. Business investment has 
received a boost from the pick-up in volumes of goods exports (up +7.1% year-on-year 
on average in 2017) and in manufacturing output (+4.8%). It has also continued to benefit 
from the very low cost of borrowing and a record level of corporate profit margins. 
Public investment has also accelerated, especially in the second half of 2017 (+5.8% 
over one quarter) due to the infrastructure projects included in the fiscal measures 
adopted by S. Abe’s government for fiscal 2017 and the continuing reconstruction of 
the city of Kumamoto, which was damaged by an earthquake in 2016. The firm foreign 
trade performance and the support provided by Japan’s accommodative monetary 
and fiscal policies are likely to power growth in the Japanese economy of 1.5% in 2017 
– above its potential rate.

Growth in GDP looks set to slow down slightly in 2018 to 1.2%, which would again 
be above its potential. S. Abe’s election victory in October 2017 suggests that fiscal 
policy will continue to support the Japanese economy. The prime minister has already 
announced around JPY2,000 billion in additional fiscal measures to support education 
and childcare. The scale of these fiscal measures is, however, likely to remain lower 
than in fiscal 2017 when they amounted to JPY28,100 billion. What’s more, exports and 
investment should continue to provide support for growth. Investment demand linked 
to the 2020 Olympic Games is set to increase along with investment in non-labour-
intensive plant and equipment, due to the recruitment difficulties being experienced by 
certain companies.

In 2019, we expect the Japanese economy to slow down even further and grow by 
0.9%. While exports should continue to receive stimulation from the fall in value of 
the yen caused by the still ultra-accommodative policy of the Bank of Japan (BoJ), 
domestic demand looks set to cool. Private consumption could benefit from a windfall 
effect in the first half of the year in anticipation of the increase in VAT from 8% to 10% 
in October 2019, but it may then shrink significantly. As an example, the last time VAT 
was hiked from 5% to 8% in April 2014, household consumption slumped by nearly 4% in 
one quarter. Investment is also likely to slow down due to the cap on investment linked 
to the Tokyo Olympics in 2020 and reduced fiscal support.

WE EXPECT THE JAPANESE ECONOMY TO GROW BY 1.5% IN 2017 
THANKS TO FOREIGN TRADE AND SUPPORT FROM MONETARY AND 
FISCAL POLICIES

GROWTH SHOULD, HOWEVER, GRADUALLY SLOW IN 2018 AND 2019 DUE 
TO THE WITHDRAWAL OF FISCAL SUPPORT, LOW WAGES AND A HIKE IN 
VAT

LOW INFLATION OVER THE FORECASTING HORIZON WILL PROBABLY 
LEAD THE BANK OF JAPAN TO MAINTAIN AN ULTRA-ACCOMMODATIVE 
MONETARY POLICY

MATTHIAS VAN DEN HEUVEL - ECONOMIST

JAPAN



MACROECONOMIC FORECASTS No.4  AN ECONOMIC RESEARCH DEPARTMENT PUBLICATION 33/52

Inflation is likely to remain under control since, even though the economy is growing above its potential, wages 
are still not rising. They grew by just 0.4% over a year in the third quarter of 2017. Core inflation ran at just 0.2% 
in September, whereas headline inflation reached 0.7% with the rise in energy and food prices. In 2018, inflation is 
expected to pick up only very slightly as a result of yen depreciation, whereas inflation should increase temporarily in 
2019 and 2020 due to the increase in VAT. This persistent weakness in economic activity and inflation will most likely 
prompt the BoJ to keep its ultra-accommodative monetary policy unchanged.

INFLATION REMAINS VERY LOW... ... AS WAGES ARE NOT RISING DESPITE THE LABOUR SHORTAGE

Headline inflation Core inflation (ex-energy and fresh food)
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2017 2018 2019

 % Annual 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 0.4 1.1 1.0 1.5 1.4 1.7 1.4 1.5 1.5 1.4 1.1 1.0 1.1 1.2 1.3 0.9 0.9

GDP (%) quarterly - - - 0.3 0.6 0.3 0.2 - - 0.2 0.3 0.3 0.3 - - - -

Private consumption -0.9 -0.3 0.4 1.0 1.6 0.7 0.9 1.1 1.4 0.8 0.6 0.8 0.8 0.7 0.9 0.7 0.8

Public consumption 0.5 1.6 1.3 -1.1 0.9 0.5 0.6 0.2 0.2 1.0 1.0 0.9 0.9 0.9 0.9 0.8 0.8

Investment 2.7 0.1 1.0 2.6 3.1 2.3 2.2 2.5 3.1 2.1 1.9 1.8 1.6 1.9 2.7 1.1 2.2

Changes in inventory (contribution) 0.1 0.6 -0.3 -0.5 -0.8 -0.1 0.1 -0.3 - 0.1 0.0 -0.1 -0.1 0.0 - -

Exports 9.3 3.0 1.1 6.4 7.0 6.3 5.1 6.2 5.7 4.6 4.2 4.0 3.9 4.2 2.9 3.2 2.2

Imports 8.2 0.7 -2.3 1.4 4.1 2.4 2.9 2.7 3.4 2.9 2.9 2.8 2.8 2.8 2.6 2.5 2.0

Balance of trade (contribution) 0.0 0.3 0.6 0.8 0.4 0.6 0.4 0.5 - 0.3 0.2 0.2 0.2 0.2 - -

Unemployment (%) 3.6 3.4 3.1 2.9 2.9 2.8 2.8 2.8 2.8 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7

Headline inflation 2.7 0.8 -0.1 0.3 0.4 0.6 0.7 0.5 0.5 0.7 0.8 0.8 0.9 0.8 0.9 1.3 1.6

EUR/JPY 144 130 120 122 122 130 131 126 127 131 129 131 135 131 136 142 143

USD/JPY 120 120 109 114 112 111 113 113 113 114 116 117 118 116 113 120 114

BoJ - Benchmark rate 0.10 0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 0.00 -0.10 0.00

2-year government bonds (%) 0.07 0.01 -0.21 -0.19 -0.12 -0.19 -0.20 -0.18 -0.14 -0.15 -0.10 -0.10 -0.05 -0.10 -0.09 0.00 -0.04

10-year government bonds (%) 0.55 0.36 -0.04 0.07 0.09 0.07 0.10 0.08 0.06 0.10 0.12 0.14 0.15 0.13 0.08 0.20 0.09

* Consensus | NB: annual data for sovereign bond yields are averaged. For quarters, the end-of-period yield is used
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Several factors have supported the acceleration in real GDP growth in 
emerging markets since 2016. In parallel with the rebound in economic activity 
in China during late 2016 and in the first half of 2017, this acceleration can 
be explained by the return to growth of commodity-exporting countries. On 
our estimates, nearly 75% of the acceleration in emerging markets over the 
last 12 months is attributable to these countries. Consequently, the Russian 
and Brazilian economies saw a return to positive growth on a year-on-year 
basis, pulling out of a recession that had lasted for several quarters. After 
accelerating in 2017, growth in the emerging markets is likely to stabilise in 
2018: 5.0% is forecast in 2018, up from with 4.1% in 2016 and 4.9% in 2017.

The rebound in emerging markets exports, driven in part by the commodities 
cycle, has not coincided with a clear acceleration in private sector investment 
in these countries. It remains weak in economies such as Brazil and India and 
will probably remain sluggish over the coming quarters. Firstly, production 
capacity utilisation rates in emerging markets have not yet returned to 
pre-crisis levels, which does not suggest there will be a tangible pick-up 
in business investment any time soon. Lending is not expected to provide 
any significant support for investment, either. Investment trends vary 
from one emerging market region to another. Strong disinflation and the 
accommodative monetary policy being pursued in Brazil are likely to underpin 
the slow recovery underway in the lending market. However, continuing 
political uncertainties could depress the business climate and deter business 
investment. In Asia’s emerging markets other than China and India, the central 
banks are likely to halt their cycle of interest rate reductions after pursuing 
an accommodative monetary policy for several years as growth has now 
returned to normal levels and there is moderate upward pressure on inflation. 
Private sector debt levels have also risen in recent years in this region. Finally, 
lending is not expected to gain pace in China after Xi Jinping’s repeatedly 
stated desire for tighter control over financial risk and informal lending, other 
than for innovative private businesses. Secondly, the slowdown in the Chinese 
real estate market is expected to continue into 2018 as a result of the restrictive 
policies adopted by certain cities, tighter mortgage lending conditions and 
household borrowing levels which - even though moderate compared with 
international levels - have risen sharply in recent years. These factors, coupled 
with the slowdown in real estate and infrastructure investment that we expect 

EMERGING  
MARKETS

AFTER ACCELERATING TO AN ANTICIPATED 4.9% IN 2017, GROWTH IN EMERGING MARKETS IS 
LIKELY TO STABILISE AT 5.0% IN 2018

THE DECELERATION IN CHINESE GROWTH AND MORE SLUGGISH LENDING CONDITIONS ARE 
EXPECTED TO CURB THE REBOUND IN INVESTMENT LEVELS IN EMERGING MARKETS

INFLATION IS FORECAST TO BOUNCE BACK TO 3.3% IN 2018, WITH ITS UPSIDE POTENTIAL LIMITED 
BY PERSISTENTLY UNRESOLVED OUTPUT GAPS 

FRANÇOIS LÉONET - ECONOMIST, EMERGING MARKETS
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to see in China, are likely to drag down gross fixed capital formation and the volume of Chinese imports, restricting 
the prospects for an acceleration in emerging market exports and investments.

On a country level, we expect growth in China to cool to 6.4% in 2018. After the negative impact on domestic activity 
following demonetisation in late 2016 and the introduction of unified VAT arrangements, India should see a rebound 
in growth in the coming quarters, while Brazil should continue its move toward potential growth in 2018. In addition, 
a large number of scheduled elections should increase uncertainty and weigh on investment prospects, including 
Brazil and Russia (see table below).

Emerging market inflation is currently at record low levels of below 3%. The persistent output gap in the major 
emerging economies should cap the upward pressure on core inflation. Moreover, the slight acceleration in inflation 
is the product of a rise in food prices. Inflation of 3.3% is forecast in 2018 for the emerging markets, after 3.0% in 2017.

INVESTMENT ACCELERATION NOT ENCOURAGED  
BY STABLE INDUSTRIAL PRODUCTION

EMERGING INFLATION APPEARS  
TO HAVE BOTTOMED OUT

Emerging markets industrial output Emerging markets, exports

Year-on-year change as a %, in volume, 3-month moving average, adjusted seasonally
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2017 2018 2019

% YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 4.8 4.0 4.1 4.6 4.7 5.1 5.2 4.9 - 5.3 5.2 4.9 4.7 5.0 - 4.7 -

Inflation 4.2 4.3 3.8 3.1 2.9 2.9 3.0 3.0 - 3.1 3.4 3.3 3.2 3.3 - 3.1 -

* Consensus

POLITICAL TIMETABLE

Brazil 7 October 2018 
28 October 2018

Presidental elections, first round
Presidental elections, second round

India 2019 Legislative elections

Indonesia 27 June 2018 Regional elections

Malaysia By August 2018 General election

Mexico 1 July 2018 Presidential election

Elections to the Lower House and the Senate

Russia 18 March 2018 Presidential elections, first round

South Africa April-May 2019 General election

Thailand November 2018 General election

Turkey 3 November 2019 General and presidential elections
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China’s economic growth stabilised at 6.8% in the third quarter, continuing the 
recovery beginning in late 2016. The growth trend is likely to pick up pace in 2018. 
The 19th Communist Party Congress resulted in increased powers for Xi Jinping, who 
emphasised the importance for the country of moving toward higher-quality and more 
socially inclusive growth. This might suggest increased tolerance by Beijing of a growth 
rate of below 6.8%. Based on that premise, reforms aimed at reducing indebtedness in 
the economy and obtaining better control over financial risks are set to intensify, while 
surplus production capacity is due to continue being mopped up in 2018, which will 
obviously have a detrimental effect on fixed capital formation. However, Xi Jinping’s 
reminder that China is a special case does not seem to suggest that the country will 
immediately turn its back on infrastructure investment and credit as growth levers. 
Rather, it hints that the Chinese economy will make a gradual transition toward higher-
margin activities, meaning a focus on innovation, services and entrepreneurship. And 
state-owned companies are likely to play a key role. Reforming these companies – 
which represent nearly 35% of fixed capital formation but which endure lower margins 
than in the private sector – would be tantamount to industry consolidation, combined 
with a steady move upwards of value chains. That would mean shying away from a 
drive towards corporate privatisations and restructuring, and this would lead to job 
losses and unsettle Chinese society. China therefore appears to be walking a middle 
way between keeping economic growth intact and conducting reforms, especially in 
the way it is tackling financial risks. However, economic growth would take priority 
(and reforms would be placed on the back burner) should lending conditions worsen, 
threatening the job market or corporate profits.

Infrastructure investment (up 16% since the start of the year) is due to slow in 2018 
under the impact of the increasingly difficult criteria for approval of public-private 
partnerships. As the preferred financing method for infrastructure projects, these 
partnerships seem to be attracting increased oversight from Beijing due to local 
government’s excessive use of financing sources other than government lending. This 
policy lines up with the increasingly strict management of informal lending in China. 
Real-estate investment is set to also slow down, tracking the current deceleration 
in housing prices and sales of new properties. The restrictive measures adopted by 
some cities are likely to remain in place into 2018 as a way of discouraging speculation, 
while mortgage lending conditions are set to become less accommodating. However, 
property trends are still strong in smaller cities, reducing the probability of a major 
correction hitting the market in 2018. Despite measures aimed at reducing excess 
production capacity and stricter environmental standards, manufacturing investment 
is set to remain stable, helped by the sharp improvement in corporate profits since 2016. 

GROWTH IS DUE TO STAND AT 6.8% IN 2017, ABOVE THE OFFICIAL 6.5% 
TARGET 

AFTER THE 19TH COMMUNIST PARTY CONGRESS, DURING WHICH XI 
JINPING WAS RE-ELECTED, BEIJING IS EXPECTED TO FOCUS MORE ON 
MANAGING FINANCIAL RISKS

DIRIGISME IS EXPECTED TO CONTINUE AS THE STATE SEEKS TO 
KEEP CONTROL OF LENDING GROWTH AND MANAGE REAL-ESTATE 
DYNAMICS, WHILE ENSURING THAT BRISK ECONOMIC GROWTH 
REMAINS INTACT

CHINA
FRANÇOIS LÉONET - ECONOMIST, EMERGING MARKETS
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As such, growth in total fixed capital formation is set to continue slowing in 2018, to 
7.4% compared with a prospective 8.1% in 2017. Variance in investment trends between 
sectors is likely to persist. The sectors in which Beijing is encouraging development in 
tandem with more upscale goods and services – namely technology, consumer goods 
and healthcare – are said to be experiencing faster growth than the mining or chemicals 
industries, for example.

Reducing debt levels and controlling financial risk – both of which were key themes 
at the recent Party Congress – are proving pivotal for China’s growth trend. In this 
respect, Beijing is likely to apply a heavy hand aimed at restricting informal lending 
– which is less well regulated and often high risk – without discouraging traditional 
bank lending. Annual growth in bank lending has moreover remained relatively stable, 
at an average of 13% since the start of the year, while lending to households, though 
losing some momentum, has maintained year-on-year growth close to 23%. The state 
also wants to discourage institutions from tapping the interbank market, used often to 
offset slower growth in deposit bases or finance securities-related transactions, which 
are not necessarily linked to the financing of the real economy. In pursuit of this goal, 
the People’s Bank of China is unlikely to embark on a rate-rising cycle, especially given 
that we expect inflation to remain well below the target level of 3% in 2018. The PBoC 
seems to favour targeted measures as it continues to support the growth in private-
sector lending. This balancing act will require maintaining high inter-bank lending rates 
while avoiding any excessive increase that would compromise corporate access to 
credit. Meanwhile, more restrictive macroprudential measures could be put in place 
to discourage off-balance sheet lending. Reduced threats to financial stability would 
support economic activity and limit the slowdown in growth.

Furthermore, the shift from growth fuelled by investment and exports to growth 
driven by private consumption is occurring gradually. While remaining below levels 
in comparable countries, it nonetheless represents 40% of GDP as opposed to 35% 
in 2010. Over this same period, services have risen from 47% to 54% as a share of 
GDP. The resilience of retail spending – which grew by 10.4% in 2016 and is likely to 
have continued at a similar pace in 2017 – is an integral part of this progressive re-
balancing move. Real growth in private consumption should therefore continue to 
outpace growth in gross domestic product in 2018. After a slowdown lasting several 
quarters, stabilisation of real annual growth in disposable incomes at 6.6% in 2017, as 
well as a solid job market in urban areas, are likely to buoy consumer spending. The 
recovery rebound in manufacturers’ profits should also limit downward pressure on 
wages. Growth in consumer lending is due to remain at a high level in comparison with 
total bank lending, even if a slowdown is expected under the impact of the stricter 
lending conditions. The higher level of household debt – which has doubled to 80% of 
disposable income in 10 years – is also set to restrict loan applications. Finally, despite 
an expected rebound to 2.2% in 2018, inflation is unlikely to have a significant impact on 
household real incomes. 

16%
Growth  

in infrastructure  
investment.
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CONSUMER-SPENDING GROWTH SET TO REMAIN ABOVE 
INVESTMENT GROWTH LEVELS

PROSPECT OF LESS ACCOMMODATIVE MORTGAGE TERMS  
IN 2018 
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2017 2018 2019

% YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 7.3 6.9 6.7 6.9 6.9 6.8 6.7 6.8 6.8 6.6 6.5 6.3 6.3 6.4 6.4 6.0 6.2

Retail sales 12.0 10.7 10.4 10.2 10.8 10.3 10.1 10.4 10.3 9.9 9.7 9.5 9.5 9.8 10.0 9.4 10.0

Fixed asset investments 16.7 11.4 8.9 9.1 8.7 7.9 7.0 8.1 8.0 7.7 7.4 7.3 7.1 7.4 7.6 6.6 7.2

Industrial output 8.3 6.0 6.0 6.8 6.9 6.3 6.1 6.5 6.5 6.1 6.1 6.0 5.0 6.1 6.0 5.2 5.4

Inflation 2.0 1.4 2.0 1.4 1.4 1.6 1.8 1.6 1.6 2.0 2.3 2.1 2.0 2.2 2.2 2.0 2.2

USD/CNY 6.16 6.28 6.65 6.89 6.78 6.65 6.70 6.75 6.65 6.75 6.80 6.95 6.95 6.86 6.65 7.00 6.50

Key rate 5.60 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.35 4.10 -

* Consensus
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Brazil’s growth in real terms moved back into positive territory in the first half of 2017 
after twelve consecutive contractions on an annual basis. Household consumption - 
which accounts for 63% of GDP - and exports led this recovery. Private consumption 
should continue to firm up in 2018 with growth running at 2.0%. This is likely to be spurred 
on by the growth in real wages following the net fall in inflation since 2016, the still 
accommodative monetary stance, which is likely to strengthen lending to households, 
and firmer employment trends. From a high of 14.2% in early 2017, the unemployment 
rate has fallen to 12.4%. What’s more, the reduction in debt servicing costs relative 
to disposable income shows the progress made with reducing the level of household 
indebtedness in Brazil. Gross fixed capital formation in Brazil has fallen by nearly one-
third since 2013 and its real growth remains negative as a result of the under-utilisation of 
production capacity and a contraction in business lending. Investment should, however, 
bounce back in 2018 with the increase in levels of confidence in industry, the uptick in 
private consumption that we anticipate and the vast government-backed programme 
of privatisations and public-private partnerships, focused in the infrastructure and local 
government services sectors.

The Banco Central do Brasil’s accommodative monetary policy, though already well 
advanced, is likely to be maintained in 2018, with benchmark interest rates stabilising at 
a historical low of 6.50%. Strong disinflation has kept real interest rates relatively high 
despite an aggregate reduction in benchmark interest rates of 6.50% over the course 
of the last 12 months. In 2018, inflation should remain within the central bank’s target of 
4.5% due to the persistent output gap and a job market marked by high unemployment. 
This accommodative monetary approach should support Brazilian growth, which will 
stand at 0.6% in 2017 and at 2.1% in 2018. While this is attributable to the fall in imports 
caused by weak domestic demand, the improvement in the country’s current account 
- with a deficit down from 4.3% of GDP in early 2015 to 0.7% - offers foreign investors 
a more stable environment than in the past. This has also underpinned the relative 
stability of the real and of foreign direct investment flows, while recent political scandals 
have weakened the Temer administration.

Whether the economic recovery will continue depends on political developments. 2018 
will bring the crucial presidential elections that are likely to maintain a high level of 
uncertainty, delay or dilute the reforms necessary for the country’s fiscal retrenchment. 
Social security reforms, which require approval from Congress, have a slim chance 
of being passed without amendment in 2017 following the latest political events 
surrounding Mr Temer. This environment is likely to jeopardise the government’s ability 

AFTER PULLING OUT OF RECESSION IN 2017, THE BRAZILIAN ECONOMY 
SHOULD CONTINUE ITS RECOVERY INTO 2018

MONETARY POLICY IS LIKELY TO REMAIN ACCOMMODATIVE DUE TO 
MODERATE INFLATION SUPPORTING PRIVATE CONSUMPTION AND 
LENDING

WHETHER THE ECONOMIC RECOVERY WILL CONTINUE DEPENDS 
ON POLITICAL DEVELOPMENTS, WHICH COULD HAMPER THE FISCAL 
RETRENCHMENT BRAZIL BADLY NEEDS

BRAZIL
FRANÇOIS LÉONET - ECONOMIST, EMERGING MARKETS
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to control its budget deficit, which would depress confidence both domestically and among international investors. 
The country’s budget deficit stands at 8.8% of GDP, and the country has revised up its primary budget deficit targets 
for fiscal 2017 and 2018. Public borrowing would then continue to rise - it stands at nearly 75% of GDP - and could 
lead ratings agencies to downgrade Brazil. That could destabilise the country’s position on the international stage, 
threatening its economic recovery.

THE REBOUND IN ACTUAL WAGES SHOULD SUPPORT  
PRIVATE CONSUMPTION

WITHOUT BUDGET REFORM, PUBLIC DEBT  
WOULD CONTINUE TO RISE

Real growth in wages

Le rebond des salaires réels soutiendrait la consommation privée
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2017 2018 2019

% YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 0.5 -3.8 -3.6 -0.4 0.3 1.1 1.3 0.6 0.7 1.6 1.9 2.2 2.5 2.1 2.4 2.3 2.5

Private consumption 2.3 -4.0 -4.3 -1.9 0.7 1.3 1.6 0.5 0.7 1.7 1.8 2.2 2.4 2.0 2.4 2.3 2.3

Investment -4.2 -13.9 -10.0 -3.7 -6.5 -3.3 -1.1 -3.7 -3.5 2.3 3.6 4.5 5.4 4.0 5.2 4.5 5.5

Inflation 6.3 9.0 8.8 4.9 3.6 2.6 2.9 3.5 3.5 3.0 3.5 3.7 4.0 3.6 4.0 4.0 4.2

Key rate 11.75 14.25 13.75 12.25 10.25 8.25 7.00 7.00 7.00 6.50 6.50 6.50 7.00 7.00 7.00 7.50 -

* Consensus
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India’s economic growth was knocked sharply off course in the first half of 2017. Year-
on-year growth in real GDP clocked in at 5.7% in the second quarter versus 7.9% twelve 
months earlier. Partly to blame was poor household consumption, with consumers 
spooked by the demonetisation operation in late 2016 and, primarily, the prospect 
of unified VAT (the goods and services tax, or GST), which was introduced in July 
this year. The shock to consumer confidence and turnover at small and mid-sized 
businesses (whose paperwork costs have risen) caused by the GST now seems to be 
fading, suggesting a gradual recovery in India’s economic activity from the second half 
of 2017. Growth is set to reach 6.3% in 2017 and 7.6% in 2018. Household consumption 
seems to be borne up by wage increases and easier access to property ownership for 
civil servants, the recovery in confidence, and the fall in tax rates applicable to certain 
consumer goods. Investment appears to be recovering thanks to reduced banking-
lending costs following the plan to recapitalise state-owned banks. Finally, growth is 
also set to be boosted by the plans to invest in road infrastructure announced by the 
government.

Despite their adverse impact on domestic growth, the structural reforms initiated by 
the Modi government are strengthening the country’s economic fundamentals in the 
medium term. Demonetisation, aimed at pulling economic activity out of the black 
market and extending the country’s tax base, was followed by a near-30% rise in bank 
deposits in subsequent months, versus an increase of 12% in the previous two years. 
Consequently, Indian banks can now harness a wider deposit base for originating 
new loans. The recent announcement by the Finance Ministry of a programme for 
recapitalising state-owned banks also forms part of this strategy. This programme 
consists of an injection of USD 32 billion in capital – i.e. 1.3% of GDP – in order to reverse 
the cycle of bank lending in India, which has been on a downward trend since 2011, hurt 
by the scale of non-performing loans and banking industry under-capitalisation. This 
programme is designed to support investment and consumer lending, whose average 
rate has fallen in recent quarters to a still relatively high 9.5%. The Indian economy’s 
potential has been recognised in ratings agency Moody’s decision to upgrade the 
country rating and by a leap of 30 places in the World Bank’s “Ease of Doing Business” 
rankings.

Domestic inflation is set to bounce back after a low of 1.5% in June 2017, which followed 
the fall in food prices and the slowdown in economic activity in connection with 
the introduction of unified VAT. Thanks to the rebound in business activity that we 
anticipate, inflation is set to climb to 4.8% in 2018 – inside the Reserve Bank of India’s 

INDIAN GROWTH STANDS TO BOUNCE BACK IN THE SECOND HALF 
OF 2017 AFTER TAKING A HIT FROM DEMONETISATION AND THE 
INTRODUCTION OF UNIFIED VAT

STRUCTURAL REFORMS, RECOGNISED IN THE COUNTRY'S IMPROVED 
CREDIT RATING, ARE REINFORCING THE INDIAN ECONOMY'S GROWTH 
POTENTIAL

THE PROGRAMME FOR THE RECAPITALISATION OF STATE-OWNED BANKS 
WILL REDUCE THE COST OF LENDING AND SUPPORT INVESTMENT

INDIA
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tolerance range of 4% +/-2%. With inflation creeping back upwards, the central bank will most likely take a cautious 
approach. We see it dropping its policy rate by only 25bp basis points to 5.75% in the coming months before raising 
it again in the second half of 2018, following the normalisation in real GDP growth that we project.

BOUNCE BY LEADING INDICATORS SUGGESTS  
A TEMPORARY VAT SHOCK

RECAPITALISATION OF PUBLICLY OWNED BANKS  
SHOULD SUPPORT LENDING GROWTH
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2017 2018 2019

% YoY 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

GDP 7.0 7.5 7.9 6.1 5.7 6.4 6.9 6.3 6.4 7.2 7.4 7.8 7.8 7.6 7.5 7.7 -

Private consumption 7.3 4.8 9.3 7.3 6.7 6.8 6.9 6.9 - 7.1 7.3 7.4 7.6 7.4 - 7.8 -

Investment 1.9 5.4 4.5 -2.1 1.6 3.8 3.9 1.8 1.5 3.9 4.1 4.7 5.6 4.6 4.5 5.0 -

Inflation 6.7 4.9 5.0 3.6 2.2 3.0 4.1 3.2 3.2 4.3 4.7 4.8 5.0 4.8 4.6 5.3 -

Key rate 8.00 6.75 6.25 6.25 6.25 6.00 6.00 6.00 5.85 5.75 5.75 6.00 6.00 6.00 5.95 6.50 -

* Consensus
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As we anticipated, 2017 was pivotal for the monetary policies of the major central 
banks as it did not bring any increase in expansionist monetary policies. In the United 
States, the Federal Reserve (Fed) continued to hike its benchmark interest rates and 
started to reduce the size of its balance sheet. In the Eurozone, the European Central 
Bank (ECB) announced that it would continue, but halve the amount allocated to its 
asset purchase programme in 2018. The Swiss National Bank (SNB) left its benchmark 
interest rates unchanged, but was able to end its intervention in the currency markets, 
which stabilised its creation of new money. The Bank of Japan (BoJ) has kept its 
monetary policy unchanged despite serial disappointments about the expected pick-
up in inflation. Lastly, the Bank of England (BoE) raised its benchmark interest rate for 
the first time since July 2007. 

While this trend is likely to continue, it would however be misleading to classify this as 
a return to a normal monetary policy. According to our analysis, the balance sheets of 
the central banks are likely to remain bloated for the next few years. Firstly, the central 
banks will make sure that they do not offload their assets too quickly so as not to create 
any financial instability. Secondly, they will probably take care not to drain off too much 
of the liquidity they have created as it is still needed by the banking system to meet 
the new regulatory requirements. Consequently, their balance sheets are unlikely to 
return to pre-crisis levels, even as a percentage of GDP. While the average maturity of 
the assets held by the central banks will fall only progressively, this will maintain the 
downward pressure on the yield premiums for longer bonds. That means that even if 
bond yields were to increase, their level would continue to be lower than they would 
have been before the crisis given the same nominal level of growth.

 › In the United States, the Fed has continued to tighten its monetary policy, raising 
its benchmark rate, the Fed funds rate, by 25 basis points to 1.50% in June 2017. In 
addition, it has launched a progressive reduction in the size of its balance sheet since 
October by reinvesting only part of the proceeds from the maturity of the securities 
it holds. We anticipate that it could raise its rate to 1.75% in December 2017, followed 
by another three hikes in 2018 to 2.25%. Finally, we forecast two interest rate rises 
in 2019, lifting the Fed funds rate at 2.75%, its long-term equilibrium level according 
to the Fed’s own projections. Moreover, the reduction in size of its balance sheet 
is likely to continue passively over the coming months. We do not expect this very 
gradual process to trigger any sharp increase in long-term yields, however. Jerome 
Powell, the Fed’s chairman-elect, has stated that the Fed will need to make sure that 

THE FED HAS STARTED TO REDUCE THE SIZE OF ITS BALANCE SHEET AND THE ECB IS LIKELY TO 
HALVE THE SIZE OF ITS ASSET PURCHASES IN EARLY 2018.

BUT THIS DOES NOT CONSTITUTE A RETURN TO NORMAL ON THE MONETARY FRONT AS THEIR 
BALANCE SHEETS WILL REMAIN VERY BLOATED, ...

... WHICH WILL CONTINUE TO LIMIT THE SCOPE FOR ANY INCREASE IN SOVEREIGN YIELDS
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the reduction in size of its balance sheet does not result in any tightening in financial 
conditions. In addition, the Treasury Department has stated its intention of increasing 
the percentage of its bond issuance accounted for by short-term securities. So even 
if the implementation of fiscal measures could increase the Treasury Department’s 
borrowing requirement, the increase in long-term yields is likely to be small. As a 
result, the US yield curve could continue to flatten out.

 › In the Eurozone, the ECB announced that it would continue with its asset purchase 
programme in January 2018 and at least up until September 2018, while scaling its size 
down from €60 billion to €30 billion per month. What’s more, it has made some firm 
commitments, reaffirming firstly that its benchmark interest rates would remain at 
current levels well after the end of its asset purchasing programme and, secondly, by 
also undertaking to pursue its reinvestment policy for an extended period. While we 
anticipate that the ECB could announce the abandonment of its securities purchases 
in the second half of 2018, it is therefore likely to keep an accommodative monetary 
policy featuring no change in its benchmark interest rates and a stabilisation in the 
size of its balance sheet. Accordingly, long-term yields would increase but only in a 
limited manner and the gradual steepening of the yield curve would continue into 
2018 and 2019.

 › In the United Kingdom, the BoE raised its benchmark interest rate by 25 basis 
points to 0.50% in November 2017. While economic activity has already slowed 
considerably, this increase was, in our view, intended to curb sterling’s depreciation 
in a bid to contain the rise in inflation and stop this weighing too heavily on household 
purchasing power. We expect the BoE to hike its rate again in 2018 to 0.75% with the 
same aim. However, it is unlikely to make any further increases as this could lead to a 
sharp increase in the household debt burden and weaken business investment amid 
all the uncertainty. Moreover, we anticipate that the BoE could reduce its benchmark 
interest rate by the end of 2019 if the slowdown in activity that we predict materialises.

 › In Switzerland, the SNB has left its benchmark interest rate at -0.75%. In addition, the 
fall in the Swiss franc against the euro, which has gained pace since July, has enabled 
it to halt its currency intervention. The SNB has indicated that this movement had 
reduced the patent over-valuation of its currency even though it considers that it 
remains at a high level. Over the next few quarters, the SNB is likely to ensure that its 
monetary policy does not depart too far from the ECB’s policy to stabilise the Swiss 
franc against the euro. We therefore expect it to keep its benchmark interest rate at 
its current level in 2018 and 2019.

 › In Japan, the BoJ has continued to revise down its inflation forecasts and does not 
anticipate inflation to return to its target level of 2.0% until fiscal 2019-2020. It has 
therefore kept its deposit rate at -0.10% and continued to buy securities to keep 
10-year JGB yields close to 0.00%. We continue to expect the BoJ to be the central 
bank to leave its policy of quantitative easing in place for the longest among all the 
industrialised nations. We therefore do not foresee any changes to its monetary 
policy in 2018 or 2019.

20%
of GDP

Size of the Fed’s balance sheet  
at end-2018
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THE FED IS THE FIRST CENTRAL BANK TO HAVE STARTED 
REDUCING ITS BALANCE SHEET, BUT THE PROCESS IS LIKELY TO BE 

VERY GRADUAL...

... AND, MORE GENERALLY, THE BALANCE SHEETS OF THE 
CENTRAL BANKS ARE UNLIKELY TO RETURN TO PRE-FINANCIAL 

CRISIS LEVELS

Treasuries MBS Agencies Autres actifs Projections 
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2017 2018 2019

Rates and yields 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

UNITED STATES

Benchmark rate 0.25 0.50 0.75 1.00 1.25 1.25 1.50 1.50 1.50 1.75 1.75 2.00 2.25 2.25 2.10 2.75 2.52

2-year 0.46 0.68 0.83 1.26 1.38 1.49 1.70 1.46 1.44 1.90 1.95 2.25 2.45 2.14 1.99 2.65 2.54

10-year 2.53 2.13 1.83 2.39 2.31 2.33 2.50 2.38 2.34 2.60 2.90 3.00 3.05 2.89 2.63 3.20 3.12

JAPAN

Benchmark rate 0.10 0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 0.00 -0.10 0.00

2-year 0.07 0.01 -0.21 -0.19 -0.12 -0.19 -0.20 -0.18 -0.14 -0.15 -0.10 -0.10 -0.05 -0.10 -0.09 0.00 -0.04

10-year 0.55 0.36 -0.04 0.07 0.09 0.07 0.10 0.08 0.06 0.10 0.12 0.14 0.15 0.13 0.08 0.20 0.09

EUROZONE

Benchmark rate 0.05 0.05 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.45

Bund 2-year 0.05 -0.25 -0.59 -0.74 -0.57 -0.69 -0.70 -0.68 -0.67 -0.60 -0.55 -0.45 -0.35 -0.49 -0.43 0.00 0.18

Bund 10-year 1.24 0.54 0.14 0.33 0.47 0.46 0.40 0.42 0.44 0.55 0.70 0.85 1.00 0.78 0.84 1.40 1.47

French gov. bond 2-year 0.13 -0.18 -0.51 -0.29 -0.38 -0.48 -0.55 -0.43 -0.39 -0.45 -0.40 -0.30 -0.20 -0.34 -0.22 0.15 -

French gov. bond 10-year 1.68 0.86 0.48 0.97 0.82 0.74 0.75 0.82 0.87 0.90 1.05 1.20 1.35 1.13 1.23 1.75 1.67

UNITED KINGDOM

Benchmark rate 0.50 0.50 0.25 0.25 0.25 0.25 0.50 0.50 0.50 0.50 0.75 0.75 0.75 0.75 0.70 0.50 1.07

2-year 0.68 0.54 0.29 0.12 0.36 0.46 0.55 0.37 0.36 0.75 0.85 0.80 0.75 0.79 0.63 0.45 1.17

10-year 2.51 1.82 1.22 1.14 1.26 1.37 1.40 1.29 1.27 1.55 1.75 1.92 2.10 1.83 1.54 2.20 2.00

SWITZERLAND

Benchmark rate -0.25 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.75 -0.45

2-year -0.33 -0.89 -0.91 -0.86 -0.80 -0.80 -0.85 -0.83 -0.79 -0.70 -0.65 -0.55 -0.45 -0.59 -0.49 -0.20 0.10

10-year 0.31 -0.09 -0.35 -0.09 -0.02 -0.02 -0.05 -0.05 -0.04 0.05 0.20 0.35 0.50 0.28 0.23 0.90 0.65

* Consensus | NB: annual data for sovereign bond yields are averaged. For quarters, the end-of-period yield is used



3.5%
of GDP

Dollar bounce  
versus all currencies  
between September  
and November 2017

EDMOND DE ROTHSCHILD 48/52

Updates to our forex models confirm that, from a structural perspective, most major 
currencies are still a long way from their medium-term fundamental rates at which 
countries’ foreign trade positions would revert to equilibrium. Therefore, according 
to our analysis based on major economies’ fundamentals, the dollar in real terms and 
against all currencies is still estimated as overvalued by 8.3% despite depreciation in 
the spring and summer of 2017. The same goes for sterling, which is put 4.8% above 
its equilibrium value, and the Swiss franc, which seems overvalued to the tune of 3.9%. 
The euro and the yen are estimated at below their medium-term equilibrium values by 
0.7% and 5.4% respectively.

However, our models also show that, over recent quarters, cyclical factors (such as 
GDP growth and interest rate fluctuations) are set to remain the principal determining 
factors regarding shifts in these currencies, with the exception of sterling.

 › As such, the firmer growth and inflation that we expect to see from the US in 2018 
and, with it, continuing monetary tightening by the Federal Reserve will support the 
dollar. While we anticipate the ECB to maintain an accommodative line in the first half 
of 2018, the monetary policy differential between the US and the Eurozone is likely to 
widen, thereby favouring dollar appreciation against the euro over this period. The rise 
in the dollar predicted by us could moreover lead the Fed to call a temporary halt to 
increases in its policy rates in the second quarter of 2018. However, upward pressure 
on the dollar against the euro could lessen in the second half of 2018 if, as we expect, 
the ECB announces that it intends to terminate its asset-buying programme. While we 
do not anticipate rates rises from the ECB in 2019, the prospect of a reduction in the 
accommodative tilt of its monetary policy  – as the Fed ought to have more or less 
completed its tightening cycle – is likely to encourage continued euro appreciation 
against the dollar at that point in time.

 › By confirming in September 2017 that it intended to increase its base rate, which it 
did in November (from 0.25% to 0.50%), the Bank of England has managed at least 
temporarily to halt the slide in sterling. According to our analysis, monetary tightening 
was implemented with this precise aim of curbing inflation, thereby providing indirect 
support for household real incomes. However, the central bank’s wiggle room is limited. 
We anticipate that it could raise its base rate again in the second quarter of 2018 but is 
unlikely to increase it any further given the additional slowdown in economic activity 

DESPITE ITS STRUCTURAL OVER-VALUATION, THE DOLLAR IS SET TO 
CONTINUE APPRECIATING IN THE FIRST HALF OF 2018

THE BANK OF ENGLAND HAS HALTED THE FALL OF STERLING, BUT THIS 
IS ONLY EXPECTED TO BE TEMPORARY 

THE SWISS NATIONAL BANK, LESS WORRIED ABOUT THE LEVEL OF 
THE FRANC, MAY NO LONGER FEEL OBLIGED TO TAKE ACTION IN THE 
CURRENCY MARKET

OUR CURRENCY 
FORECASTS
SOPHIE CASANOVA - ECONOMIST
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that we predict. So while uncertainties as to the details of Brexit persist, structural factors could become decisive in 
the direction taken by sterling, leading the currency to depreciate further against other majors.

 › At its monetary policy meeting in September 2017, the Swiss National Bank (SNB) voiced its view that the Swiss 
franc’s clear over-valuation had been reduced by depreciation against the euro over the summer. While it added that 
the franc’s level was still high, statistics on banks’ sight deposits held by the SNB (which have stabilised) confirmed 
that it has taken no further action in the currency market since May 2017. According to our analysis, the SNB could 
consider that the franc’s current effective exchange rate, i.e. against a basket of currencies, is fair. In fact, given the 
improved economic activity in Switzerland and the accommodative slant of the ECB communications (which we 
expect to continue), the SNB could tolerate a very slight appreciation in level of the franc against the euro if this were 
to be concomitant with a fall in the franc against the dollar in the first half of 2018. From the second half of the year 
onward, while retaining an unchanged monetary-policy differential with the ECB, the SNB would be able to stabilise 
the franc’s exchange rate against the euro at 1.15.

 › The prospective monetary-policy differential between Japan and the other developed economies is set to widen 
in the coming quarters. The absence of any inflationary pressure should lead the Bank of Japan to retain its non-
conventional monetary policy measures for longer than most other major central banks. A continued short-term 
rate of -0.1% and JGB 10-year yields close to zero should continue to encourage Japanese investors to look for 
investment opportunities abroad, which would further weaken the yen against the dollar and the euro in 2018 and 
2019.

BY CONFIRMING ITS INTENTION TO RAISE ITS BASE RATE IN 
SEPTEMBER 2017, THE BANK OF ENGLAND BROUGHT THE FALL IN 

THE VALUE OF THE POUND TO AN END

THE FRANC'S DECLINE IN THE VALUE AGAINST THE EURO HAS 
ALLOWED THE SWISS NATIONAL BANK TO END ITS INTERVENTION 

IN THE CURRENCY MARKETS
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2017 2018 2019

Exchange rate 2014 2015 2016 Q1 Q2 Q3 Q4f 2017f C* Q1f Q2f Q3f Q4f 2018f C* 2019f C*

EUR/USD 1.20 1.08 1.11 1.07 1.10 1.17 1.16 1.13 1.13 1.15 1.11 1.12 1.14 1.13 1.20 1.18 1.25

USD/JPY 120 120 109 114 112 111 113 113 113 114 116 117 118 116 113 120 114

GBP/USD 1.56 1.47 1.36 1.24 1.28 1.31 1.32 1.29 1.29 1.29 1.27 1.25 1.22 1.26 1.31 1.22 1.35

USD/CHF 0.99 1.00 0.98 1.00 0.99 0.96 0.99 0.99 0.98 0.99 1.03 1.03 1.01 1.01 0.97 0.97 0.94

EUR/JPY 144 130 120 122 122 130 131 126 127 131 129 131 135 131 136 142 143

EUR/GBP 0.77 0.73 0.81 0.86 0.86 0.90 0.88 0.88 0.88 0.89 0.87 0.90 0.93 0.90 0.92 0.97 0.93

EUR/CHF 1.20 1.09 1.09 1.07 1.08 1.13 1.15 1.11 1.11 1.14 1.14 1.15 1.15 1.15 1.17 1.15 1.18

EUR/SEK 9.44 9.17 9.47 9.50 9.69 9.55 9.65 9.60 9.56 9.55 9.40 9.35 9.25 9.39 9.24 9.15 9.10

* Consensus
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