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Following a broad-based and synchronized global deceleration over the past 18
months, there have lately been some tentative signs that the world economy may
be bottoming out. Alongside the moderation of global policy uncertainty, major
central banks have signaled that monetary policy will likely remain accommoda-
tive for an extended period amid subdued inflationary pressures and downside

risks to the growth outlook
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Macro Views

Latest Macroeconomic Developments & Outlook

World Economic Outlook

Following a broad-based and synchronized . .
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improved for the first time in seven months, mir-
roring companies' willingness to raise output further. At the same time, the global services PMI advanced
for the first time since July 2019 to a four-month high of 51.6 (Figure 1). It seems that two prominent down-
side risks that have weighed on household and business sentiment have faded over the last few days. On
the one hand, the US have signed off on a “Phase One” trade deal with China, while the US Congress and
the White House seem to have reached an agree-
ment on the USMCA trade deal, reducing worries
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historical high of ca. 348 in the prior month, while

it is expected to moderate further in the coming B <
months following the positive developments on
the Brexit and trade-related front (Figure 2). Alongside the moderation of global policy uncertainty, major
central banks have signaled that monetary policy will likely remain accommodative for an extended period
amid subdued inflationary pressures and downside risks to the growth outlook. Overall, we expect global

GDP growth to ease to around 3.0% in 2019 from 3.6% in 2018, and to maintain a similar pace in 2020.
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Developed Economies

US: Although the heightened trade-related uncertainty, the fading positive effect of fiscal measures as well
as Fed’s past rate hikes have certainly slowed growth momentum, latest economic indicators seem to have
diminished the risk of a US recession. The Atlanta Fed’s GDPNowcast model upgraded its real Q4 GDP
growth forecast by 0.5pp to 2.0%QoQ saar, with strength in consumer demand more than offsetting sub-
dued business investment and weak external demand. We maintain our GDP growth forecast at 2.3% for
2019 and 1.8% for 2020, as weakness in manufacturing and ex-US global growth take their toll on underlying

growth momentum, on top of a waning effect from expansionary fiscal policies.

Euro area: Mirroring a broad-based contraction in production but consistent with a softening of the on-
going manufacturing contraction, IP fell by 0.5%MoM in October, with the quarterly carry-over in Q4
increasing to -0.4%QoQ from -0.8%QoQ in Q3. Nevertheless, the flash December PMIs suggested that the
EA economy failed to pick up momentum. We maintain our 2019 real GDP growth forecast at 1.1% down
from 1.8% in 2018, with the overall balance of risks titled to the downside. Weak economic prospects, cou-
pled with a monetary stance that already is very expansionary, calls for additional fiscal stimulus, but any

such measures are expected to be rather moderate and gradual.

Periphery: With a bounce in domestic demand partially offsetting the negative contribution from net ex-
ports, Italy and Spain, the two biggest southern European peripheral economies posted a quarterly GDP
growth rate in Q3 unchanged compared to that in the prior quarter (0.1%QoQ and 0.4%QoQ, respectively).
However, in annual terms, underlying growth momentum is clearly slowing, with Q1-Q3 2019 average falling
to 0.1% in Italy and 2.1% in Spain vs. 0.9% and 2.4%, respectively, in the respective period of last year. Look-
ing ahead, sentiment surveys and hard data pertaining to Q4 suggest that underlying growth momentum
continues slowing in both countries with domestic political uncertainty adding to growth fears as the risk

of snap elections (in both countries) cannot be ruled out entirely.

Emerging Economies

BRICs: The BRICS met in Brazil in mid-November under the banner of "Economic Growth for an Innovative
Future" and an agenda of low key issues such as strengthening cooperation in science, technology, inno-
vation and enhancing cooperation in the digital economy. The countries in question are moving on different
economic growth paths with China and India both recording economic growth rates above 6.5% YoY for
the past five years and Russia and Brazil lagging behind substantially, posting GDP growth rates just above
1.5% YoY and 1.0% in the past two years as they are still recovering from the FY 2015 recession. On the
economic data front, Brazil's GDP growth accelerated to 1.0% YoY in Q2 2019 compared to a 0.5% YoY in

Q1 2019. There has been a clear improvement in business sentiment as both manufacturing and services
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PMI prints have climbed over 50.0 since the end of July. However, political developments lure attention
following the release of former President Luiz Inacio Lula da Silva from prison and the investigation into
one of Bolsonaro's sons for embezzling public funds. In India, economic growth has continued decelerating
in Q2 2019, after Q1 GDP growth print of 5.8% YoY, which is a 6-year low. Finally, in Russia, the flash Q3
GDP economic growth estimate came in at 1.7% YoY, up from 0.9% YoY in Q2 and 0.5% YoY in Q1. At the
monetary policy meeting held last week, the Central Bank cut the key policy rate by 25 bps to 6.25%, which
is the lowest level since 2014. This was the fifth rate cut since June with monetary easing phasing in at a
time of declining inflationary pressures (3.5% YoY in October, with average inflation in 2019 so far standing
at 4.6%).

CESEE: Third quarter second GDP estimates for the broader CESEE region indicate that these economies’
performance remains resilient and domestic demand driven, albeit increasingly heterogeneous, against a
turbulent international economic environment. CESEE economies outperformed, in terms of GDP growth,
core-euro area economies for yet another quarter in Q3-2019. Yet, this outperformance is becoming less

pronounced and less visible as we heading into a more challenging 2020.
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Special Topic: Trip notes - Key points from 13th Com-
merzbank Emerging Markets Macro Conference in Dubai
(November 13th-14th)

In mid-November, we traveled to Dubai where we
attended the 13" Commerzbank Emerging Markets
Macro Conference titled “Order in the Disorder:
Have markets got used to geopolitical volatility?”
The present note is a short analysis of the key
themes and main points of the presentations at the
conference

Global Economic Prospects

Although the global manufacturing sector has been in re-
cessionary territory during the past 6 months, the pace of
decline in the global manufacturing sector seems to have
slowed lately, with tentative signs of a stabilization in man-
ufacturing sentiment mainly driven by developed markets’
economies (Figure 3 & 4). Service sector output is expected
to hold up relatively well in the US, with no significant ad-

verse spillovers from the ongoing manufacturing weakness.

The fiscal stimulus in the US will likely abate, and the Fed’s
earlier tightening as well as uncertainty about the trade
conflicts will increasingly slow economic growth. Neverthe-
less, fears of a US economy recession based on the

argument of decelerating manufacturing activity are over-

Figure 3 & 4: Global manufacturing
in recession, but seems
to be bottoming out
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blown. US companies have stocked a lot of inventories in the recent past, and they now seem to

be on a destocking phase. Nevertheless, there are some first positive signs that the inventory cor-

rection is nearing an end. In the euro area, weaker global demand has dampened growth notably.

In the case of Germany, an economy in a gray area between meagre growth and recession where

manufacturing has a relatively high share in eco-
nomic activity, fears for a protracted slowdown

are more justified. Indeed, according to the latest

data, manufacturing in Germany equaled ca. 22% 30
of gross value in Q1 2019, double the respective 25
figure in the US during the same period (Figure 5). 20

The trade war between the US and China, which
has resulted in several rounds of retaliatory tariffs
since mid-2018, has taken its toll on China’s eco-
nomic outlook. Nevertheless, the overall export
picture in China is relatively fine, with China’s ex-

port values remaining unchanged in the period

Figure 5: Manufacturing as % of gross value

added (as of Q1 2019)

Source: National Sources, Eurobank Research
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January-August 2019 compared to January-
August 2018. Global trade growth has decel-
erated significantly, averaging around 7.0%
during 1992-2007 compared to an average of
merely 2.3% over the past 10 years. More re-
cently, trade volume growth (goods and
services) stalled at the end of 2018 and re-
mained rather subdued in the first nine
months of 2019. Near-term trade prospects
remain soft with heightened protectionist
risks, although the ongoing slowdown is
nothing like the slowdown in 2015/16 (Figure
6).
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Figure 6: World trade growth
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Source: OECD, Eurobank Research

Income inequality is at the highest level since the 20-30s, fueled by easy credit and quantitative

easing (Figure 7). The latter, combined with the deceleration in the GDP per capita growth — a

trend more pronounced in the advanced economies — has led to the rise of populism and nation-

alism worldwide, and is not confined to
Europe (Brexit, Trump, Europe, TPP, UNESCO,
UNHCR, Paris Accord, lran deal, NAFTA,
NATO). This trend is likely to stay for a much

longer period of time than we would expect.

In response to moderating global growth
and subdued inflationary pressures partly
due to past globalization and the digitaliza-
tion, major central banks have embarked on
a monetary easing cycle in 2019. The Fed has
cumulatively cut its policy rates by 75bps so
far in 2019, with markets only pricing in one
Fed cut by end-2020. Nevertheless, increas-

ing economic risks, low inflation, and political

Figure 7: Global wealth inequality, 1980-2050
China, Europe and the US

Share of global wealth (%)

Source: World Inequality Report 2018, wir2018.wid.world, 13t Commerzbank
Emerging Markets Macro Conference

pressure could prompt the Fed to cut interest rates further, exerting a downward pressure to the

10y Treasury yield over the course of 2020. In the euro area, following the ECB’s comprehensive

stimulus package delivered in September, declining growth forecasts and core inflation fluctuating

around 1.2% as well as the southern countries’ insistence on a loose monetary policy argue in favor

of a further rate cut by the ECB as well as an increase in the volume of net asset purchases in spring

2020. Meanwhile, most Asian central banks have been cutting rates following the Fed’s and ECB’s

further easing cuts and deteriorating growth prospects. Due to rate cut expectations, the 10y Ger-

man government bond yield could tend to recede for the time being.
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Emerging Markets

IIF overview: According to Mr. Robin Brooks, the trade war is a struggle over growth and a struc-
tural headwind for EMs that may lead to a big re-rating of fair values. Although the trajectory of
USD vs. G10 currencies index is a non-story since its rise in 2014-2015, the trajectory of USD vs EM
has been and will remain the big story. The IIF US dollar indices ex-China (indexed to 100 in August
2011, when the US dollar hit a post-crisis low) has depreciated by approximately 60% (as of Octo-
ber2019). The question is whether the weakness of EM currencies vs. USD is a trend to continue in
the longer term or its dynamics are exhausted and EM assets are now a buy opportunity. Elevated
trade tensions may be the trigger for a realignment of EM FX fair values. Large devaluations are
not producing a big pick-up in export volumes. The export volumes in a number of EM Latin America
economies (such as Brazil, Argentina, Colombia and Chile) have declined despite REER deprecia-
tion in December2013 - June2019. Trade tensions are making current account adjustment harder.
In the previous balance of payment devaluation episodes in EMs, the pick-up in trade volumes after
the devaluation episodes has been faster, when compared to the recent examples of Turkey and
Argentina. A decade of easy G-3 monetary policy has resulted in over positioning in EM assets,
while big valuation losses in EMs’ holdings (for example Argentina) means that contagion risks for

other assets classes are high.

US-China trade war implications: According to Mr. Charlie Lay, the US-China trade war is more
than just a bilateral trade deficit issue. The so-called "phase one" trade deal would remove a tail
risk temporarily but the sensitive issues of unfair trade practices, forced technology transfers, geo-
politics and security consideration will be harder to address. This means that regardless of whether
or not President Trump is re-elected in 2020, trade tensions with China will most probably persist.
The US-China trade war could actually be a "Sputnik® moment for both the US and China. For the
US, it could act as a spurt to innovation but also end a forty-year period of international policy
engagement. For China, it could serve as an impetus to introduce reforms, spur rural and urban
revitalization and speed up tech know-how and self-sufficiency. Ironically, it could also lead to ac-

tion in line with US demands, such as improving intellectual property protection.

China: China’s economy achieved a tremendous growth of 9.5% on average in the previous 39
years (1980-2018). The initial opening up of the economy in the 80s-90s plus the WTO accession in
2001 gave a boost to growth dynamics. However, growth in the post-2009 period in the aftermath
of the international financial crisis has been financed by the accumulation of debt. The growth
achievements came at the expense of huge environmental, social costs (migration from rural areas
to cities) and rising inequality and was made possible by low interest rates and low-cost labor. The
authorities are now pursuing a transition to a more consumption oriented growth model by in-
creasing the share of private consumption as a percentage of GDP. However, this shift will be more
difficult to materialize if authorities continue propping up inefficient and loss-making state-owned
enterprises at the expense of the private sector. The private sector is an important stakeholder as
it owns 70% of the patents and accounts for 80% of urban employment. Reforming loss making
state-owned enterprises is part of the deleveraging strategy. Low interest rates subsidize borrow-
ers at the expense of savers. Low wages are subsidizing producers at the expense of labor workers.

A weak FX currency rate is subsidizing exporters at the expense of importers. The solution is to
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transfer wealth to the household sector, which will translate in higher interest rates, higher wages
and a more stable currency. “China will grow old before it gets rich”: Addressing unfavorable de-
mographics is another point of attention. In China, the labor force participation rate peaked in
2015 when GDP/capita was just US$10,000. This is unfavorably compared to the paradigm of Ja-
pan, when labor force participation peaked in 1995 with three times higher GDP/capita than that
of China. The Chinese economy was already slowing before the trade war in 2018, with private
consumption, retail sales and industrial production slowing. Policy stimulus has been restrained
thus far, but authorities are preparing the firepower to address economic slowdown if needed.
There is some room for further fiscal stimulus through tax cuts, although tax rates are already fairly
low and tax revenue stands at 18% of GDP, very low in comparison to the OECD average of 34%.
Monetary stimulus is also relatively restrained and available through RRR cuts aiming to increase
credit to the private sector. Finally, authorities are building up special purpose bonds to finance
infrastructure spending. In that direction, local governments have brought forward bond issuances
(by September 2019 bond issuances had reached CNY2.2tn).
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Global Macro Themes & Implications

US/China agreement on Phase One trade deal reached, but trade uncertainty
likely to remain elevated

After a one-and-half years of trade war escalation, the US and China reached an agreement on a long-
waited Phase One trade deal on 13 December. Among others, the said deal contains the rollback on part
of the existing tariffs as well as commitments by China to increase purchases of US agricultural goods and
services, to better protect intellectual rights, to end its long-standing practice of pressuring foreign com-
panies to transfer technology to Chinese companies as a condition for obtaining market access and to

improve access to China’s financial services market for foreign companies.

Undoubtedly, the said deal is an important step towards a comprehensive US/China trade deal in the
future, underpinning business confidence and, ultimately, implying a better global growth outlook. But it is
probably not enough to eliminate trade policy uncertainty and fully restore business confidence. The mag-
nitude of the tariff rollbacks appears to be smaller than expected (planned December tariffs on $156bn
worth of Chinese imports were removed but tariffs on $120bn of Chinese imports were only halved to 7.5%,
while 25% tariffs on $250bn of Chinese imports remain in place). Furthermore, a renewed escalation in the
US/China trade dispute and the threat of tariff reinstatement cannot be ruled out completely, taking into
account the challenges China will likely have to address to implement properly the Phase One deal. Among
others, China is requested to make substantial additional purchases of US goods (mostly agricultural
goods, seafood products and energy products) and services in the coming two years, at a time it faces a

number of domestic headwinds.

Regarding the trade deal timeline, the Phase One deal is expected to be signed in early January in Wash-
ington D.C. with an intention, according to US President’s remarks, for negotiations on the second phase
(which will involve bigger structural issues including subsidies for Chinse state-owned enterprises) to begin
soon after the deal comes into effect (30 days after the signing), rather than waiting until after the US
November 2020 elections. Nevertheless, a delay is likely considering that Chinese officials stated that the
start of the second phase of the negotiations will hinge upon the implementation of the Phase One deal
agreement, a remark that probably stems from concerns that the deal may trigger domestic political and
economic pressures. Consequently, uncertainties around the US/China trade relations are likely to remain
elevated in the coming months and tensions will likely erupt anew as the bar for an agreement on a com-

prehensive trade deal seems to be much higher.

Market excitement about UK Conservatives’ landslide victory likely to give way to
uncertainty related to the risk of a no-trade deal Brexit

Under the leadership of Boris Johnson, the Conservatives won a comfortable majority in the 12 December
UK general election, securing 43.6% of the vote, the highest popularity rate by any party since 1979. On the

view that all of the elected Conservative MPs have signed up to Boris Johnson’s Brexit deal as part of the

B Poge 10



@ Eurobank

Research

election campaign, the Tories’ landslide victory brought some near-term clarity on Brexit, pushing the GBP
sharply higher across the board. Under the terms of the said deal, the ratification of the relevant bill would
allow the UK to leave the EU by the end of January 2020 and enter as of 1 February into a so-called tran-
sition period that would allow the country to maintain privileges and obligations as if it were an EU member
state (such as the single market, customs union access, and free movement of people) but losing represen-
tation (and voting rights) in European institutions (such as the European Parliament, the EU Council and
the Commission). During this period, the UK and the EU will begin negotiating a full free trade agreement
with a view to reaching a deal by 31 December 2020, when the transition period is scheduled to expire. If
by end-June 2020 the negotiations have not proceeded quickly enough to allow for an agreement on the
long-term UK/EU economic relationship by the deadline, the UK could request an extension that will need
to be agreed with the EU. Such an extension can be requested once and cannot last for more than two

years.

The Conservative manifesto makes clear that the party does not intend to extend the transition period
beyond 31 December 2020. However, finalizing and ratifying a comprehensive trade deal within just 11
months seems highly ambitious given that trade negotiations typically take a number of years to be
reached (the EU-Canada free trade agreement required seven years). Therefore, the risk of a no-deal exit
at the end of 2020 cannot be ruled out completely. Should this be the case, the UK would face a no-trade
deal cliff edge, whereby it would transition into standard WTO rules that are generally much less favourable
than existing trade arrangements. This means that the risk of a disorderly Brexit that prevailed in 2019
could likely give way to some degree of uncertainty related to the risk of a no-trade deal with negative

repercussions for business sentiment and economic activity over the coming months.
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Macro Themes & Implications in CESEE

Q3-2019 second GDP estimates for the broader CESEE region indicate that these
economies’ performance remains resilient and domestic demand driven albeit in-
creasingly heterogeneous, against an increasingly challenging international
economic environment in 2020

Q3-2019 second GDP estimates, released in early December, carried no major revisions. The CESEE region
outperformed, in terms of GDP growth, core-Euroarea economies for yet another quarter and we expect
this to be the case also in the last quarter of the year. Once again, growth was primarily driven by domestic
demand in most cases. From a geographical point of view, CEE3 (Poland-Hungary-Slovakia) economies are
leading the pack in the broader CESEE group growing on average by 4-5% on expansionary fiscal and
monetary policies, while the SEE (Bulgaria-Serbia-Romania-Turkey) economies are lagging behind. More-
over, when analyzing country performance in the latter group, heterogeneity prevails. Romania, an outlier
in our previous analyses, slowed abruptly to 3.2% YoY in Q3-2019, sharply down from 4.3% YoY in Q2-2019
and 4.9% YoY in Q1-2019, paying the price for its excessive expansionary and largely inconsistent fiscal and
monetary policies. In contrast, Bulgaria slipped to 3.7% YoY in Q3 vs. 3.8% YoY and 3.9% YoY in Q2 visibly
outperforming revised official forecasts underpinned by solid final consumption dynamics. Serbia has ac-
celerated to 4.8% YoY in Q3, up from a mediocre performance of 2.7% YoY and 2.9% YoY in Q1 & Q2
respectively. Turkey, an underperformer in recent quarters, registered its first positive — on an annual basis
—reading in a year in Q3-2019 (0.4% QoQ/0.9% YoY in Q3).

Yet, in contrast to the previous years, the CESEE region’s GDP over-performance is becoming less pro-
nounced and less visible and even more heterogeneous within individual group of economies, heading into
the likely more challenging year 2020. Having passed their cyclical peak, GDP growth dynamics in the re-
gional economies are expected to slow in most cases on weaker net exports and domestic demand
dynamics. Net exports are expected to come under more pressure in a less friendly global economic envi-
ronment due to persisting trade tensions. At the same time, domestic demand will remain the key source
of growth. However, it is not expected to make a higher contribution, as households’ and corporates’ in-
comes growth decelerates, and the room for domestic fiscal & monetary policy responses becomes more
limited. Although each case is different and uncertainties high, improved EU funds absorption — a pivotal
factor behind public investment if used wisely — plus healthy credit expansion can make a positive differ-

ence in each individual country’s output performance next year.
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CESEE Markets Developments & Outlook

Bulgaria

Bulgarian Eurobond yields rose across the board, ranging between 7-13 bps, with the 2027 and 2028 paper
yields gaining 12 and 13 bps respectively. Local yields, on the other hand, registered modest gains of 2-4
bps across all maturities. The Ministry of Finance did not hold any bond auctions this month, as the yearly
debt ceiling set by the Ministry was reached. Standard and Poor’s recently upgraded Bulgaria’s sovereign
rating by a notch, from BBB- to BBB stable, citing the consistent budget surplus and low public debt/GDP
levels as the primary drivers of the decision. Recently, the Ministry of Finance distributed the year-end
budget surplus of EUR 0.7M to large infrastructure projects, aiming to increase productivity and support
the domestic economy. The Ministry noted also that the budget target forecast for the next two years does
not foresee a year-end surplus, taking into account the late cycle stage of the economy and the overall

global economic uncertainties.

Serbia

Overall, so far in 2019, the dinar has managed to scoop only 0.6% against the euro, as the National Bank
of Serbia (NBS) has stated publicly several times that “excessive currency movements in either way is what
the NBS strictly opposes”. Daily FX interventions have remained the main tool of protecting the dinar from
over-appreciating. Throughout the year, the NBS has bought EUR2.7bn from local commercial banks. More-
over, it has stepped-in on several occasions as a seller of the hard currency for EUR390mn. In retrospect,

there was room for the dinar to strengthen, but interventions of the NBS prevented such an outcome.

Meanwhile, government bond yields developments have been driven by the overall positive macroeco-
nomic data that has been coming out, namely strong GDP growth, anchored inflation and impressive FDlIs.
On a year-to-date basis, the government bond yield curve has shifted significantly lower on both ends of
the curve with the flattening of the curve being more pronounced during the summer. In general terms, the
long end of the curve fell 180 basis points while the short end was trimmed ca 126 basis points, trading

currently around 3.1% and 1.7%, respectively.
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Markets View

Foreign Exchange

EURUSD: The pair is trading close to its 200 day moving average (1.1153) that we have flagged as a major
resistance, and a close above would open the way for a move towards 1.1250 and 1.1450. With the Brexit
uncertainty out of the way at least in the near term and the Fed decisively dovish, support for the EUR
versus the USD is increasing. We will still play the 1.08 — 1.12 range but with a tight stop on the upside given

recent developments.

GBPUSD: The expected breakout higher materialized post the UK elections with the pair reaching a high
of 1.3514. Given the quick move we expect some consolidation now between 1.30 and 1.35 ahead of the 31
January exit and the long process of negotiating a trade deal with the EU (to be completed by December
2020).

USDJPY: The 108.00 — 109.50 persisted in December with the risk-on sentiment pushing the pair towards
the upper end (high 109.71). We still see any rally towards 109-110 as corrective and would be sellers of the
pair, but the risk of a breakout higher is increasing, so we use tight stops. A weekly close above 109.75 would

mark a break of this year’s downtrend and would be clearly bullish.

Rates

EU: Lagarde’s first ECB meeting indicated that monetary policy will remain unchanged for the months
ahead, if not longer. German yields are closing the month slightly higher with the curve steeper. Economic
numbers and market sentiment will remain the key drivers in the near term. The periphery outperformed
with Greece and Italy at the forefront, while Spain has been the obvious laggard. Overall we see room for

further increase in core yields and compression in the Periphery but do not expect any major moves.

US: The wide range of November (1.70%-2.0%) persisted in December as well on the back of a dovish Fed
on one side and positive economic and market-related news on the other side. The market seems to have
priced all good news so far and, therefore, we have a preference to the long side across the Treasury curve
into Q1 with equities and credit at multi-year highs/tights. We expect the short end to outperform as the

Fed is clearly in a low-for-longer stance.

Emerging Markets credit

EM credit performed very well in December boosted by the dovish Fed and ECB but mostly by the US/China

B Poge 14
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“Phase One” trade agreement and the push back of further tariffs. LatAm reversed part of its recent un-
derperformance versus EMEA and Asia. The spreads of EMBI+ tightened by 15bps to 292bps (close to the
2018 tights of 288bps). We see global CB policies, a continuation of trade wars and protests on the back
of social unrest as the key drivers of EM spreads/total returns for 2020. The hunt for yield and benign eco-

nomic numbers will remain supportive for the asset class. We remain tactical buyers of any widening.

Corporate credit

Nothing like December 2018 for global credit. UK election results and trade war related “agreement” be-
tween the US and China were the end-of-year gifts to the markets with USD, EUR and GBP credit spreads
tightening close to or beyond this years’ lowest levels. Overall cash outperformed structured credit and
lower rated credits outperformed higher rated ones in both |G and HY with credit spread curves bull steep-
ening mildly as the primary market slowed down. The Fed and ECB provided further support with dovish
commentaries and especially in IG the play now is more rates than credit. We remain defensive in our
outlook for the credit market, especially post the tightening into year-end as the market seems to have
priced all good news. It is the time to lighten positioning further and put on some cheap hedges via CDS
options into Q1 2020.
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Diminished recessionary risks, but economic growth has decelerated to trend

The second real GDP growth estimate for Q3
came in 0.2pp higher at 2.1%QoQ saar, the
second near-trend growth release in a row
following a quarterly average of ca. 2.7% in
2017 and 2018. Although the heightened

Figure 8: Strong labor market conditions
bode well for personal income and spending
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November nonfarm payrolls surpassed mar-
(+266k)  with

revisions to prior two months, boosting the

Source: Federal Reserve, Eurobank Research

ket expectations upward

three-month moving average payroll increase to 205k from 189k in October. In addition, the labor force
participation rate currently stands close to its highest level since the summer of 2013 (averaging at 63.2%
over the past 4 months), pointing to further gains in personal income and spending. Following the Novem-
ber employment report, the Atlanta Fed’s GDPNowcast model upgraded on December 6 its real Q4 GDP
growth forecast by 0.5pp to 2.0%QoQ saar,

with strong consumer demand (particularly in

services) — supported by accommodative fi- Table 1: FOMC Economic projections, December 2019

nancial conditions — more than offsetting Median" (percent) T
. . usa 2019 | 2020 | 2021 | 2022
subdued business investment and weak exter- run
. . Real GDP change 2.2 20 19 18 19
nal demand. Nevertheless, we maintain our Sept projection | 2.2 20 19 18 19
GDP growth forecast at 2.3% for 2019 and 1.8% Unemplrate 3.6 3.5 36 | 37 | 41
Sept projection 37 37 38 39 4.2
for 2020, as weakness in manufacturing and PCE inflation 15 19 20 | 20 | 20
q Sept projection
ex-US global growth take their toll on the un- il 12 1 20 | 20 1 20
Core PCE 1.6 12 2.0 2.0
derlying growth momentum, on top of a Sept projection | 18 19 20 | 20
. . . . Fed Funds Rate 1.6 1.6 19 21 2.5
waning effect from expansionary fiscal poli- Sept projection | 19 19 21 24 | 25

ClES: Source: Federal Reserve, Eurobank Research

As broadly expected, the Fed kept the fed

funds rate stable at 1.50-1.75% at its December meeting following three cuts in a row earlier this year. The
post-meeting statement stated that “the current stance of monetary policy is appropriate”, while Chair-
man Jerome Powell highlighted that given the below-target inflation and the remaining slack in the labor
market, only a “persistent” and “significant” increase in inflation would justify higher policy rates. In line
with the “dots”, we expect the Fed to remain on hold in the foreseeable future (13 out of 17 FOM members
expect the target range to remain stable throughout 2020) barring “a material reassessment of the out-

look”.
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China
Stability and risk control are set as top policy priorities for 2020

On December 10-12 the Central Economic

Work Conference (CEWC) was held in Beijing. Figure 9: IP and Retail sales recovering in November
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edged the downward pressure on the

economy, coming from both global and do-

mestic sides. As a result, the economic growth target for 2020, which is expected to be announced in the
coming NPC next March, is anticipated “around 6%”, lower compared to 2019’s targeted range between
6% and 6.5%, which, albeit marginally, appears achievable, given that the Q4 reading is expected around

6%. The generic character of the set priority in

the conference, namely overall stability, leaves Figure 10: PMI gauges on a recovery path
enough room for maneuvers to policy makers in 555 = 520
. . o . ’
the year ahead. Fiscal policy will remain proac- ) A - 3m/ma sis
. L . 550 '
tive while the mandate for the monetary policy
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Furthermore, it will reduce the uncertainty 2542832258232 25928
around US tariffs that delayed business deci-
sions of domestic and foreign companies Source: Bloomberg, Eurobank Research

operating in China. Hard data as of November
point to an improvement in China’s economy.
Industrial production accelerated to 6.2% from 4.7% and retail sales growth came in at 8% YoY from 7.2%
YoY in October. Moreover, both Caixin and the official manufacturing PMI rebounded above 50 in Novem-
ber, with the official index standing above 50 only for the second time in 2019. Consequently, contrary to

the view that the economy may slow further in 2020, the chances of a bottoming out in 2020 are increasing.
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The economy fails to gain speed in December

Mirroring a broad-based contraction in produc- Figure 11: Output rises at the

. . . . weakest pace since H2 2013
tion and consistent with a softening of the

Index
ongoing manufacturing contraction, IP fell by
0.5%MoM in October, with the carry-over in Q4 *
increasing to -0.4%QoQ from -0.8%QoQ in Q3.

Nevertheless, the flash December PMIis sug-
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from 46.9 in November, not far from September’s
multi-year low of 45.7. On the contrary, the ser- Source: IHS Markit, Bloomberg, Eurobank Research

vice sector showed signs of resilience, with the

respective index increasing to a 4-month high of 52.4 pts from 51.9 in the prior month. Overall, the Decem-
ber Composite PMI remained unchanged at 50.6 pts, pointing to a Q4 real GDP growth rate of just 0.1%,
down from 0.2% in Q3.! With the euro area economy expected to end the year on a weak note, we maintain
our 2019 real GDP growth forecast at 1.1% down from 1.8% in 2018, with the overall balance of risks tilted to
the downside. Weak economic prospects, coupled with an already very expansionary monetary stance,

calls for additional fiscal stimulus, but any such measures are expected to be rather moderate and gradual.

On the monetary front, the ECB kept its policy unchanged at the December meeting, the first under Chris-
tine Lagarde’s presidency. With no major changes to the introductory statement, the ECB highlighted signs
of stabilization in growth, albeit at weak levels, a mild increase in underlying inflation and somewhat less
pronounced downside risks. Changes to the ECB staff macroeconomic projections were relatively small
compared to September (see Table 2), while

strong emphasis was placed on the strategic re- Table 2: ECB staff/Eurosystem macro

L s = 2019
view expected to start in January and be midpoint projections, December 20

completed by end-2010. The strategy review ECB projections (%) | 2019 | 2020 2021 | 2022
_—y GDP growth 12 11 1.4 1.4
framework has to be agreed to within the Gov- oo _—
Sept projection 11 12 14
erning Council as well as with some external HICP inflation 12 1.1 14 16
stakeholders. Overall, we keep our call for un- Sept projection | 12 18 15
. X Core inflation 10 13 14 16
changed monetary policy for the coming Sept projection | 11 12 15
quarters, with the ECB maintaining an easing Wage growth 2.1 2.1 23 25
: : N Sept jecti
bias while continuing QE. Sprprojection | 22 23 24

Source: ECB. Eurobank Research

! For more details see the HIS Markit PMI’s press release https://www.markiteconomics.com/Public/Home/PressRe-
lease/744e10d0074244fd8f007451da9de4f8
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Industrial production still mired into recession

Germany’s industrial production unexpectedly
dropped by 1.7%MoM in October, the biggest de-

cline in the last six months and the second-

Figure 12: IP still mired into recession
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growth in the last three months of the year.
Looking at the main sub-sectors, construction Source: Federal Statistical Office (Destatis), Eurobank Research
contracted -2.8%MoM along with manufactur-

ing which shrunk 1.6%MoM on the back of a

sharp decline in the auto sector production (-5.6%MoM), while energy increased further (+2.3%MoM), limit-
ing the October decline in industrial production. Industrial production data are at odds with certain major
business surveys, which suggest that domestic industrial downturn has probably reached a trough and
should be moderating in the coming months amid expectations for some improvement in business senti-
ment, especially after the US and China reached an agreement on a long-waited Phase One trade deal.
Indicatively, the Ifo business climate index edged up in November for the second time in the last three
months (95.0) and the ZEW indicator rose more than expected in December reaching the highest level since
February 2018 (10.7). Meanwhile, domestic demand, especially in the form of private consumer expenditures,
remains on a solid footing, supporting the view that the economy will likely continue to grow at a slow pace
of 0.1%QoQ in the coming quarters and fears over a potential crunch are probably exaggerated. The un-
employment rate hit a fresh record low of 2.8% in Q3 (domestic concept), gross wages and salaries were
up by 4.2%YoY over the same period and households’ disposable income rose by 3.4%YoY compared to an
average 2.6%YoY in Q1 2019. On the domestic

political scene, the SPD’s party convention (6-8
December) formally approved the outcome of
the membership vote on the new leadership duo
of Saskia Esken and Norbert Walter-Borjans
who had been openly critical of the current
grand coalition. However, warding off fears over
an imminent “GroKo” collapse, the SPD dele-
gates rejected a motion for an immediate exit
from the government and instead gave the new
leadership the mandate to reopen discussions
with coalition partners CDU/CSU on a package
of policy issues, as a working basis for continuing

the government coalition.

Figure 13: SDP appetite for snap elections is cer-
tainly low given the party’s weak performance in
recent polls
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Expected Q4 GDP growth resilience to ongoing pension reform strikes

French household goods consumption rose by
0.2%MoM in October (volume terms), following a
0.3%MoM decline in the prior month, thanks to a
0.3%MoM improvement in engineered goods con-
sumption and a 0.2%MoM gain in manufactured
goods that offset a 1.5%MoM drop in energy. The
modest October rise took the Q4 carry-over at
0.0%QoQ compared to 0.4%QoQ in Q3, suggesting
that household consumption may slow in Q4 from a
final growth rate of 0.4%QoQ in Q3 (revised up by
0.lpp from 0.3%QoQ flash estimate). The open-
ended nationwide strike that started on 5 Decem-

ber with more than 800,000 workers from a wide

Figure 14: Q4 household consumption likely to
prove resilient to ongoing pension reform
strikes
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range of professionals, demonstrating against the government’s proposed reform of the pension system,

is another source of concern for France’s economic growth performance in the last quarter of this year. The

proposed reform primarily aims to replace the existing 42 special pension schemes that provide public and

private sectors with a number of privileges such as eligibility for early retirement and higher pension ben-

efits, with a single, universal, points-based system aiming to improve fairness and transparency (according

to the OECD, France’s current pension system, in terms of public spending as a percentage of GDP stands
at 14%, among the highest in the EU). Though it may be difficult for household spending to match the Q3

pace of growth, it is likely to eventually prove resilient thanks to positive disposable income fundamentals

(+0.8Q0oQ in Q3) and a further increase in INSEE consumer sentiment in November (a near twelve-year high

of 106 and above the long-term average of 100 for the sixth month in a row). Further supporting our view

for an unchanged GDP growth rate of
0.3%QoQ in Q4 and 1.2% for the full year 2019,
industrial production rose in October for the
second consecutive month (0.4%MoM), taking
the Q4 carry-over at 0.3%QoQ vs. -1.1%QoQ in
Q3, indicating that the Q4 industrial drag is
likely to be more limited, especially after the US
and China reached an agreement on a Phase
One trade deal, offering some breathing space
to companies that have been hit with the

threat of higher tariffs.

Figure 15: The cost of France’s pension system, in
terms of public spending as % of GDP, is one of
the highest in the EU
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Despite receding political uncertainty, growth is unlikely to recover much from

stagnation

Industrial production fell by -0.3%MoM in Octo-
ber for the second consecutive month, with a
sharp contraction in energy production (-
1.9%MoM) and a more modest decline in manu-
facturing (-0.3%MoM). The October print took the
negative Q4 carry-over to -0.4%QoQ, not far
from -0.5%QoQ in Q3, pointing to further deteri-
oration in output growth in the last quarter of the
year. Meanwhile, the November PMI manufactur-
ing index fell by 0.1 to 47.6 pts, marking the
fourteenth monthly deterioration in a row and

actually at the fastest pace since March. Further-

Figure 16: Further contraction
in industrial output in Q4
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more, business confidence towards year-ahead output moderated to its lowest level since December 2012

amid heightened worries over softer global demand. Italian business activity also registered a weak per-

formance in November, with the respective PMI index (based on a single question asking respondents to

report on the actual change in business activity at their companies compared to one month ago) falling

by -1.8 to 50.4pts to signal the weakest expansion in output across the service sector since May. Moreover,

the Composite Output Index declined to 49.6pts in November from 50.8 in October, reporting the first

decline (albeit marginal) in Italian private sector output since May. 2 Overall, economic activity is unlikely

to recover much from stagnation, with our 2019 real GDP growth forecast at 0.2% from 0.7% in 2018, with

the significant deceleration of global growth
and the downturn in the industrial cycle weigh-

ing on overall growth.

On the political front, our baseline case is for the
M5S-PD codlition to stay in place through 2020,
but tensions within the government are likely to
remain high. The risk of snap elections cannot be
ruled out, given that the M5S and the PD will
need to handle 7 regional elections in H1 2020
and a new electoral law. Meanwhile, Lega’s pop-
ularity is back at its peak level of ~35%, having
already managed to increase the regions it con-

trols from 3 to 12 over the past two years.

Figure 17: Consumer and business
confidence have deteriorated
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2 For more details see the HIS Markit PMI’s press release https://www.markiteconomics.com/Public/Home/PressRe-

lease/73e440ble5e744b3bfdc9ef9ef19ac5l,

https://www.markiteconomics.com/Public/Home/PressRelease/789d5000ec2c4dcf8c911cdf987761b2
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Spain

Still in political deadlock amidst slowing growth momentum

The newly elected Congress convened in early Figure 18: Real GDP and employment growth
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support is required, as the two parties control 155
MPs cumulatively, short of the required majority Source: National Statistics Institute (INE), Eurobank Research

in the 350-seat Parliament. To sum up, political

deadlock remains and new elections cannot be

ruled out. Political developments have broadly failed to be a hindrance for the Spanish economy in the
past four years, with GDP growing by a 3.0% average in the 2015-2018 period. But in light of slowing global
trade growth as the world economy weakens, a prolonged impasse appears to start hurting domestic eco-
nomic activity. Q3 GDP grew by 2.0%YoY for the second quarter in a row, down from 2.2%YoY in Q1, mainly
due to the external sector, while recent data indicate risks for some further slowdown in Q4. Indicatively,
retail sales lost traction in October decelerating to 2.4%YoY vs. 3.6%YoY in September and a 3.9%YoY
average in Q3, as softer employment growth (partly reflecting the delayed effect of the 22% increase in
the minimum wage in January 2019) and prolonged political uncertainty appear to restrain private con-
sumption. Industrial production dropped by 1.3%YoY in October, the first decline in the last seven months,
while the Markit PMI manufacturing remained below the 50-threshold (47.5) for the sixth consecutive
month. As a result, we expect GDP growth to moderate to 1.9% in 2019 vs. 2.4% in 2018 and then further
towards potential growth of 1.5% in 2020, with Spain remaining among the top performers in the Euro areq,
in spite of the anticipated deceleration. On the

fiscal front, the EU Commission warned in its lat- Figure 19: Spain expected to record the high-
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pro-cyclical fiscal policy and the structural deficit
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task for the new government, especially if Unidas S8 s s

Podemos, which has been calling for further fiscal
i . Source: AMECO, Eurobank Research
loosening, becomes one of the coalition partners.

B Poge 22



) urobank.

Cyprus

Eurobank
Research

Third quarter revised GDP estimate paves the way for softer economic activity

readings in 2020

In a widely unexpected move, the second CYSTAT
estimate of Q3-2019 added 0.3ppts to the flash.
On a seasonadlly adjusted basis, real GDP
expanded by 0.4% QoQ/3.4% YoY in Q3-2019
compared to 1.0% QoQ/3.2% YoY in Q2-2019 (up
from 0.7% QoQ/3.1% YoY previously) and 14%
Qo0Q/3.4% YoY in Q1-2019 (up from 0.7% QoQ/3.3%
YoY previously). Factoring in the revised estimate
of Q3, the year-to-Q3 GDP growth performance
stands at 3.3% in line with our long-expressed
views, down from 4.2% in 2018 and 4.4% in 2017.
Although the reading was significantly revised, it
doesn’t change our view that the soft landing of

the economy to more sustainable levels, a view

Figure 20: Cyprus’ turn-around growth story has
been impressive so far
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that we penciled in previous analyses as well, has already started and will be more visible next year. At the

moment, economic activity is still supported by sustained sentiment improvement, tightened labour market

conditions, record-high tourist arrivals (despite the Thomas Cook bankruptcy), further property market

recovery, the impact from fiscal relaxation and the accelleration of public consumption plus a stream of

ongoing residential and tourism infrastructure construction projects underpinned by the program

“citizenship by investment”, which has helped to attract foreign investment in the real estate sector. High

profile cases of program misuse have necessitated government amendments aiming to make the program

more targeted and trustworthy in response to EU institutions’ criticism that the transparency of the

program should be bolstered. At the same time, concerns for the prospects of this activity in the future

remain and are anticipated to become more
pronounced next year. Final consumption dynamics
(0.0% QoQ/5.3% YoY vs. 1.8% QoQ/6.3% Yo) made
a 4.4ppts contribution to GDP growth in Q3-2019.
Investment spending, at constant prices, was
higher on an annual basis (-0.1% QoQ/+8.9% YoY)
in Q3-2019. However, the negative inventories
performance resulted in gross capital formation
having a negative contribution (-4.4ppts) to GDP
growth. Finally, net exports’ contribution was
positive (+3.4ppts in Q3-2019 vs. -5.8ppts in Q2-
2019). That was the combined effect from both
exports expanding by +6.4% QoQ/1.6% YoY, and
imports dropping by -3.0% QoQ/-3.0% YoY.

Figure 21: Unemployment in Cyprus now stands
below Euroarea
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Weaker-than-expected October GDP growth bodes poorly for Q4

UK monthly GDP for October came in weaker-
than-expected with a 0.0%MoM print following
two consecutive monthly declines. The Q4 car-
ryover stands at 0.0%QoQ, indicating that the
BoE’s forecast for 0.2%QoQ GDP growth may
prove optimistic. Manufacturing output grew by
0.1%MoM, the first positive figure in the last four
months, probably boosted by temporary stock-
piling ahead of the 31 October Brexit deadline (as
was also the case in Jan-Mar 2019 ahead of the
initial Brexit deadline). In annual terms, manufac-
turing output contracted by a pace of c. 1.5% for

the third consecutive month, with the respective

Figure 22: Services, the growth engine of the
UK economy, has slowed significantly this year
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index having dropped back to mid-2017 levels, weighed down by Brexit-related uncertainty, supply chains’

reallocation by EU manufacturers to avoid potential future disruption and reduced export demand on the

back of weaker global growth. With respect to the services sector, the main growth engine of the UK econ-

omy, output grew by 0.2%MoM in October and was the only positive contributor to GDP growth, probably

also favored by temporary stockpiling. But in annual terms, growth in services has been steadily declining

after peaking at 2.7% in February to stand in October slightly above 1.0%. The volatile construction com-

ponent was the main driver behind the disappointing October GDP print, contracting by the highest pace

in near two years of 2.1%MoM on the back of an unusually high number of rainy days. Although part of the

October fall in construction is likely to be reverted in the coming months due to improved weather condi-

tions, risks seem skewed to the downside and a renewed contraction of GDP growth in Q4 cannot be ruled

out, if upcoming data verify the view that the Oc-
tober boost to both manufacturing and services
was driven by temporary stockpiling. For the full
year 2019, we see GDP growth averaging c. 1.0%
and remaining below the BoE’s potential rate of
1.5% in 2020, as risks of a no-trade-deal are likely
to remain elevated, if, in line with the Conserva-
tive manifesto, PM Boris Johnson does not
request an extension to the transition period
scheduled to expire at the end of December
2020.

Figure 23: Conservatives won a big victory at the
12 December 2019 general election

2019 elec
2017 elec
# MPs fo

1 (# MPs)
1 (# MPs)
orking majority

12 10 7 4 1 2
A A Y & Q & &
& & & &P & § @
o & ] Q° =4
e < < > & <
5 © il 5 o ¥
& NS & < o o
g 50
22 &

Source: Press reports, Eurobank Research
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Bulgaria

Improving macroeconomic fundamentals shield Bulgaria’s short- to medium-
term trajectory against a turbulent international economic environment.

On seasonally and calendar adjusted terms, real Figure 24: Bulgaria’s fiscal position is sound
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up from 5.2% YoY in 9M-2018 and 3.9% YoY in 9M-
2017, making a hefty contribution of 4.2ppts in the
9M-2019 reading vs. 4.0ppts in the 9M-2018. Gross fixed capital formation advanced by only 1.5% YoY in
9M-2019 making a contribution of only 0.3ppts, falling short of expectations, visibly lower than 5.7% YoY in

wn

9M-2018 (down from 1.1ppts contribution in 9M-2018). Although some of the government expenditure is
traditionally skewed to the last quarter of the year, this will most probably not suffice for the full-year
performance to reach 1.9% YoY, as the Ministry of Finance projected in autumn. Exports volume remained
virtually flat at 0.3% YoY in 9M-2019 vs. 0.6%

YoY in 9M-2018 down from 6.7% YoY in 9M-

2017, Imports also remained subdued at 07%  H91725: The GO arewth of Bulgeri has boen

YoY in 9M-2019 vs. 5.1% YoY in 9M-2018 down

from 7.5% YoY in 9M-2017. As a result, net ex- %

ports’ contribution to GDP growth became
less negative in the first nine months of the
year (-0.3ppts in 9M-2019 vs. -3.0ppts in IM-
2018). Overall, GDP growth is expected to
have expanded briskly by 3.7% in FY2019 up
from 3.1% in FY2018, more than three times
higher than the expected EA-19 average. In our

& A
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view, robust growth performance is expected B e EEEEE———
to continue in 2020 — albeit at a slower pace

given the rise of external risks. Thus, our full-

year forecast stands at 3.2%, driven by sound domestic demand dynamics. The solid growth momentum
has not escaped notice of the rating agencies. Standard and Poor’s raised the long-term sovereign rating
of the country by one notch to BBB from BBB- with a positive outlook in early December. The rating agency
cited the resilient economic performance of the country without building macroeconomic imbalances as
the main driver behind its decision. At the same time, it acknowledged that the country’s fiscal and external

balance sheets are strong, and progress on entering the ERM Il steadfast.
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Robust investments- driven economic growth and subdued inflationary pressures

Real GDP growth came in at 4.8% YoY in Q3
2019 compared to 2.9% YoY and 2.7% YoY in Q1
and Q2 respectively. On the expenditure side,
economic growth was primarily led by fixed in-
vestments, increased by 17.3% YoY and
contributing almost 75% to this quarter’s head-
line economic growth. Private consumption
remained robust while the negative contribution
of net exports to growth decreased in Q3 on the
back of improved exports. Despite the weak
growth of the Euroarea, economic performance
rebounded in Q3. The strong growth reading
contributed, among other reasons, to the coun-

try’s long-term sovereign credit rating upgrade

Figure 26: Solid economic growth and labor market
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by the Standard and Poor’s rating agency to BB+ from BB. The agency based its rationale on the country's

resilient exports and the investment-driven economic growth, amid challenging external circumstances. It

also noted that Serbia has succeeded in reducing macroeconomic imbalances: net public debt has gone

down, net FDI has exceeded current account
deficits supporting external deleveraging and
price and financial stability has been enhanced.
S&P forecasts that GDP growth will accelerate
to 3.9% in 2020 from 3.6% in 2019, noting that
solid domestic demand, including a benign in-
vestment outlook, should help the economy
surpass the lingering weakness in Europe. This
month’s monetary policy meeting had no sur-
prises with the key policy rate remaining
unchanged at 2.25%. Along with the monetary
policy decision, it also adopted a Memorandum
on Inflation Targets until 2022, according to

which the inflation target will remain un-

Figure 27: Monetary easing amid subdued inflationary
pressures
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changed at 3%+1.5pps until the end of 2022. In its rationale, the NBS Executive Board said that external

developments still warrant caution as the international financial and commodity markets are primarily

influenced by the uncertainty surrounding the trade policies of the world's leading economies and the slow-
down in global growth. Finally, inflation accelerated to 1.5% YoY in November from a record low of 1.0%

YoY in October. The upward pressure on the headline CPl came mostly from food and non-alcoholic bev-

erage prices.
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Turkey

First positive national accounts reading on an annual basis in a year

GDP growth registered its first positive — on
Figure 28: Central Bank slashed interest rates by

an annual basis - reading in a year in Q3- 1000bps in the last three policy meetings
2019. Having exited from a technical recession 29 % USDITRY, 5
in Q2, real GDP expanded by 0.9% YoY in Q3 o 65
close to the market consensus (Bloomberg: © 55
1.1% YoY) up from -1.6% YoY in Q2 and -2.3% B 45
YoY in Ql. On a seasonally and calendar 33
adjusted terms, GDP expanded modestly by ’ &
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Fiscal, credit and monetary stimulus pushed Source: Bloomberg, Eurobank Research
the economy further out of technical

recession. Consumption, both private and

public, was the main contributor to GDP growth, investments remained a drag on growth, while net exports’
contribution turned negative after five quarters. On a continuous positive trend, private consumption
expanded by 1.5% YoY switching from three consecutive negative rates (-7.7% YoY in Q4-2018, -4.9% YoY
in Q1-2019, -1% YoY in Q2-2019). Public consumption (7.0% YoY, 0.9ppts) driven by the ongoing fiscal
expansion also boosted growth. Net exports subtracted 0.2ppts to the print, mirroring the combined effect
of exports moderation by 5.1% YoY in Q3 (down from 8.1% YoY in Q2) as a result of weaker markets and
the expansion of imports by 7.6% YoY in Q3 (up from -17.0% YoY in Q2) mirroring some improvement in
domestic demand conditions. Following four

quarters of large contractions, gross fixed capital Figure 29: Macroeconomic imbalances have been

! . unwinding rapidly in 2018-19
formation (-22.1% YoY, -3.5ppts) remained a drag

[y
on growth. The flat quarterly investments’ 0
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performance, the lower cost of lending and the

prospect of a rebound in capital flows create -30
some optimism for a botomming out in the near ::g
term. On top, strong inventories building -60
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Turkey (CBRT) cut its KPR, the 1-week repo rate, by
200bps from 14.0% to 12.0% in mid-December. The

outcome was slightly deeper than the market

Source: National Authorities, Eurobank Research

consensus of 150bps, bringing the cumulative easing since July to 1,200bps. The weaker than anticipated
inflation (November: 10.6% YoY below the year-end inflation CBRT projection of 12%), improved agents’
expectations and a relatively stable lira are among the main drivers behind the Central Bank’s decision.
Provided that inflation remains on this trajectory, further front-loaded cuts by CBRT cannot be ruled out in
the beginning of 2020.
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Eurobank Macro Forecasts

Real GDP cpl Unemployment rate

0,
(Yoy%) (YoY%, avg) o

Current Account General Budget
(% of GDP) Balance (% of GDP)

2018 2019f 2020f 2018 2019f 2020f 2018 2019f 2020f 2018 2019f 2020f 2018 2019f 2020f

World 3.6 3.0 3.0 3.6 3.1 3.1
USA 29 23 1.8 25 1.8 20 3.9 37 37 24  -25 -2.6 -3.8  -45 -4.5
Eurozone 19 11 1.0 1.8 12 12 8.2 7.6 75 2.9 2.6 25 -0.5 -10 -1.0
Germany 15 04 1.0 1.9 13 12 34 32 34 7.6 7.0 6.8 19 12 0.6
France 17 12 12 2.1 13 13 9.1 85 83 -0.6 -04 -0.5 -2.5 -3.1 22
Periphery
Cyprus 3.9 33 29 0.8 0.9 13 8.4 72 6.0 -4.4 -7.2 -6.5 34 3.8 27
Greece 1.9 1.9 20 0.8 0.6 0.7 19.3 174 16.0 -2.8 -21 -2.2 1.0 12 12
Italy 0.8 0.2 0.5 13 0.7 0.9 10.6 103 103 25 28 2.9 -2.1 -20 -2.5
Portugal 24 20 17 12 0.3 11 7.0 6.3 6.0 0.1 -04 -07 -04 -0.1 0.0
Spain 24 19 1.5 17 0.9 11 153 13.9 13.3 19 24 25 -2.5 -23 22
UK 14 11 12 25 1.8 20 4.0 3.8 4.0 -43 -43 -4.2 -23 22 -24
Japan 0.8 0.9 04 1.0 0.8 1.0 24 24 24 35 33 33 -3.2 -3.0 -22
BRICs
Brazil 11 1.0 20 37 3.6 3.8 123 1.9 LA 22 -17 -20 -73 -63 -5.8
China 6.6 6.1 59 21 26 26 3.8 4.0 4.0 0.4 1.0 1.8 -4.1 -4.5 -4.8
India 72 6.0 5.6 4.0 34 3.9 NA -20 -18 -19 -34 36 -3.5
Russia 23 11 1.6 29 45 35 48 4.6 4.5 7.0 5.0 3.9 2.6 2.1 13
CESEE
Bulgaria 3.1 37 32 26 25 23 52 44 4.1 54 52 4.1 0.1 -20 0.0
Romania 4.0 4.1 3.6 4.6 4.0 35 42 39 42 -44  -52 -5.9 -50 -36 -4.4
Serbia 44 35 37 20 20 21 12.7 1.0 10.5 -52 -6.0 -55 0.6 -0.5 -0.5
Turkey 33 -0.5 25 16.3 15.0 13.0 10.9 13.0 125 -3.6 05 -10 -2.1 -3.0 -23

Source: EU Commission, IMF, OECD, Bloomberg, Eurobank Research
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Current

1.50-1.75%

1.76%

1.90%

1.62%

1.87%

0.00%

-0.40%

-0.64%

-0.29%

0.75%

0.79%

0.75%

-0.71%

-0.59%

March 2020

1.42-1.65%

1.66%

179%

1.60%

1.81%

0.00%

-0.45%

-0.71%

-0.50%

0.75%

0.79%

0.77%

-0.80%

-0.70%

June 2020

1.34-1.60%

1.61%

1.74%

1.61%

1.86%

0.00%

-0.47%

-0.69%

-0.47%

0.75%

0.74%

0.81%

-0.80%

-0.67%
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September 2020

1.32-155%
1.60%
1.73%
1.62%

1.91%

0.00%
-0.47%
-0.68%

-0.44%

0.75%
0.76%

0.88%

-0.80%

-0.64%

December 2020

1.31-1.55%
1.59%
1.72%
1.64%

1.93%

0.00%
-0.47%
-0.67%

-0.38%

0.75%
0.82%

0.95%

-0.81%

-0.58%
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