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Eurozone progress report: coping with the risks

Trade tensions, oil, Italy, Brexit and Turkey: Since March 2018, a gush of
headwinds has slowed down Eurozone growth from a pace well above trend to an
annualised rate of around 1% now. Most survey data point to a further loss of
momentum in late 2018 as the mostly external shocks are gradually seeping into
more restrained domestic spending.

In this report, we look at the key risks: On balance, we note some signs of hope on
key issues that will shape the growth outlook for 2019. Chances are that, after some
further weakening of data near-term, confidence surveys and demand will rebound
over the course of next year. This should propel economic growth slightly above the
annualised 1.5% trend rate again from Q2 2019 onwards.

0Oil - the worst should be over soon: The surge in oil prices has turned into the
single biggest factor restraining the gains in real domestic demand. If oil prices
stabilise, the drag will gradually fade over the course of next year (see Chart 1).

A potential Italian debt crisis remains the most serious risk facing the Eurozone.
The risk may materialise in 2019, but it seems more likely that Italy will continue to
muddle through noisily until the next recession — due perhaps in 2021 - reveals the
underlying weaknesses of the Italian economy.

A no-deal hard Brexit would be a major shock for the Eurozone. Amid all the noise,
the risk of such a dismal outcome, which we put at 20%, seems to be receding.

Turkey will be less of a drag in 2019: A fall in exports to Turkey of up to 25% could
subtract almost o.2ppt from the Eurozone’s annual growth rate in late 2018.
However, once Turkey has hit bottom, probably in early 2019, this drag should fade.

China has the tools to re-stimulate domestic demand if, when, and to the extent
that its political leaders deem desirable. We look for exports to China to recover
over the course of 2019 after some further weakness in late 2018 and early 2019.

The risk of an escalating US-Chinese trade war remains a wild card. For our
forecasts, we assume that the US and China will start serious negotiations and
freeze their conflict no later than spring 2019.

Chart 1: Oil price impact on headline inflation - expect the shock to fade soon
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Year-over-year change in price for barrel Brent crude, in €, adjusted for change in headline consumer prices (base
year 2015); and energy contribution to Eurozone headline inflation, in ppt; oil price projection for November 2018
onwards based on constant oil prices at 7 November 2018 level. Sources: Haver, Eurostat, Berenberg calculations
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Assessing the key risks

Oil: the worst should be over soon

The surge in oil prices has turned into the single biggest factor restraining the gains in real
domestic demand this year. In October, energy prices added o.9ppt to Eurozone headline
inflation. Excluding the energy component, inflation would have stood at a mere 1.3%
instead of 2.2% yoy. At €70 per barrel Brent crude, the oil price is €15 higher than we had
expected at the start of the year. If the oil price stabilises, the drag should gradually fade over
the course of next year as consumers adjust to the new level of energy costs. Due to base
effects, the contribution of energy to headline inflation could fall substantially from
December 2018 onwards, with particular strong dips in December or January and in May or
June 2019. The recent small correction in the oil price bodes well for our assumption that oil
will not become much more expensive again next year. If the oil price declines instead, which
we consider possible but do not assume for our economic baseline scenario, real consumer
spending in the Eurozone could surprise a little to the upside next year.

Italy: a big risk that will probably not materialise (yet)

A potential Italian debt crisis remains the most serious risk facing the Eurozone. So far,
however, this risk has not materialised in a major way. Reform reversals, a turn towards
irresponsible fiscal policies and the wider BTP-Bund spread probably contributed slightly to
Italy’s unexpectedly weak economic performance in Q3, when GDP stagnated after a 0.2%
qoq gain in Q2. However, the slowdown in growth is not more pronounced for Italy than for
the Eurozone as a whole. From a lower starting level, Italy’s economic sentiment as compiled
by the European Commission has receded roughly in line with the concurrent drop in the
Eurozone as a whole (see Chart 2). Beyond a modest divergence between tightening bank
lending standards in Italy and still-easing bank lending standards in the remainder of the
Eurozone, there is no clear evidence yet that Italy is succumbing to a major crisis already.
More importantly, we find no sign that the Italian risk is already weighing significantly on
the economic performance of the Eurozone outside Italy.

Looking ahead, two major scenarios look plausible for late 2018 and 2019.

1) As the noisy clash between Italy and the EU escalates and Italian banks feel the pain
from a rising spread, a modest credit crunch, higher financing costs and the risk of
further rating agency downgrades towards the dividing line between investment grade
and junk (see Chart 3) will force the Italian government to finally soften its fiscal plans
somewhat. A small-scale crisis within the next three months will be followed by
muddling through. This is our base case.

2) Italy continues to muddle through without a small-scale crisis in the near term. This
looks possible but slightly less plausible than the first scenario.

Drag from oil prices on real
demand growth should fade
as prices stabilise

Italy is the most serious risk
facing the Eurozone

For now, muddling through,
with or without a small-
scale crisis in the near term

Chart 2: Italy lagging behind Chart 3: The odd one out - CDS levels versus S&P’s credit rating
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In both cases, the damage to the Eurozone beyond Italy would remain very small, except for
some short-term hit to sentiment in the case of a temporary Italian mini-crisis (scenario
one). Of course, if the tail risk of a genuine Italian debt crisis coupled with a serious Italexit
discussion materialised, the damage to the Eurozone would be substantial. We cannot rule

out this risk for 2019. However, we do not expect this to happen while the external

environment for Italy remains largely favourable, as we project for 2019. With a current

account surplus of an estimated 2.7% of GDP for 2018, Italy can probably get away with

some fiscal nonsense for now. Longer-term, the damage from reform reversals will add up,
though. We think there is a high probability that Italy will eventually have to face such a
reckoning once the next recession exposes the country’s underlying weaknesses, perhaps in
2021.

Brexit: heading for a deal

Like a hypothetical Italian debt crisis, a no-deal hard Brexit would be a major shock for the
Eurozone. It would be potent enough to cause an economic stagnation in the region for at
least two quarters. Amid all the noise, the risk of such a dismal outcome, which we put at
20%, seems to be receding somewhat. Continuing a trend visible over the last 18 months, the
UK position continues to become more realistic as to what it can and cannot achieve in
negotiations with the much bigger EU27. We think there is a 60% chance that the EU27 and
the UK will strike a semi-soft Brexit deal soon that will be passed by the UK parliament in
December (or January) and a further 20% probability that the UK will accept such a deal, or
an even softer version of Brexit, after some initial political turmoil just in time for Brexit day
on 29 March 2019.

Brexit uncertainty has retarded business investment in the UK significantly in 2018, for
instance with qoq drops of 0.7% qoq in Q2 and 1.2% in Q3 2018. As a result, UK growth has
been more subdued than it would have been otherwise. With the likely fading of Brexit
uncertainty, UK growth can rebound to around 2% in 2019 after an estimated 1.3% in 2018
(see Chart 4). While Brexit uncertainty and softer UK demand has probably been a small
negative for the Eurozone in the last two years, an end of this uncertainty followed by
stronger UK demand could be a small positive for the Eurozone next year.

Turkey: likely to bottom out in early 2019

Turkey is no more than a medium-sized emerging market with limited relevance for the
world economy. For the Eurozone, however, it is a close neighbour. In 2017, the Eurozone
sold 1.6% of its exports to Turkey. The latest available data show a 33% yoy plunge in German
exports in September and a 17.4% drop in Eurozone exports to Turkey for August 2018. For
Q4, the rates of export decline could easily be 35% for Germany and 25% for the Eurozone as
a whole. This would subtract o.25ppt from the yoy rate of German and 0.18ppt from
Eurozone growth — Chart 5.

Genuine Italian debt crisis
unlikely in 2019, but rather
during next recession

80% chance that the UK will
avoid a damaging no-deal
hard Brexit

End of Brexit uncertainty
could be a small positive for
the Eurozone next year

Turkey is a close neighbour

Chart 4: Expect UK growth to rebound if a hard Brexit is avoided Chart 5: Sources of pain - German goods exports by key regions
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Fortunately, the outlook for Turkey has become less dismal following its belated rate hike on
13 September and attempts to mend relations with the US and the EU. Despite the unsavoury
antics of its maverick president, Turkey is not engulfed by major political chaos. The country
looks set to suffer a standard emerging market recession to correct prior credit and current
account excesses followed by a rebound thereafter. Once Eurozone exports to Turkey have
plunged by, say, 25% yoy in late 2018 and early 2019, they are unlikely to fall again
dramatically thereafter. If Turkey hits bottom early next year, as we expect, Turkey will cease
to be a noticeable drag on Eurozone growth over the course of 2019. The turnaround in
Turkey’s current account to a surplus of $0.8bn in September 2018 after average monthly
deficits of $5bn in the first half of the year shows that the painful adjustment in Turkey is
under way. The recent stability in the Turkish exchange rate could be a first harbinger of a
post-recession stabilisation or even upturn to come over the course of 2019.

By and large, the same pattern should hold for some other vulnerable emerging markets
such as Brazil and Argentina. With the US Fed likely to switch into wait-and-see mode in
mid-2019 (after four 25bp rate hikes in 2018, we look for two further such increases in Hi
2019 and with no change in the funds rate until at least the end of 2020), the pressure on
emerging markets with significant dollar debt should ease somewhat next year.

China has the tools to stimulate demand if need be

Parties cannot last forever. In 2017, a 17.3% surge in goods exports to China had contributed
o0.2ppt to the Eurozone’s stellar 2.5% growth rate. During 2018, however, some controlled
deleveraging in China and fall-out from the US-Chinese trade war have exacerbated a
slowdown in Chinese demand growth that may well be more pronounced than the country
admits in its official GDP statistics. Annual growth in Eurozone exports to China has
decelerated to a mere 1.7% yoy for the July/August 2018 average. It may even turn negative
for a while once the recent Chinese rush to beat incoming US tariffs by stepping up exports
to the US (and raising imports of components for these exports) beforehand has run its
course.

In early 2019, a Chinese weakness may continue to weigh on Eurozone growth. However,
with its high savings rate, sufficient controls to prevent massive capital flight and subdued
inflation, China has the tools to re-stimulate domestic demand if, when, and to the extent
that its political leaders deem desirable. Following cuts in reserve requirements and an
announced tax cut on cars, we look for China to add one modest stimulus to the next in
coming months until it works, that is until growth stops decelerating for a while. As a result,
we expect growth in exports to China to rebound over the course of next year.

Trade war: the wild card

Since March 2018, European companies have cited trade tensions stoked by US President
Donald Trump as one major factor — and often as the single most important factor - that is
clouding the global outlook. In March 2018, right after Trump had announced his intention
to impose steel and aluminium tariffs, the economic sentiment index for the Eurozone
suffered its worst monthly decline since August 2014.

If Turkey hits bottom early
next year, it will cease to be
a drag on Eurozone growth

Other emerging markets
may benefit from the Fed
slowing its rate-hiking pace

Slowdown in Chinese
growth dampens on
Eurozone exports

China has tools to re-
stimulate domestic demand

Trade tensions stoked by
President Trump weigh on
Eurozone sentiment
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Chart 6: China steers its business cycle very actively Chart 7: Key US measures against China and the EU
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The direct damage to the Eurozone is very limited so far — Chart 7. Thanks to the US-EU The direct damage Is very
trade armistice brokered by EU Commission President Jean-Claude Juncker with Trump in limited...
July, few Eurozone exports to the US are affected by new import duties.
However, the ongoing trade war between the US and China is hurting the EU in three ways. ...but the indirect damage is
hurting

1) It contributes to softer growth in China, a major market for EU exports.

2) The uncertainty about future tariffs makes companies reluctant to invest in their current
cross-border supply chains as they do not know how tariffs will affect these supply
chains in the future. Less dynamic business investment reduces the demand for machine
tools for which the Eurozone is a top global producer and exporter.

3) Fears that Trump is undermining the rules of the global trading system exacerbate the
hesitancy to invest in export-oriented activities.

So far, the US and China have made no visible progress in their trade disputes. At this stage, No visible progress so far,
we do not hazard a guess as to whether Trump and China’s leader Xi Jinping will move but pressure on both sides
closer to a truce if not yet to a deal upon a meeting at or around the time of the G20 summit will likely rise over time...

in Argentina (30 November-1 December 2018). Regardless of the outcome of this meeting,
the pressure on both sides to start serious negotiations instead of hurling one punitive tariff
after the other will likely rise over time. China with its focus on its long-term development
rather than short-term political gains seems ready to make concessions as long as it
manages to save face in the process. In the US, where the fiscal stimulus is currently
obscuring the damage from the trade war with China, the costs of the conflict will likely
become more obvious over time as the fiscal stimulus fades over the course of next year.

For our economic forecasts, we thus assume that the US-Chinese trade war will give way to ...and will give way to
serious negotiations at some point in the first half of next year. Unfortunately, the risk that serious negotiations at some
the trade war continues to escalate instead remains potent. As a rough guess, an on-going point in Hi 2019

US-Chinese trade war could depress the Eurozone growth rate by 0.2-0.3ppt in 2019. On its
own, it would not make the difference between a rebound in growth and continued softness.
Still, it would be a significant factor.
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Eurozone: encouraging fundamentals

While the Eurozone faces a cocktail of serious risks, domestic fundamentals remain mostly
encouraging.

Chart 8: Healthy gains in Eurozone employment and wages

Following the German reforms of 2004, a number of smaller Eurozone countries have
also strengthened their supply side through pro-growth structural reforms in the wake
of the 2011/2012 euro crisis. Big France is finally following suit under Emmanuel
Macron. These reforms are turning major parts of the Eurozone into better places to
invest and create jobs.

A solid rise in Eurozone employment (+1.5% yoy in Hi 2018 after 1.6% in 2017) and a
modest pick-up in wage inflation (compensation per employee rose 2.1% yoy in H1 2018
after 1.6% in 2017) can underpin further gains in disposable incomes ahead (see Chart 8).

Fiscal austerity ended three years ago. Monetary policy remains highly supportive of
demand growth and the real effective exchange rate of the euro versus 38 key trading
partners (up 5% in Q3 2018 versus the 2017 average but still in line with the 10-year
average) poses only a modest obstacle to export growth.

Most Eurozone countries
have improved on the
supply side

Healthy labour market
underpins incomes gains

Austerity is over, monetary
policy supportive and euro
competitive

Chart 9: Monetary policy at work - the credit cycle has turned up
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Labour shortages in some countries such as Germany (and reportedly even in some
sectors of the French labour market), a still-high rate of capacity utilisation in industry
(83.9% in Q4 after a 84.5% peak in Q1) and a sizeable backlog of industrial orders
(enough to cover 3.8 months of production in Q4 2018, down only slightly from the
record 4.1 months in H2 2017) all point to a need for more business investment.

The rise of bank lending to non-financial corporations to a nine-year record of 4.1% yoy
growth in September suggests that companies are gearing up for some extra investment
spending.

Taken together, a fading of some political risks, stronger gains in real disposable incomes at
stable rather than rising oil prices and a lesser drag from net exports should allow Eurozone
GDP growth to rebound to a pace of roughly 1.7% annualised over the course of 2019 after
annualised gains of around 1% in H2 2018.

Bank loans to the non-bank private sector, adjusted for loan sales, securitisations and
notional cash pooling, monthly data, yoy change in %.. Source: ECB

More business investment

Healthy loan growth

Eurozone growth to
rebound over the course of
2019
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Table 1: Eurozone economic forecasts

2017 2018 2019 2020]1Q18 2Q18 3Q18 4Q18[1Q19 2Q19 3Q19 4Q19{1Q20 2Q20 3Q20 4Q20]

GDP % yly 25 19 14 17 24 22 17 13|12 12 15 17 117 17 17 17

% alq 04 04 02 03|03 04 04 04|04 04 04 04

%a/q ann. 16 18 06 10 | 14 17 18 18 17 17 17 17

Private Consumption % yly 17 14 12 16 17 14 12 12 |10 11 13 14 | 15 15 16 16

% alq 05 02 02 03|03 04 04 04|04 04 04 04

Government Consumption % y/y 12 10 14 15 11 11 09 11|14 14 15 15 |15 15 15 16

% alq 01 04 03 04|04 04 04 04|04 04 04 04

Investment % yly 29 32 30 29 |35 28 38 29|35 28 29 29|29 29 29 29

% alq o1 14 06 07]07 07 07 07|07 07 07 07

Final Domestic Demand ' % yly 18 16 16 18 19 16 16 15 | 16 15 1.6 17 17 18 18 18

% a/q 03 05 03 04|04 04 04 04|04 04 04 04

Net Exports ' % yly 08 02 -02 00)]JoO06 06 O1 -04(-083 -03 -01 00|00 OO -01 -01

% alq -02 00 -02 -01]00 OO OO O0OO|0OO OO OO 0O

Stockbuilding ' % yly -0 00 00 00|01 00 0O 02]J]00 OO 00 O0OO)OO OO OO OO

% alq 02 00 00 00OJ]OO OO OO O0OO|O0O OO OO0 00

Current Account Balance EUR bn 353 385 379 373|106 94 8 100|106 94 83 97 | 106 94 80 94
%ofGDP| 32 33 32 30

Industrial Production 2 % yly 30 15 13 15 32 23 07 -01| 10 12 15 14 1 14 14 15 15

% alq -07 01 00 05|04 03 03 04|04 04 04 04

Unemployment Rate 2 % 9.1 82 77 73 |85 83 81 80|79 78 77 76|75 74 73 72

cPl 2 % yly 15 18 17 18 13 17 21 21119 17 16 15 17 17 18 18
General Govt. Balance % of GDP | -09 -0.7 -08 -0.7
General Govt. Debt % of GDP | 86.8 845 827 80.6

ECB main refinancing rate® % 0.00 0.00 025 0.75]000 0.00 0.00 000|000 000 010 025]025 050 050 075

" Contribution to GDP growth 2 Period averages

3 End of period
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Disclaimer
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information. The information has been obtained from sources which we believe to be reliable such as, for example,
Thomson Reuters, Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness
and completeness of all information given. The provided information has not been checked by a third party, especially an
independent auditing firm. We explicitly point to the stated date of preparation. The information given can become
incorrect due to passage of time and/or as a result of legal, political, economic or other changes. We do not assume
responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in this
document or other statements on rates of return, capital gains or other accession are the personal opinion of the author
and we do not assume liability for the realisation of these.

This document is only for information purposes. It does not constitute a financial analysis within the meaning of § 34b or
§ 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment advice or recommendation
to buy financial instruments. It does not replace consulting regarding legal, tax or financial matters.

Remarks regarding foreign investors

The preparation of this document is subject to regulation by German law. The distribution of this document in other
jurisdictions may be restricted by law, and persons, into whose possession this document comes, should inform
themselves about, and observe, any such restrictions.

United Kingdom

This document is meant exclusively for institutional investors and market professionals, but not for private customers. It
is not for distribution to or the use of private investors or private customers.

United States of America

This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg Capital Markets
LLG, an affiliate of the Bank and registered US broker-dealer, distributes this document to certain customers. This document
does not constitute research of Berenberg Capital Markets LLC. In addition, this document is meant exclusively for
institutional investors and market professionals, but not for private customers. It is not for distribution to or the use of
private investors or private customers.

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital Markets LLC (+1
617.292.8200), if you require additional information.

Copyright

The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, copied,
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