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Three questions on the latest euro area GDP growth numbers
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Although the latest euro area GDP
numbers were broadly in line with
expectations, at 0.6% g-0-q in Q2,
net revisions to past data have
pushed the GDP profile higher again.
2017 annual GDP growth now looks
likely to reach or even exceed 2%.

We continue to forecast a modest
slowdown in GDP growth in H2 2017
and beyond. The July PMI indices were
consistent with such moderation.
However, a more broad-based
recovery means that only a large
external shock would be likely to
trigger a more severe downturn, let
alone a recession in the euro area.

Stronger growth numbers should
make the ECB more confident that a
narrowing output gap will eventually
result in higher inflation. However,
the short-term picture for (core)
inflation has not changed much.
Caution and flexibility should prevail.
The focus will remain on September
staff projections, including downside
risks related to EUR appreciation.
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What did the latest euro area GDP data and revisions tell us?

According to Eurostat’s preliminary estimate, euro area real GDP expanded
by 0.6% q-0-q in Q2 (0.56% g-o-q unrounded; 2.3% q-0-q annualised; 2.1% y-
0-y), in line with consensus expectations. This flash estimate was slightly
higher than the downwardly revised Q1 growth rate (0.5% g-o-q), but a little
less upbeat than the 0.7% suggested by business surveys for Q2.

Importantly, revisions to past data have pushed the GDP profile higher
again. Q1 was revised down but Q4 2016 was revised higher by a slightly
higher margin, to 0.6% g-o-q. As we have highlighted before, upward
revisions to past GDP data have been unusually large in this cycle, helping to
explain part of the divergence between soft and hard data, and forcing
successive upward revisions to forecasts (both ours and consensus). Euro
area real GDP now stands 3.7% above its pre-crisis level.

Chart 1: ‘point in time’ euro area real GDP growth data and revisions
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Source: Pictet WM — AA&MR, Eurostat

Flash Q2 estimate is based on published figures from six countries (including
Spain and France), as well as some confidential inputs from five others.
German and Italian flash GDP readings are due on 15 and 16 August,
respectively. The euro area breakdown by expenditure components will be
published on 7 September. Based on high-frequency data and some country-
specific releases, we believe that growth was rather broad-based, with an
important contribution from net trade.



http://perspectives.pictet.com/wp-content/uploads/2017/06/Flash-Note-FD-NG-EA-GDP-revisions-08-June-2017.pdf
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http://perspectives.pictet.com/wp-content/uploads/2017/07/Flash-Note-NG-FR-ES-GDP-Q2-28-July-2017.pdf

Following the Q2 release, the carry-over effect reached 1.7% for 2017,
meaning that even with flat GDP in the remaining two quarters of this year,
the euro area economy would grow by 1.7% on average. Even without
making any change to our quarterly growth profile, annual growth is thus
likely to exceed our and consensus expectations for this year.

Once detailed estimates are published by Eurostat, assuming no significant
revisions to past data, we might revise our 2017 annual growth forecast to
2.0-2.1%, from 1.9% currently, factoring in revisions as well as small residual
upside risks for Q3. The 2018 growth forecasts are likely to be affected as
well, if only mechanically, with modest upside risks relative to our current
projection of 1.6%.

Chart 2: euro area real GDP growth

6.0 19 Q-0-q annualised —Y-0-y
4.0
2.0
0.0
-2.0
-4.0
-6.0

-8.0
9 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17

Source: Pictet WM — AA&MR, Eurostat

What could cause a slowdown in H2 2017 and beyond?

We still see a number of headwinds leading to a modest slowdown in the
pace of activity expansion in H2 2017 and beyond. Forward-looking
indicators such as July PMIs suggest that the pace of growth may indeed
slow in Q3, to just below 0.5% g-0-q. More broadly, we see quarterly growth
rates above 2%, well above trend growth which we estimate at just above 1%,
as hardly sustainable over the longer run.

However, domestic factors are only likely to cause a gradual moderation in
the pace of growth, not a major downturn. One explanation for the better
growth figures (and revisions) is that the region continues to benefit from a
large amount of pent-up demand in the post-crisis era, increasing its
resilience to minor and/or idiosyncratic shocks. Meanwhile, political risks
have receded considerably after the French elections. Italy remains the
elephant in the room, but the prospect of a populist government pushing for
an exit from the EU/EMU looks like a more distant threat at the moment.

In the end, the next recession is more likely to be triggered by an external
shock, such as a major slowdown in Chinese growth, for instance.

4 August 2017 | FLASH NOTE - Euro area: GDP growth | PAGE 2


http://perspectives.pictet.com/wp-content/uploads/2017/07/Flash-Note-NG-EA-PMI-24-July-2017.pdf

Notice: This marketing communication is not intended for
persons who are citizens of, domiciled or resident in, or
entities registered in a country or a jurisdiction in which its
distribution, publication, provision or use would violate current
laws and regulations

The information, data and analysis furnished in this document
are disclosed for information purposes only. They do not
amount to any type of recommendation, either general or
tailored to the personal circumstances of any person. Unless
specifically stated otherwise, all price information is
indicative only. No entity of the Pictet Group may be held liable
for them, nor do they constitute an offer or an invitation to
buy, sell or subscribe to securities or other financial
instruments. The information contained herein is the result
neither of financial analysis within the meaning of the Swiss
Bankers Association’s Directives on the Independence of
Financial Research, nor of investment research for the
purposes of the relevant EU MiFID provisions. All information
and opinions expressed in this document were obtained from
sources believed to be reliable and in good faith, but no
representation or warranty, express or implied, is made as to
its accuracy or completeness.

Except for any obligations that any entity of the Pictet Group
might have towards the addressee, the addressee should
consider the suitability of the transaction to individual
objectives and independently assess, with a professional
advisor, the specific financial risks as well as legal,
regulatory, credit, tax and accounting consequences.
Furthermore, the information, opinions and estimates in this
document reflect an evaluation as of the date of initial
publication and may be changed without notice. The Pictet
Group is not under any obligation to update or keep current the
information contained herein. In case this document refers to
the value and income of one or more securities or financial
instruments, it is based on rates from the customary sources
of financial information that may fluctuate. The market value
of financial instruments may vary on the basis of economic,
financial or political changes, currency fluctuations, the
remaining term, market conditions, the volatility and solvency
of the issuer or the benchmark issuer. Some investments may
not be readily realizable since the market in the securities can
be illiquid. Moreover, exchange rates may have a positive or
negative effect on the value, the price or the income of the
securities or the related investments mentioned in this
document. When investing in emerging countries, please note
that the political and economic situation in those countries is
significantly less stable than in industrialized countries. They
are much more exposed to the risks of rapid political change
and economic setbacks.

Past performance must not be considered an indicator or
guarantee of future performance, and the addressees of this
document are fully responsible for any investments they make.
No express or implied warranty is given as to future
performance. Moreover, forecasts are not a reliable indicator
of future performance.

The content of this document can only be read and/or used by
its addressee. The Pictet Group is not liable for the use,
transmission or exploitation of the content of this document
Therefore, any form of reproduction, copying, disclosure,
modification and/or publication of the content is under the
sole liability of the addressee of this document, and no
liability whatsoever will be incurred by the Pictet Group. The
addressee of this document agrees to comply with the
applicable laws and regulations in the jurisdictions where they
use the information reproduced in this document

This document is issued by Banque Pictet & Cie SA. This
publication and its content may be cited provided that the
source is indicated. All rights reserved. Copyright 2017
Banque Pictet & Cie SA is established in Switzerland,
exclusively licensed under Swiss Law and therefore subject to
the supervision of the Swiss Financial Market Supervisory
Authority (FINMA).

Distributors: Banque Pictet & Cie SA, Pictet & Cie (Europe) SA

Chart 3: main drivers of euro area real GDP growth
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Crucially, non-financial euro area companies expect to increase hiring and
investment spending well beyond current levels. A ‘natural’” deceleration in
the pace of growth may come from slower real income growth, but it should
remain manageable. We are not too concerned either by the latest drop in
bank credit flows to the private sector in June as broader credit conditions
remain favourable. A larger potential risk to the macro outlook would come
from an unwarranted tightening of financial conditions driven by
(expectations of) ECB policy normalisation led by a stronger currency, or
higher interest rates, or both.

What are the implications for the ECB?

Stronger growth numbers should make the ECB more comfortable debating
its exit strategy, the main argument being that economic slack will shrink
faster as the output gap narrows, eventually pushing wage growth and
inflation higher. In this respect, the latest GDP reports will back ECB
president Mario Draghi’s assessment of a robust, broad-based expansion, and
staff projections for growth are likely to be revised higher in September.

However, stronger GDP growth is unlikely to affect the short-term inflation
outlook much. There has been little, if any progress in achieving the four
inflation criteria defined by Draghi earlier this year. Regardless of upcoming
exit decisions, we expect the ECB to reaffirm that a substantial degree of
monetary accommodation remains necessary in order to achieve price
stability over the medium-term. Caution and flexibility should prevail.

A major source of concern will come from downside risks to inflation related
to EUR appreciation, and the question will be to what extent the revisions to
September staff forecasts will be offset by a more upbeat assessment of
growth. At the moment, the trade-weighted EUR is standing about 5% above
the level assumed by the ECB staff in June, resulting in a drag of around 30bp
on 2018 HICP, all else equal. In other words, a stronger currency may push
the ECB staff projection for 2018 inflation close to 1.0% (down from 1.3% in
June). Even if projections show inflation rising to the 2% target over the
longer-term, this may well lead the ECB to delay its tapering announcement
to October, as we suspected.
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