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Credit Conditions:

Europe Displays Financial Calm, But What About
The Brexit And QE Clouds Ahead?
(Editor's Note: S&P Global Ratings Credit Conditions Committees meet quarterly to review macroeconomic conditions in each

of four regions (Asia-Pacific, Latin America, North America, and Europe, the Middle East, and Africa). Discussions center on

identifying credit risks and their potential ratings impact in various sectors, as well as borrowing and lending trends for

businesses and consumers. This article and "EMEA Sector Roundup: Emerging Risks And Trends, June 2017," also published on

June 30, 2017, reflects views developed during the EMEA committee on June 27, 2017.)

Political and geopolitical risk have again taken center stage as S&P Global Ratings assesses credit conditions in

Europe, the Middle East, and Africa (EMEA) and globally. Random terrorist attacks are again fueling anxiety and

feeding populism and extreme views. One year after the Brexit referendum, the U.K. has once again surprised with

snap elections that were supposed to bring solidity and a strong mandate to the incumbent government. The opposite

has in fact occurred, leading to a minority Conservative government, rendering Brexit negotiations more uncertain and

difficult. On the other hand, the highly anticipated French presidential election bringing Emmanuel Macron to power

did not hold any surprises and was followed by parliamentary elections that gave an absolute majority to the

president's newly established party.

In the meantime, U.S. politics are engulfed in delicate domestic affairs and there is still lack of clarity about nearly

every main policy plan from the administration. Latin America's largest economy, Brazil, is mired in corruption

scandals, which are threatening a much needed recovery. Last but not least, North Korean saber rattling and the recent

diplomatic crisis involving Qatar have kept geopolitical risk high in Asia and the Middle East too. Finally, the timing

and magnitude of monetary tightening in developed economies has bred market speculation about the reaction of the

economy, borrowers, and consumers after so many years of extremely low interest rates. Put simply, it is difficult to

recall a period of higher uncertainty across every region in the world.

Overview

• Political and geopolitical uncertainty appear higher than ever across every region in the world.

• In contrast, calm rather than apprehension seems to define the state of the financial markets for now.

• Even though the economic recovery is gaining momentum in Europe, we expect a stabilization in

creditworthiness, not an overall improvement.

• A "soft Brexit" involving a transitional phase is our base case scenario.

• Assuming an orderly Brexit, we have revised our forecast for U.K. GDP growth downward to 1.4% in 2017

mainly because of a retrenchment of consumer spending as inflation starts to bite.

• We now expect the ECB to extend QE into 2018; as it begins to taper, clear signaling and solid execution are

critical to avoid a negative market reaction.

• Economic activity in the eurozone continues to strengthen and broaden geographically due to resilient

domestic demand and an improved external outlook.

• Russia's economic recovery is set to continue at a moderate pace, supported by the rebound of oil prices from

lows of the past year, rising real wages, and monetary easing.
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In contrast, calm rather than apprehension seems to define the state of the financial markets, for now. Indeed, the

positive correlation between global uncertainty and the VIX (a measure of the implied volatility of S&P 500 index

options) has actually turned negative since last year, defying common logic that more uncertainty should bring more

volatility (see chart 1). How long can this last?

Chart 1

More to this point, both consumer and business confidence have been steadily trending upward in all major European

economies. Although sovereign spreads in the eurozone have somewhat decoupled from Germany's (see chart 2), they

are still very low and not in line with credit fundamentals. Moving to corporate spreads for companies rated in the

'BBB' and 'BB' categories and credit defaults swap levels according to the main i-Traxx index, the perception of risk is

equally low and has been trending down for some time. Same positive story for equities markets, where the Euro Stoxx

50 Index, the FTSE 100 Index, and the S&P 500 Index have risen by 31%, 21%, and 23% in the year to June 27, 2017.

Chart 2
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This raises the question of whether the economy in general is indeed stable and secure, or whether the market is

mispricing future instability and potential crisis. Are the concerns of overall confusion and uncertainty in the political

landscape and of flimsy growth in many developed economies overblown or have years of aggressive monetary easing

and cheap liquidity created a concerning divorce between market perception and fundamentals? Possibly, the truth is

somewhere in the middle.

As far as our ratings are concerned, even though the recovery is gaining momentum in Europe, we expect a

stabilization in creditworthiness, not an overall improvement. In fact, we expect speculative-grade defaults of around

2%, which is very low by historical standards. In addition, although we still see a bias toward downgrades (financials

plus nonfinancials), our net negative rating bias is close to lows seen before the financial crisis (see chart 3). For the

first time since 2008, no eurozone sovereign has a negative rating outlook. Except Spain (outlook positive), all ratings

have a stable outlook, which means that we do not expect rating movements in the next one to two years.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 30, 2017   4

1882240 | 301945678

Credit Conditions: Europe Displays Financial Calm, But What About The Brexit And QE Clouds Ahead?



Chart 3

Brexit: A Turn For The Better Or The Worse?

Brexit is an unprecedented event. Given its uniqueness, there aren't really relevant precedents that market participants

and negotiators (from both parties) can rely on. The surprising result of the U.K. general elections has introduced even

more uncertainty. Therefore, the consequences to the economy and credit conditions in and outside the U.K. and,

ultimately, the impact on our rated universe are all difficult to predict.

Judging by market commentators, there is a wide spectrum of possible scenarios that could play out between now and

March 2019 (see table 1).

Table 1

Selected Brexit Scenarios

What is it? Likelihood

Soft Brexit scenarios

• EEA-like agreement (like Nordics) • Series of

bilateral trade agreements (like Switzerland) •

Customs union agreement (like Turkey)

A transtitional phase into new frameworks based on different scenarios

whereby the UK keeps some level of access to the EU market with no or

reduced tariffs in exchange for some or a combination of freedom of

movements and/or budget contributions.

Substantial and

somewhat

increasing
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Table 1

Selected Brexit Scenarios (cont.)

What is it? Likelihood

Other scenarios

Hard Brexit (or cliff edge/disordely exit) No deal. Fall back to WTO rules Moderate but

somewhat

decreasing

Extension to the March 2019 deadline Due to negotiations stalling, the March 2019 deadline is postponed. Low

U-turn New referendum or new direction from the government (or from a new

government in case of elections) that revert the Brexit decision of last year’s

referendum.

Low

For now, across all scenarios, we assign lower probabilities to a U-turn or an extension to the deadline. A U-turn would

be politically arduous to achieve as no major party has made reference to it so far. Equally, an extension to the

deadline will need the unanimous vote of the 27 EU member countries—which is bound to be hard.

Given the very tight timeframe (realistically only a bit longer than one year), it is hard to believe that all of the

wide-ranging agreements in the areas of trade, services, labor, and regulation across all industries will be revised and

effective by March 2019, especially now that the U.K. government no longer commands a strong majority, which is

only likely to delay Brexit negotiations. Therefore, our base case is that a transitional phase will be ultimately

implemented around one or more of the so-called "soft Brexit" scenarios.

In fact, the likelihood of a soft Brexit scenario seems to have gathered more momentum. A weakened and now

minority government will inevitably need to be listening to softer Brexiteers and outright pro-Europeans. We also

expect the business community to become more vocal as the Brexit talks intensify about issues such as minimizing

post-Brexit disruption to the labor force, supply chains, and regulation.

That said, a hard Brexit scenario still has a moderate chance of occurring. The main reason is that under any form of a

soft Brexit, the U.K. will have to accept some form or a combination of the "four freedoms" (goods, people, services

and capital), which the EU-27 still holds to so adamantly, that could be perceived as a blow to the concept of Brexit

itself.

We have revised our current macroeconomic forecast for the U.K. economy downward. We now forecast GDP growth

of 1.4% in 2017 (from 1.7%), 0.9% in 2018 (from 1.2%), 1.3% in 2019 (from 1.4%), and 1.5% in 2020 (from 1.4%). This

assumes the government achieving an orderly Brexit, with a transitional deal in place after March 2019 and the

avoidance of a "cliff-edge" in 2019. Needless to say, our forecast has clear risks to the downside. Should Brexit

negotiations stall for a longer period of time or even fail, GDP growth is likely to be lower than our forecast. Should it

fall apart, negotiations could be delayed further, threatening to push the economy over the cliff, with a severe impact

on growth in 2018 and 2019.

What we see for our ratings at this stage

On a preliminary basis, across our rated universe of U.K. nonfinancial corporate entities, we do not seem to detect a

heightened level of anxiety about management and operational strategies. However, the majority of our rated

companies are large and diversified businesses with less reliance on the U.K. for revenues or operations.
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Similarly, we believe that large international banks based in the U.K. or with a relevant presence there are engaged in

contingency planning in case passporting rights are not secured. However, these banks are used to operating outside

EU. Hence, we would not expect much disruption unless negotiations were to unravel in a disorderly fashion. On the

other hand, domestic banks have by definition more at stake if Brexit were to have a significant impact on the U.K.

economy, especially in terms of employment and the housing market.

Moving to the insurance business, the impact would mostly come through a change in macroeconomic trends such as

to housing, growth, and the equity market, but less so from any changes to operations or business strategy.

It's important to reiterate the U.K. economy's strong links to the EU. First, its share of exports to the EU-27 is clearly

higher than any single member country's exposure to the U.K. Therefore, although Brexit can be a lose-lose situation

for the U.K. and the EU bloc, the U.K. has more at stake (see chart 4). Second, a good part of exports are services.

Operating under WTO rules, which mostly deals with goods, would not cover services. Thirdly, the U.K. has benefitted

more from foreign direct investment (FDI) than other European countries and roughly half of FDI comes from

European counterparts (see chart 5).

In case of a drastic or disorderly exit (which we believe is not highly likely and hence not part of our base case rating

scenario), services and FDI could take severe direct hits, without obvious mitigants, at least in the short to medium

term. The expectation that the U.K. can at least partially offset the separation from its biggest export market (the EU)

by increasing or introducing trading alliances with the rest of the world needs to face the reality of lengthy negotiations

and timid growth in international trade.
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Chart 4
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Chart 5

To be clear, a cliff-edge scenario according to which the U.K. and EU have not reached a commonly acceptable

position by March 2019 is not reflected in our ratings. However, we do believe that the odds of a disorderly exit cannot

be discounted given the result of the U.K. election, which has increased uncertainty about the U.K. government's

direction and decision making.

Monetary Normalization: Are We Ready?

The recent pronouncement by the ECB suggests it is in no hurry to remove accommodative measures at this juncture.

In its most recent downward revision, the central bank now expects inflation to average 1.5% in 2017 and 1.3% in

2018, well below its target of "below but close to 2%." Only in 2019 does the ECB sees inflation approaching the target.

On that basis, we are changing our forecast about ECB monetary policy, namely a very gradual unwinding of

accommodative measures.

We also now expect the ECB to extend its quantitative easing program into 2018 (see chart 6). We thought that it may

reduce its asset purchases to €40 billion a month already in the second half, but judging from the latest forward

guidance, the tapering will only start next year.
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The ECB also signaled that interest rates will remain at their present levels for an extended period of time, and well

past the horizon of the net asset purchases. This is in line with our expectations that a hike in the main refinancing rate

will not happen before 2019.

Chart 6

What this means is that the divergence in Fed and ECB monetary policies is going to linger for a little longer but,

absent any dramatic change in the trajectory of the eurozone economy, it is only a matter of time before the ECB starts

tapering.

As we have indicated for a few quarters now, monetary normalization is one of the top risks to credit conditions across

the globe. Since the "taper tantrum" of 2013, any hint or expectation from central banks to scale back from

accommodative monetary policy is highly scrutinized, in terms of timing, quantity, and modality.

The European economy has been recently enjoying a favorable tailwind and, it seems so far, is slowly regaining some

political stability. Ideological support for European unity, which was put into question in 2016, is now enjoying a boost

from favorable election results (in Austria, the Netherlands, France, and most probably Germany soon). Against this

backdrop, speculation about the timing of the ECB's tapering has mounted.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 30, 2017   10

1882240 | 301945678

Credit Conditions: Europe Displays Financial Calm, But What About The Brexit And QE Clouds Ahead?



What will this mean for credit conditions and the economy?

The Fed started its tapering earlier, so inevitably there will be lessons European can learn from the U.S. experience,

such as its impact on the U.S. economy and the long tail of the yield curve and knock-on effects for Europe. The

experience of the "taper tantrum" of 2013 has already shown how delicate such a process can be.

In the case of Europe, two recent episodes where the ECB withdrew from monetary accommodation led to a market

reaction. The ECB hiked interest rates in mid-2011 and slightly contracted its balance sheet as a percentage of GDP as

the European sovereign debt crisis was unfolding. Later on, in second-half 2012 and first-half 2013, the ECB's balance

sheet as a percentage of GDP shrank because of an initially lower expansion of the long-term refinancing operation

(LTRO) and subsequent repayment. During both instances, the private sector had been deleveraging and fiscal policy

had become tighter, weakening the economy. In other words, the ECB's previous attempts to withdraw monetary

stimulus hurt the economy and had to be reversed.

The question is then whether this time is going to be different and whether accommodative fiscal policies from

eurozone sovereigns will be needed to offset monetary tightening. However, the current level of sovereign

indebtedness is still very high. As debt payments increase under higher interest rates, fiscal headroom, which has

reduced substantially since the crisis, would fall further.

More broadly, a retreat from an accommodative monetary policy would affect factors sitting on both sides of the

financial stability equation. For that reason, clear signaling by the ECB and solid execution are critical to avoid a

negative market reaction and sudden reversal of tapering. We indicate below some of our areas of concern.

Eurozone sovereign spreads. The ECB, via quantitative easing, has been the largest buyer of eurozone sovereign debt

paper (roughly 80%-90% of gross issuance of eurozone sovereign debt). This has artificially sustained the price of

sovereign debt and masked a clear difference in fundamentals across members of the European monetary union.

Therefore, as the ECB gradually steps away, will the market start sidelining weaker economies and command a

substantially higher yield? It would be concerning and destabilizing for the entire region if this were to occur to

countries like Italy, which, in addition, are still marred with both an uncertain political landscape and low growth.

Eurozone banks. Starting with the point above, eurozone banks, especially in the Mediterranean region, are still heavily

invested in sovereign paper. Any drastic reduction in value would hit their balance sheets. Similarly, while an increase

in interest rates would definitely help bank earnings, we would expect the ECB to reduce its liquidity support, leaving

banks on their own to look for more expensive funding. Meanwhile, customers will shift from deposit funding (which is

now very high and cheap) to longer-term, hence more expensive, forms of funding.

From a real economy point of view, an increase in interest rates would not be welcome news for variable interest rate

borrowers in the mortgage, car finance, and credit card spaces, which form a relevant part of banks' balance sheets.

Insurance. The insurance business has been suffering from the "low for longer" state of interest rates for some time.

Therefore, overall, we expect a positive impact from the long-term increase in interest rates for this sector.

Corporates. Highly leveraged corporates could potentially suffer from an increase in interest rates, as the cost of their

liabilities will increase. Similarly, less creditworthy corporates have so far benefited from abundant liquidity and the

search for yield by investors. A tightening in monetary policy could start to restore a more balanced risk-return

differentiation, which would reduce funding opportunities.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 30, 2017   11

1882240 | 301945678

Credit Conditions: Europe Displays Financial Calm, But What About The Brexit And QE Clouds Ahead?



Other Risks And Imbalances

Apart from Brexit and the consequences of monetary policy normalization, there are a number of risks we have been

tracking for some time. We have now reduced the risk of low or negative interest rates to moderate from elevated now

that it is being eclipsed by the risks of monetary normalization. At the end of 2016, we indicated in our Credit

Conditions report that 2017 was the year of "wait and see" given its heavy electoral calendar (see "2017: Europe's Year

Of Wait And See," published on Dec. 1, 2016). Since then, the political risk of increasing populism and governability in

Europe has somewhat decreased, but it is premature to tell what French President Emmanuel Macron's administration

is going to bring. What's more, the possibility of elections in Italy is still present but maybe not for this year. Hence, we

are keeping this risk set at high.

We have also added specific top risks for the Africa and Middle East, which, aside from recent events in Qatar, mostly

depend on the trajectory of Fed policy and the U.S. dollar.

Table 2

Top Risks To Europe

Risk level* Risk trend§ Comment

Brexit: Negative impact on U.K. and EU

economies; possible confidence shock.

High Increasing UNCHANGED: The general elections have created more

uncertainty rather than delivering stability, due to the lack of a

clear majority and increasing doubts on the govermnet

leadership. The Brexit talks have just started so it is too early to

tell.

Increased uncertainty in the European

political landscape with a risk of escalation in

populism and extreme nationalistic views,

anti-immigration or protectionist measures

that raise barriers to international trade,

disrupt investment and challenge Europe's

governability and continued economic and

political integration.

High Stable CHANGE: The French elections have delivered a strong result

against Euroscepticism and the possibilty of Italy going to the

polls this year has waned. Overall, we believe this risk has

stabilized from last quarter. Nevertheless, it still high in our view

as Eurosceptic parties still represent a large part of the electorate

and political fragmentation is still on the rise.

Protracted weakening of long-term growth in

international trade due to a risk of increased

protectionism and trade wars.

Elevated Increasing UNCHANGED: Although the risk of a China slowdown remains

the main threat to international trade, an increasing threat now

comes from the risk of protectionist stances or trade wars coming

from developed economies as well. It is still unclear whether the

U.S. will embrace such a stance and how, but even the lack of

visibility stifles long-term trade and investment decisions.

Negative market reaction to monetary

tightening after a long period of low interest

rates.

Elevated Stable NEW RISK: Although the ECB is expected to remain

accommodative for most of 2017, there are clear signs and

market expectations that this stance is set to lessen gradually as

we move into 2018 and 2019. The tightening path from the Fed

has already started and will definitely impact Europe. The risk is

whether the economy, corporate borrowers, banks, and

consumers in general are ready to leave an environment of ultra

low interest rates and high liquidity, and whether this will occur

in an orderly fashion. The risk of taper tantrums should not be

underestimated.

Persistently low or negative interest rates that

can result in weaker profitability, risk taking,

asset-bubble creation, increasing pension

liabilities, as well as impediments to the swift

deleveraging of private- and public-sector

debt.

Moderate Stable CHANGE: While adding the risk above, we have at the same time

further downgraded the risk of low or negative interest rates to

moderate from elevated. We believe that an environment of

negative interest rates is now remote but, we are still in a very

low interest rate environment. The recovery is strenghtening but

is still not on stable footing. Therefore, we still run the risk of not

moving away from low interest rates fast enough so the risk of

fueling asset bubbles and the chronic impediment to deleveraging

cannot be discarded as of yet.
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Table 2

Top Risks To Europe (cont.)

Risk level* Risk trend§ Comment

Geopolitical risks--terrorism, Middle East

turmoil, specifically Syria's and Europe's

migration crisis--that threaten global security,

lead to increased risk aversion, and

undermine global growth.

Moderate Stable UNCHANGED: As indicated last quarter, after another series of

random terrorist attacks in this quarter, we still believe

geopolitical risk (e.g. terrorism, North Korea and, more recently,

Qatar) is a threat to global security but has become more

structural in nature as a reflection of a less safe environment

worldwide.

*Risk levels are classified as very low, moderate, elevated, high, or very high. §Risk trends are classified as stable (risk has not changed since the

last Credit Conditions article), decreasing (which may lead to a change in risk level), or increasing (which may lead to a change in risk level).

Source: S&P Global Ratings.

Table 3

Top Risks To The Middle East And Africa

Level Trend Comment

Appreciation of

the U.S. dollar

Moderate Stable We have observed lower volatility in U.S. dollar exchange rates versus some emerging market

currencies over the last quarter. The impact is minimal for the GCC due to the existing peg

between the U.S. dollar and their currencies and the dominance of commodities in their export

base. For South Africa, the rand appreciated vis-à-vis the dollar in the last 12 months alongside

improved terms of trade but we expect a reversal. For Turkey, we think that the depreciation of

the lira will pressure the credit quality of Turkish corporates.

Impact of Fed

rate increase

Moderate Stable For the GCC, we think the rate increase will be mirrored by the local authorities but we do not

expect a significant economic impact. Their cost of funding might increase if they continue to

resort to international debt issuance to cover their deficits. For Turkey, we think the rate increase

might harden conditions for the refinancing of external debt.

Dependence on

external debt

High for

Turkey and

Qatar

Increasing Turkish banks' external debt remains high, exposing them to potential shifts in global debt and

capital markets, notably in terms of the rollover and cost of their external debt. For Turkish

banks, we somewhat take comfort from the drop in loan growth that is now closer to that of

deposits and stable rollover as well as pricing of external debt. Qatari banks have been active in

attracting external liquidity over the past couple of years exposing them to the tail risk of a

sudden drying up of this liquidity or a larger-than-expected increase in Fed interest rates.

*Risk levels are classified as very low, moderate, elevated, high, or very high. §Risk trends are classified as stable (risk has not changed since last

Credit Conditions article), decreasing (which may lead to a change in risk level), or increasing (which may lead to a change in risk level). Source:

S&P Global Ratings.

Financing Conditions

In line with the overall calm in financial markets, financing conditions in EMEA, and especially in the euro area, are

still highly accommodative.

Interest rates on new loans to non-financial corporations are low across the countries (see chart 7) and the spread

between Spanish and German loans is as low as it was back in 2009 (see chart 8). Looking at interest rates paid on

deposits, the convergence between the core and the periphery is also high (see chart 9).

Chart 7
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Chart 8
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Chart 9
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The level of nonperforming loans, an important indicator of the state of the real economy, keeps on reducing in certain

countries like Spain but it is still stubbornly high after so many years after the crisis. This remain a constant concern for

the stability of the banking systems, as the recent rescues in Italy of Banca Popolare di Vicenza and Veneto Banca

attest (see chart 10).

Chart 10
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The Macroeconomic Environment

Eurozone

Economic activity in the eurozone continues to strengthen, with GDP growing by 0.6% in the first quarter. Growth was

broad-based geographically, with no single eurozone economy growing below 0.4%. Germany (0.6%) and Spain (0.8%)

led the way among the largest economies. Even in Italy, growth accelerated to 0.4%. Growth in France slowed down

to 0.4%, from 0.5% in fourth-quarter 2016. Activity recovered in Greece, after a contraction in the fourth quarter.

Available survey indicators point to an equally upbeat picture for the second quarter. The eurozone composite

purchasing managers' index stayed at 56.8 in May, the highest level in six years. Recent hard data releases confirm a

solid start to the second quarter, with industrial production expanding by 0.5% month on month. The gap between

very positive survey data and somewhat more muted output data is therefore narrowing.

The eurozone economy's robust performance is based on both the resilience of domestic demand and an improved

external outlook, which is reflected in the recovery in world trade from the lows of 2016. This is in line with our

expectations of the firmness of the eurozone recovery. Based on recent figures that are a bit stronger than we

anticipated previously, we have revised our GDP growth forecast upward by a couple of decimal points to around 2%

in 2017.
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We still see growth momentum easing in the second half of the year as higher inflation, coupled with still moderate

wage growth, slows the growth of real disposable income. At the same time, rising employment and lower savings

rates should support household spending. Some moderate fiscal easing will also support growth.

Favorable credit conditions and robust corporate balance sheets bode well for investment, especially if political and

policy uncertainties lessen. Meanwhile, if the recovery in global demand solidifies, this in turn should boost

investment, creating a virtuous circle.

U.K.

After remaining largely unaffected in the Brexit referendum year of 2016, the economy has now started to slow, with

quarterly growth decelerating to 0.2% in first-quarter 2017 from 0.7% in the fourth quarter of last year. And we should

see similar quarterly growth rates for the rest of the year. But a very favorable carryover from 2016 still means that

growth for 2017 as a whole should come in at 1.4%. For 2018-2020 we expect GDP growth to average 1.3%-1.4%,

supported by the continuation of ultra-accommodative monetary policy over most of the horizon.

The main reason for the deceleration in 2017 is a retrenchment of consumer spending as inflation starts to bite.

Inflation reached 2.9% in March, outstripping the pace of nominal pay growth of 2% (on average in first four months),

thus squeezing households' purchasing power. Despite the lowest unemployment rate since 1975, pay growth is not

picking up due to considerable labor market slack beneath the surface, worries about job security that undermine

workers' bargaining power, and low productivity.

Investment, net external trade, and government spending will not fully offset weaker consumer spending. On balance,

businesses will wait with major investment spending until Brexit uncertainty lifts, while the economy has not benefited

to the full extent from the weaker sterling, partly because exporters used the opportunity to raise prices and cash in,

rather than increasing market share and volumes. Although the new government will likely loosen the current fiscal

stance somewhat, the room for maneuver is limited.

Table 4

Main European Economic Indicators June 2017

Central Forecast

Germany France Italy Spain Netherlands Belgium Eurozone U.K. Switzerland

Real GDP (% change)

2015 1.5 1.0 0.7 3.2 2.0 1.5 1.9 2.2 0.8

2016 1.8 1.1 1.0 3.2 2.1 1.2 1.7 1.8 1.3

2017(f) 2.0 1.6 1.2 3.0 2.2 1.6 2.0 1.4 1.4

2018(f) 1.7 1.7 1.0 2.6 1.9 1.6 1.7 0.9 1.7

2019(f) 1.5 1.5 1.2 2.0 1.8 1.5 1.5 1.3 1.6

2020(f) 1.4 1.5 1.3 1.7 1.7 1.4 1.5 1.5 1.7

CPI inflation (%)

2015 0.1 0.1 0.1 -0.6 0.2 0.6 0.0 0.1 -1.1

2016 0.4 0.3 0.0 -0.3 0.1 1.8 0.2 0.6 -0.4

2017(f) 1.9 1.1 1.5 2.3 1.5 2.4 1.6 2.7 0.3

2018(f) 1.8 1.4 1.3 1.3 1.6 1.6 1.5 2.3 0.5
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Table 4

Main European Economic Indicators June 2017 (cont.)

2019(f) 2.1 1.4 1.7 1.6 1.9 1.8 1.7 1.8 0.9

2020(f) 2.2 1.6 1.9 1.7 2.1 1.9 1.8 1.9 1.2

Unemployment rate (%)

2015 4.6 10.4 11.9 22.1 6.9 8.5 10.9 5.4 3.3

2016 4.2 10.0 11.7 19.6 6.0 7.9 10.0 4.9 3.3

2017(f) 3.7 9.4 11.3 17.3 5.0 6.7 9.1 4.7 3.3

2018(f) 3.4 8.9 10.8 15.7 4.6 6.2 8.5 5.0 3.3

2019(f) 3.3 8.5 10.4 14.5 4.3 6.0 8.1 5.2 3.2

2020(f) 3.2 8.3 10.0 13.6 4.0 6.0 7.7 5.2 3.2

10-year bond yield (yearly average)

2015 0.5 0.8 1.7 1.7 0.7 0.9 1.2 1.9 -0.1

2016 0.1 0.5 1.5 1.4 0.3 0.5 0.9 1.3 -0.3

2017(f) 0.4 0.9 2.3 1.8 0.6 0.8 1.2 1.3 0.0

2018(f) 0.8 1.3 2.8 2.4 0.9 1.2 1.6 1.7 0.3

2019(f) 1.1 1.6 3.3 2.6 1.2 1.6 1.9 2.1 0.7

2020(f) 1.4 2.1 3.6 2.9 1.6 1.9 2.3 2.5 0.9

Central banks policy rates (yearly average)

2015
Eurozone (ECB) U.K. (BoE) Switzerland (SNB)

2016 0.05 0.50 -0.73

2017(f) 0.01 0.40 -0.75

2018(f) 0.00 0.25 -0.75

2019(f) 0.00 0.25 -0.75

2020(f) 0.20 0.34 -0.56

0.45 0.81 -0.31

Exchange rates

Eurozone U.K. Switzerland

2015
USD/EUR USD/GBP EUR/GBP CHF/USD CHF/EUR

2016 1.11 1.53 1.38 0.96 1.07

2017(f) 1.11 1.35 1.22 0.99 1.09

2018(f) 1.10 1.26 1.14 0.99 1.09

2019(f) 1.13 1.29 1.14 0.99 1.11

2020(f) 1.14 1.33 1.17 1.01 1.14

EMEA emerging markets

The international backdrop for emerging markets in EMEA is becoming less supportive than was the case in the rather

favorable first months of the year. Since March, commodity prices have softened across the board. Prices of iron ore

have fallen by more than 30%. Oil prices have eased by about 12%. These dynamics are in line with our assumptions

for the average Brent oil price of $US50/barrel in 2017, as we have remained cautious about the prospects for oil

prices despite the boost from the OPEC/non-OPEC deal, taking into account the U.S. shale oil response.
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Meanwhile, inflows of foreign capital into emerging markets are likely to subside from recent highs (nonresidents put

$100 billion into emerging-market assets over March-June, according to the Institute of International Finance), and to

become more volatile. This is because global financial conditions should tighten gradually, but the path for interest rate

increases is uncertain. Moreover, monetary policies in the major advanced economies continue to diverge. The Fed

will proceed with the tightening of monetary policy, while it considers reducing the size of its balance sheet. At the

same time, the ECB is likely to maintain accommodative measures over the coming months. In addition, the

magnitude and timing of fiscal measures in the U.S., which have implications for the path of the U.S. rates and

therefore for the relative attractiveness of emerging-market assets, remain unclear.

Russia

Russia's economic recovery from the two-year recession is set to continue at a moderate pace, supported by the

rebound of oil prices from lows of the past year, rising real wages, and monetary easing. We maintain our forecast of

1.5% real GDP growth this year, accelerating slightly to 1.7% in 2018.

Significant exchange rate appreciation over the past few months has partially eroded previous gains in competiveness.

Inflation has fallen to 4.1% in April-May, just a small step away from the Central Bank of Russia's target of 4%. The

central bank lowered the key rate by 50 basis points (bps) in its April meeting and by 25 bps to 9% in June, but the real

rate remains high, constraining the recovery.

A new downside risk has emerged from the possible introduction of new U.S. sanctions against Russia, targeting a

number of industries and energy projects, most notable Nordstream 2, restricting the participation of other countries in

the privatization of state-owned assets and potentially broadening restrictions to include sovereign debt and all

derivative products.
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