
Despite what seems to be exploding 
issues all over the Eurozone, the 

outlook for the euro area economy 
remains better than it was two years ago. 
However, growth is now decelerating. 
Annual real GDP growth is on course 
to reach 2% in 2018, having peaked at 
2.5% in 2017— the strongest expansion 
in a decade (see 1st graph on this page). 
But many economists agree that the 
annual growth rate will slip further 
in 2019, to 1.8%. While that number is 
respectable, the downward trajectory 
since 2017 is raising concerns that the 
underlying activity would continue to 
spiral lower and that growth may be 
unsustainable.

Those concerns are overblown, in 
our view. Economic growth were 

unsustainably high levels in late 2017,  
part of the slowdown seen in 2018,  
especially during  early in the year, can 
be viewed as natural moderation. Also, 
since the beginning of 2018, temporary 
and event-driven factors have weighed 
on the pace of growth, those being 
adverse weather conditions, extensive 
rail strikes in France, political instability 
linked to the general election in Italy 
and escalating global trade tensions, 
which had people in the Eurozone 
extrapolating even worst things to 
happen ahead. But the fundamental 
strengths of the euro area economy, 
(such as broad-based economic 
expansion and robust labour market 
improvements), will continue to drive 
growth in 2019.

Despite some covert criticism of 
the operational decisions that the 

European Central bank has taken in 
the past several years, especially the 
large scale purchases of assets, the 
ECB basically delivered the goods 
that it has promised. The healthier 
economic outlook has in fact prompted 
the ECB to make its first move away 
from the exceptionally accommodative 
monetary policy stance that has been in 
place since the global financial crisis. At 
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its height in April 2016, the amount of 
monthly asset purchases made under 
the quantitative easing (QE) program 
was ratcheted up to €80bn. But that 
has been gradually tapered in 2017-
18 as the region’s economic recovery 
has made this extraordinary monetary 
support less necessary (and less 
effective). Monthly asset purchases 
will end sometime in 2019. The ECB is 
taking back some of the goods.

The combo of near-zero interest 
rates and confidence building — 

eliciting commitment in 2012 from ECB 
president Mario Draghi to do “whatever 
it takes to preserve the euro”—and 

those large scale asset purchases 
worked well. But like all great things that 
have accomplished established goal, 
those activities will come to an end.  
The end of QE marks the beginning of 
a new phase in the recovery of the euro 
area. Nonetheless, financial conditions 
will not tighten immediately. The stock 
of acquired assets will be maintained 
at end-2018 levels of almost €2.6trn 
in 2019, meaning monetary policy will 
remain extremely loose (see 2nd graph 
on this page).

The ECB has inflation as it sole remit, 
and progress has been done there. 

Previous high global energy and food 



prices have pushed headline inflation 
above the ECB’s target of “below, but 
close to, 2%” since May 2018, but oil 
prices have fallen sharply since then. 
The high effect will therefore fall out of 
the annual comparison in 2019, pulling 
inflation lower next year. Nonetheless, 
there remains enough slack in the 
euro area labour market to allow wage 
pressures to rise without creating a 
situation of overheating, However, the 
ECB is looking at a 2-3-year time horizon 
and will want to pre-empt a stronger 
wage/price spiral, which could develop 
starting late next year. Driven by this 
outlook, many economists expect the 
ECB to want to start very gradually 
tighten policy by late 2019.

With QE no longer active, Mr 
Draghi indicated that he will 

use forward guidance on interest 
rates as the main policy tool through 
which to communicate the central 
banks intentions on monetary policy. 
The unasked question of course is 
what happens when Mr. Draghi’s 
term expires in October 2019. Some 
speculate (us among those) that Mr. 
Draghi may want to initiate the first 
rate hike since the Great Financial 
Crisis started. It dovetails well with the 
action taken by former Fed Chair Janet 
Yellen, who engineered Quantitative 
Tightening over the Fed’s balance sheet 
before she left.

A steady hand to deal with the 
issues concerning the peripheral 
countries

A steady hand and no inclination to 
rock the boat -- and willingness to 

support a recovery with easy monetary 
policy. That is what ECB will need in 
times like these. Political instability 
in certain parts of the Eurozone, as in 
Italy, which has this year highlighted 
that bond and currency markets 
remain vulnerable to shifts in investor 
sentiment triggered by problems in the 
bloc’s weaker members. Mr. Draghi’s 
successor must be able to navigate 
that minefield, what with Germany 
covert opposition to provide ample 
resources to meet issues forcefully.

As an example, Italy is a festering 
issue, and the Italians are being 

emboldened by populism sweeping 
many parts of the world. Italy passed 
a budget that goes beyond European 
Union spending limits, aimed at funding 
costly election promises including a 
guaranteed income for the poor and a 
pension-system overhaul. Nonetheless, 
that boldness to go up against the EU 
directorate is costing the Italians in 
the form of higher yields (see chart on 
this page).

Now, Italy may have just found some 
leverage in a battle of wills. Italy’s 

populist government is warning its 
European partners that the country’s 
social stability could be at risk if Brussels 
pushes back too hard against its 2019 
budget proposal, invoking the Yellow 
Vest protests in France. Prime Minister 
Giuseppe Conte who is having talks 
this week with European Commission 
President Jean-Claude Juncker, seeks 
leverage from the woes of President 
Emmanuel Macron of France. Concerns 
across the continent over the growing 
grass-roots movement in neighboring 
France (and now in Belgium and 
Netherlands) may just give him the 
ammunition he needs to argue his 
case.

Brussels has insisted it will sanction 
Italy if its budget doesn’t meet 

European Union spending rules, 
focusing on the proposed deficit level 

of 2.4 percent. Conte was expected 
to argue that his government wants a 
defense against the unrest and social 
revolt that is taking place across Europe. 
The country “can’t concentrate only on 
financial stability, we also need to look 
at social stability,” he said earlier.

If reports that the EU might offer 
Rome six more months to comply 

with its recommendations are true, 
that could be good news for the 
government. The Italian coalition 
government is hoping that the outcome 
of European elections in May will shift 
the balance of power toward populists. 
Delaying a possible announcement 
could mean that sanctions won’t be 
implemented at all.

This is a seminal moment for Europe. 
The main issue is austerity, which 

is sapping the vibrancy of the countries 
in the periphery (the former PIIGS). 
An austere regime plus a currency 
that is like the Gold standard for the 
PIIGS, gives the peripheral countries 
little leeway to make their countries 
competitive. These are conditions 
which can fan the flames of populism, 
as these countries have suffered long. 
These twin regimes have functioned 
like strait-jacket for the less competitive 
PIIGS, and that has enabled Germany to 
post large trade surpluses with the rest 
of the euro area since the formation of 
the single currency region. (see chart on 
next page)
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Germany trade surplus is beginning 
to be redressed, but severe 

imbalances and constraints still remain. 
The ECB can take a stance, and looks 
like heir-apparent Francois Villeroy De 
Galhau intends to play a key political 
arbitrating role in proceedings between 
Italy and the EU Directorate.  The 
Big Two Eurozone nations (Germany 
and France) have seen the collective 
threats from Brexit, Donald Trump and 
European Populism grow significantly 
of late. They have therefore taken the 
strategic decision to use the associated 
fear and paranoia surrounding these 
threats as multiple catalysts to advance 
the Eurozone integration project 
further. But we hold not much hope 
for that happening if there is no carrot 
to the stick that is being proffered 
today. Threats can and have become 
counter-productive, so we need the 
EU directorate establishment to go 
beyond dogma and take proactive 
approach to alleviating the misery of 
the peripheral countries.

47


