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“I think Trump may be one of those figures in history who appears from
time to time to mark the end of an era and to force it to give up its old
pretenses. It doesn’t necessarily mean that he knows this, or that he is
considering any great alternative. It could just be an accident.”

When Henry Kissinger, the grand consigliere of American diplomacy,
95 years old, said those words, he had me wonder. What if what |
thought to be a four-year pause for America as the most-respected
benevolent hegemon in history could as well be the beginning of a
grave new world without any? What if the US continued to disengage
from supplying the world with pivotal public goods and rules of the
game for the greater good?

Almost thirty years after the Washington Consensus became the norm
for international policy-making, and ten years after the global finan-
cial crisis, it looks like we're going back in time. History- and science-
proof policy benchmarks (and sheer common sense) are being over-
ruled or blatantly questioned tweet after tweet. Six months ago, the
benefits of free trade and the ensuing trade war; five months ago
those of smart financial regulation, then came net neutrality and at-
tacks against the press, threats to withdraw from a range of global
platforms including those for security and defense, and just a week
ago, the independence of the Federal Reserve — the only reason the
dollar became the epitome of trust it is today.

Where will it (he) stop? It's hard to say as chain reactions are ignited.
First lose canons and new cowboys of economic policy-making are
multiplying faster than ideas to solve global issues. Disrespectful diplo-
macy, once an oxymoron, is now “a thing”. Secondly cronyism and
identity economics —just like identity politics— cater to short-term in-
stinctive needs, thus hard to rationalize or prove wrong. Third, risks are
piling up faster than we think. There is a higher likelihood of policy mis-
takes to offset negative externalities of previous ones. The divestment
from long-term stabilizers and innovation and structural wedges be-
tween nations will make coordination harder when the next crisis
strikes.

We may have missed an opportunity to reconcile free-trade and full
employment, entrepreneurship and safety nets, innovation and regula-
tion, growth and equity. International institutions and globalists alike
may have underestimated how urgent and pivotal the need for a new
paradigm was. President Trump does offer an alternative and a new
style - for the US only. Is anyone ready to take the baton for issues be-
yond the American border? Not really. The Chinese model is difficult to
replicate and Europe is busy once again with very domestic decisions
to make. Re-incentivizing the creation of common goods (maybe with
a European twist to it?) is essential. It is not too late, never.
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China monthly trade surplus with
the US at a record high in June
2018*

*Source: China Customs General Administration
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OF THE GLOBAL CYCLE

The global economy is expected to continue to grow at a healthy pace

in 2018 and 2019 albeit mirroring more diversity in an asymmetric reac-

tion to a series of shocks on energy prices, political uncertainty and in-

terest rates

The global economy has probably
passed the peak of its current cycle

Global economic growth is set to
accelerate furtherin 2018 to +3.3%
y/y, after growing by +3.2% in 2017.
The global economic landscape
remains good, despite the emer-
gence of cycle de-synchronization.
Without a doubt, this phenomenon
is crucial to both understand and
anticipate the economic momen-
tum. This de-synchronization will
result in asymmetric answers from
national economies to three global-
scaled shocks.

First come commodity prices, in par-
ticular oil prices, which surged faster
than expected. The Brent price
reached the USD 79/bbl mark dur-
ing May 2018. This general increase
may favor exporting countries in the
short term. It will also increase input
prices and lead to a noticeable rise
of global inflation in the upcoming
months. However this hike should be
temporary, and will not destabilize
the global economy — we are fore-
casting stable oil prices around USD
69/bblin 2019 - given that central
banks are not likely to over-react to
heightened inflation.

Then is the interest rate shock, fol-

lowing a faster than expected mon-
etary policy tightening in the US.
Indeed, the fiscal stimulus initiated in
the US in 2017 appears to be more
powerful than previously thought,
while recent measures of financial
deregulation will stimulate further
the economy.

In this context increasingly resem-
bling overheating, added to riskier
behavior around corporate debt
and financial activity at large, the
Fed will toughen its line. We expect
two more rate hikes in 2018 and two
additional ones in 2019.

The normalization of the American
monetary policy will inevitably result
in unstable volatility and increased
Dollar value — we are expecting a
+5% appreciation in the Dollar index
in the next six months. As a conse-
quence, it will put most fragile econ-
omies under pressure , i.e. those
characterized by persistent fiscal,
commercial or price disequilibria.
This will lead to a mounting discrep-
ancy between weak economies —
those showing high debt stocks or
insufficient record of reducing imbal-
ances in the last two years, despite a
very favorable climate and stronger
ones.

Finally, there is a global perturba-

tion due to a shock of economic poli-
cy uncertainty, following protection-
ist moves and a historical overhaul
of America’s foreign policy. The
“America First” policy already had,
and will continue to have deep con-
sequences. One needs to analyze
this new paradigm from a historical
perspective, taking into account the
traditional role played by the US as
a supplier of public goods at the
global level. It has long been a pur-
veyor of security through NATO and
the UN, of free trade through muilti-
lateral rules under the WTO and an
economic power with a big influence
within the G7 and G20. At every lev-
el, one can foresee a disengage-
ment from the US, thus redefining
international talks. The divide be-
tween economic and military ration-
ales has blurred, with the Trump ad-
ministration no longer hesitating to
ask for commercial and financial
compensation for its geostrategic
contribution. Global multilateralism
is clearly on the decline, triggering a
negative shock of uncertainty
around economic policy. The rise of
populist regimes and their reaction
to de-synchronized economic mo-
menta will be the last source of
asymmetries in the months to come.



Figure 1 Contribution to US GDP growth (%, y/y)
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The American economic policy will
be a victim of its own success

The American economy should see
an acceleration in growth in 2018,
with production expected to in-
crease by +2.9% y/y, after growing
by +2.3% y/y in 2017. This can be
explained by the ambitious fiscal
reform which significantly reduced
taxes for both companies and
households. After this budgetary
stimulus, American companies posi-
tively reacted with upward revision
of both hiring and investment inten-
tions. We estimate that Trump's eco-
nomic policy will contribute to fur-
ther accelerate US GDP growth by
+0.5pp in 2018.

This economic voluntarism, on which
the mantra “America First” is based,

Figure 2 Fiscal primary surplus (USD bn)
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has hampered political discussions
both in the US and abroad. Domesti-
cally, it led to an extreme political
polarization of both parties’ stances
and strategies in Congress. This is
likely to lead to tensions around
budgetary negotiations — the Con-
gress is the final decision maker re-
garding American budgetary policy.
In this context, Paul Rayan’s decision
not to run for another term as Presi-
dent of the House of Representa-
tives will contribute to weaken the
American political debate — given his
relentless efforts to bring around the
table Trump, the GOP and the Dem-
ocratic Party. As the Republican
Party is divided, November mid-term
elections may rebalance the forces
in Congress. The latest polls show an
important turnout among Democrat
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voters, along with higher financial
contributions to the campaign. In
such circumstances, combined with
a rapid deterioration of the fiscal
balance, the Trump administration
may be forced to withdraw some of
its most recent tax cuts if the House
of Representatives, or even the Sen-
ate, became Democrat. This scenar-
io would imply a less accommodat-
ing budgetary policy, accompanying
a monetary policy tightening from
the Fed.

These two factors are the main driv-
er of an expected slowdown of US
economic growth in 2019, to +2.4%
y/y. In this case, the American for-
eign policy - in particular its trade
policy - could have its most polemi-
cal aspects tamed.
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Despite the political uncertainty,
Europe will continue to grow above
potential

After strong growth in 2017 (+ 2.6%,
the highest in 10 years), the Euro-
zone economy should slow down in
2018 and 2019to + 2.1% and + 1.9%
respectively. However, growth will
remain above potential. Intra-zone
trade and more generally domestic
demand will offset the external
slowdown. In 2019, domestic de-
mand will contribute more to GDP
growth (+1.8pp after +1.4pp in

Figure 3 Eurozone GDP growth and components

2017). But the resurgence of protec-
tionism, even if it is currently under
control (expected export losses of
EUR12bn if import tariffs are ex-
panded to the car industry in addi-
tion to steel and aluminum prod-

ucts), weighs on business confidence.

Internally, the political uncertainties
(Italy, Brexit, German coalition, rise
in populism) announce a high vola-
tility regime.

Indeed, over the past few years
global liquidity and the broad-
based cyclical upswing in the Euro-

zone helped drown out concerns
about the underlying structural
weaknesses in the economy as well
as political discontents.

Going forward, with the economic
upswing in Europe likely to have
passed its peak and global central
banks gradually normalizing their
policy stance, markets are bound to
become increasingly more sensitive
to political risks — and this is visible in
the higher Italian-German 10-year
bond spreads — which we expect
around 180 to 250bp for the remain-
ing of the year.

Figure 4 Eurozone government spending vs primary balance
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The ECB will start to progressively
normalize its monetary policy but we
expect the tone to remain rather
dovish, keeping the rise in long-term
interest rates rather contained. The
Quantitative Easing program should
end in December 2018 as recently
announced, while a first increase in
the deposit rate should not come
before September 2019.

We estimate that a rise of + 50bp in
the key interest rate will increase the
interest charge by EUR60bnN for
companies in the Eurozone.

Hence, the acceleration of European
institutional reforms will be key to

reassure on Europe's capacity to
integrate further, especially in the
current context of a decreasing mul-
tilateralism led by the America First
policy and supported by a certain
surge of growing European popu-
lism — we estimate the first parties to
win the European elections in 2019
to be anti-establishment.

The balance on the European re-
form agenda looks delicate despite
the Macron pivot.

However, the region benefits from
important safety mattresses, which
protect growth from the negative

impact on business confidence: (1)

fiscal policy that will become expan-
sionary in 2019, particularly in Ger-
many, ltaly and to a lesser extent in
Spain; (2) private consumption, sup-
ported by the acceleration of wages
(to +2.3% in 2018 from +1.6% in
2017) coupled with contained infla-
tion (1.7%), means greater real pur-
chasing power, notably in the sec-
ond half of 2018; (3) companies’
margins remain high, notably in Italy
and Spain; (4) turnover growth
around +6% on an annual basis and
above pre-crisis levels; and (5) com-
panies enjoy high cash holdings
(above EUR890bN).



Eastern European countries benefit-
ted from the Eurozone recovery and
a rebound in investment activity
thanks to better absorption of EU
funds, reaching GDP growth above
+4% in 2017. However, over the past
two years, this has favored the accu-
mulation of imbalances and in-

Figure 5 Nominal wage growth 1Q18 (% y/y)
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creased the risk of overheating.

This has been the case for Turkey
and Romania, and more recently for
Hungary.

Turkey and Romania will experience
a sharp slowdown which will reduce
growth in the Eastern European re-
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gionto+3%in 2018 and +2.7% in
2019. In Russia, higher oil prices will
more than offset any impact from
the new US sanctions that were im-
plemented in April. Still, growth will
pick up only moderately from +1.5%
in 2017 to +1.8% in both 2018 and
2019 as structural rigidities persist.
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In Asiq, resilience will stem from Chi-
na

Asia-Pacific economic growth will
depend on China'’s ability to respond
to the US and to keep domestic de-
mand growth in check.

We expect a gradual and measured
response to the US protectionist
measures (see regional outlook for
Asia) consisting in many small policy
moves ranging from tighter regula-
tion against US companies, strategic
partnerships with key allies to pres-
sure the Trump administration and
currency depreciation.

On the domestic side, we expect
private expenditures to stay firm,
supported by rising income and solid
profitability.

15%

The policy mix is expected to be rel-
atively balanced, supporting growth
on the one hand (e.g. through fiscal
stimulus and targeted liquidity sup-
port) and keeping risks in check on
the other (with stricter regulation to
maintain deleveraging efforts).

This supportive policy mix will be
associated with a gradual opening
of the economy with (i) tariff cuts for
consumer related sectors and (ii)
continued progress on financial lib-
eralization. Against this background,
China’s economic growth is ex-
pected to stand at +6.6%.

This resilience of China will act as a
buffer for the region. Regional eco-
nomic growth is expected at around
+5% in 2018 and 2019. India is ex-
pected to pick up speed as proactive
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Sources: National statistics, IHS Markit, Allianz Research

policies (capital injections for banks,
pre-emptive rate hikes) improve
confidence, reforms (bankruptcy
law, GST, e.g.) start to bear fruit and
the adverse effects of demonetiza-
tion fade away.

In Japan, economic growth is ex-
pected to slow as the impact of the
previous fiscal stimulus recedes. Yet
growth would remain above poten-
tial supported by a still accommoda-
tive monetary policy, and a resili-
ence of private demand.

In ASEAN, a still firm rise of global
trade and an increase in foreign
direct investment will help keep
growth in a solid range: Vietnam
could grow by +7%, Philippines by
+6.8% and Indonesia by +5.2% espe-
cially.
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Figure 7 Asia-Pacific growth forecasts
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In the short run, we see currency tur-
bulences as the main risk especially
for countries with twin deficits (India,
Indonesia), in countries where inves-
tors could perceive a risk of policy
mistakes (Malaysia on fiscal consoli-
dation, Philippines on credit man-
agement).

In the medium term, we do not ex-
pect this risk to derail economic
growth.

The first reason stems from the pro-
activity of the central banks that
have raised policy rate pre-
emptively to reduce pressures on the
currency.

Secondly, most of the large econo-
mies of the region have sufficient
buffers to keep growth in-check.

Latin America: the BAM (Brazil, Ar-
gentina and Mexico) under political
and financial pressure

In Latin America, the takeoff ex-
pected at the end of last year is de-
layed. We have revised downwards
growth prospects of the region
(+2.0% in 2018 after +1.2% in 2017,

and +2.4% in 2019) mainly due to
revisions in Brazil and Argentina.

Why? Because the late cycle market
stress has exposed regional vulnera-
bilities. Argentina, with its twin defi-
cits and high inflation (+25%) was
sanctioned by markets (-45% depre-
ciation of the ARS peso ytd).

The situation is now under control
with the IMF support until 2020; yet
the tight fiscal adjustment will cut
growth (+ 1.4%in 2018 and + 1.7% in
2019 down from + 2.9% in 2017).

In Mexico, despite a resilient econo-
my (+ 2.5% growth in 2018 after + 2%
in 2017), financial pressures will con-
tinue. The overhaul of NAFTA proba-
bly delayed to 2019 and the future
of the energy sector - a possible tar-
get of the new Mexican president -
will be a source of prolonged volatil-
ity.

Although we don't expect a major
fiscal slippage, public spending
could also increase going forward.

In Brazil, the recovery will be slower
than expected, but the country

should resist volatility thanks to a
favorable external position, with
growth expected at + 1.9% in 2018
(+1%in 2017) and +2.5% next year.

The medium-term outlook remains
degraded due to drifting public fi-
nances, especially as the outcome of
the presidential election remains
uncertain.

Middle East: recover and rebalance

In the Middle East, annual growth
will pick up from just +0.8% in 2017
to over +2% in 2018-2019 as the
GCC region recovers at last from the
recession, thanks to higher oil prices
and the fading impact of OPEC-
agreed oil production cuts at the
end of 2016.

Higher oil prices will also support the
rebalancing of large fiscal and cur-
rent account deficits in the GCC
economies that evolved in 2014-
2017.

However, Oman and Bahrain re-
main the weaker spots in the region
as they have fiscal breakeven oil
prices of more than 80 USD/bbl.



Africa: a growth driven by commodi-
ties

In Africa, the recent rise in commodi-
ty prices should have a stabilizing
influence for the entire region; spe-
cifically a consolidation is awaited in
Nigeria (+2.5% in 2018).

Euler Hermes expects an accelera-
tion of the African growth at +3.9%
and +4.3% in 2018 and 2019 (after
+3.4%in 2017).

The question is not the growth in
itself. The infrastructural projects are
still numerous, in particular in East-
ern Africa (Ethiopia, Kenya) or in
Western Africa (Cote d'lvoire, Sene-
gal).

But the way those projects are fund-
ed can be an issue and lead to situa-
tions of excessive debts.

Accordingly, the examples of
Mozambigue and of the Republic of
Congo could become more than
isolated incidents.

Insolvencies in 2018 and 2019 to
mirror de-synchronized cycles

The diversity of trajectories in this
adjustment to the threefold series of
shocks will require skills of discrimi-
nation for investors and risk manag-
ers. The significant complexification
of the global political environment
coupled with a historical phase of
monetary policy normalization is
likely to generate some decoupling
in the pattern of global insolvencies.
To this regard, the first half of 2018
has been illustrative of this idea of a
transition between a synchronized
global economic cycle and more
heterogeneity to come:

e |nthe first months of 2018, cor-
porate insolvencies increased in
more than half of the countries
monitored compare to the same
period of 2017

e Thesurge ininsolvencies contin-
ues in Chinag, notably re ‘zombie
companies’, and insolvencies
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rebounded in Hong-Kong and
Singapore.

The downside trend remains on
track in the US, but paused in
Canada.

The downside trend also re-
mains on track in Germany and
in most Southern Europe coun-
tries, notably France.

Yet, many other European coun-
tries posted a rebound in insol-
vencies the first months of 2018:
Belgium, Switzerland, Poland,
Romania and the Nordics

The improvement in Brazil
marked a (temporary) pause.

We expect our Global Insolven-
cy Index to remain on the upside
for a second consecutive year in
arow in 2018 (to +8% from +6%
in 2017) and to keep on increas-
ing in 2019 (+4%). However, this
global trend will reflect different
trends by regions and countries.

Figure 8 Trend in insolvencies in the first months of 2018
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Figure 9 EH global and regional insolvency indices (yearly change in %)
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Figure 10 Insolvency heat map 2018
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Figure 11 Insolvency heat map 2019
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LET AFRICA ENTER ITS BELLE EPOQUE
FINANCING ON THE A-LIST

Africa’s attractiveness is strong since the continent's growth is driven by capital
intensive needs, particularly infrastructure. Therefore financing (both levels and
sources) is among the key questions that need to be answered in order to properly
channel funds to the right projects. Let's make it work through a mix of formal so-

lutions (FD, fiscal resources) and innovative ones (mobile banking).

Is Africa still following the same financing model?

Financing needs have increased and are financed differently
Back in 2015, Africa experienced a common financial stress, as
a result of a commodity price slump and falling exports. It trig-
gered a USD -141 billion (bn) current account deficit, with the -
86bn not covered by workers remittances financed mainly
through debt (bilateral and IMF loans).

The drop in exports led to lower private capital flows to the
region. However, this symmetric liquidity shock is now over and
the landscape has changed quite a bit. Growth is on again,
but the overall current account deficit still prevails, mirroring
remaining deficits in key oil exporters (Algeria, Angola mainly).
These persistent deficits mean that the main African econo-
mies avoid growth collapses. The adjustment was less severe
than in the eighties. Yet, since domestic demand kept growing,
the current account deficit is still present following the market
shock. Financing has changed as well, since debt and equity
flows should top Foreign Direct Investment (FDI) in 2018 and
reach an all-time high, as a result of growing bond issuance.

Figure 1 Aggregate current account financing excl. offshore centers,
per source, (USD bn)
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Weakening FDI inflows mirror regional divergence with Cen-
tral and Southern Africa still growing less than before the crisis
and exhibiting attractiveness problems, whereas North, West
and East Africa are not experiencing similar difficulties.

I've got the Power: A USD 1000bn issue? No, no, but one third
is still big

Financing through FDI, bilateral loans and Eurobonds is not
neutral given the current investment pattern in the region. Cur-
rent expenditure is one key aspect, since many African econo-
mies fell in a deficit trap as a result of decreasing commodity
prices. Moreover, infrastructure projects were put under scruti-
ny particularly in economies with the poorest governance
scorecard.

Power generation is one of the key infrastructure areas need-
ed in order to fuel a catch-up process. Countries unable to
close their resources gap often fall in to the so-called “middle
income trap”. A common pattern is electricity blackouts nurtur-
ing premature deindustrialization, a phenomenon well-known
in South Africa.

Figure 2 Likely spending through 2030 for power generation
infrastructure in the main 15 African economies (USD bn)
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East Asian economies did not fall
prey to this particular problem, since
they managed to reach their poten-
tial. Comparing African economies
with an Asian one (Thailand) shows
that African economies would need
to spend about 20% of their current
GDP to close their power generation
gap by 2030. In dollar terms, the 15
key African economies would need
about USD 1000bn in order to fi-
nance it.

However, countries with poor institu-
tions (Angola, Nigeria) or already
high debt levels (Angola, Tunisig,
Ethiopia, Kenya..) will likely inhibit
infrastructure financing. This is par-
ticularly true in large economies with
difficult relationship between sover-
eign and sub-sovereigns (Nigeriq,
Ethiopia mainly). Despite these bot-
tlenecks, Nigeria would still rank 1st
given the size of its economy, but the
missed opportunity to improve its

infrastructure will see a potential
loss (about USD 200bn) to its overall
growth potential.

Is there enough FDI to cope with
financing needs?

Better infrastructure adds to the
capital stock of a given economy
and some economies have begun to
improve it quickly, particularly in the
East African Community. It means a
sizeable current account deficit since
imported capital goods have much
higher value added than a country’s
exports.

Definitely, African economies need
long-term financing in order to im-
prove their infrastructure. However,
FDI covers a limited fraction of the
current account deficit, particularly
in fast growing East Africa. Ethiopia
ranked second in 2017 in Sub-
Saharan Africa, attracting USD
3.2bnin terms of FDI inflows, but it
merely covered 32% of its current
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account deficit. This mismatch be-
tween deficits and long-term financ-
ing can be interpreted in two ways.
Building new plants or additional
infrastructure will make the output
(exports) of the economy greater in
the future, and the current account
deficit is transitory in some way.

However, financing it through loans
creates vulnerabilities depending on
the duration of these loans. It expos-
es the countries to sudden stops of
capital flows, with a risk of debt dis-
tress for some entities, particularly
those with the most fickle access to
credit, like sub-sovereigns and state-
owned enterprises. In an adverse
environment delayed payment be-
comes the norm (e.g. in Angola),
thereby reducing a country’s overall
attractiveness. Obviously, living with
structural financing needs makes the
case for defaults likely.

Figure 3 Capital stock increase (annual average growth, last 10 years), current account balance (% of

GDP, 5-year average), and share of the deficit financed through FDI
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Sources: Penn World Tables, IHS, Euler Hermes

Financing Africa: Fashionable is-
sues

African Eurobonds: The new frontier
African economies made their best
startin 2018 in terms of overall Euro-
bond issuance, with about USD 22bn
issuance. There is one good reason
behind that: Some African econo-
mies did a good job in terms of poli-

cy choices during the low commodity
price period and now see their per-
ceived creditworthiness improved.
No surprise, given that our four
country risk upgrades decided in
2018 (Egypt, Ghana, Coéte d'lvoire
and Senegal) all issued a Eurobond
in 2018H1.

The overall trend was not affected
by bouts of financial volatility

(ltalian risk) and higher interest rates
in the US. Only the most vulnerable
economies did feel the shock, those
with low foreign reserves: E.g. Tunisia
had to delay an issuance given a
low appetite triggered by its high
external debt (84.5% of GDP) and
low import cover of foreign reserves
(2.5 months of imports).
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Figure 4 Eurobonds issuance, USD bn
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This is the first set of problems: only
some economies in Africa have access to
this sort of financing and shutdowns are
likely. South Africa was the only key sov-
ereign to keep continuous access to the
market during the commodity price
shock.

When available, Eurobond issuance is a
welcomed fix for countries with low im-
port covers, since its size is large enough
to upgrade the import cover to the safe
zone, as e.g. in Egypt. But it increases the
reliance of the country on foreign curren-
cies, making repayment quite expensive
when the country suffers from exchange
rate depreciation. Moreover, there can
be a maturity mismatch between financ-
ing and expenditure: Eurobonds are not
the best way to finance infrastructure or
social spending needs. The bottom line is
obvious: this kind of inflow will reverse
itself sooner or later depending on inves-
tors' risk appetite.

Sons-in-law, rather than Chinese chil-
dren

The region is the first Chinese outward
investment destination outside of Asia,
following two distinct goals. From the
Republic of Congo to Mozambigue and
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Angola, the access to commodity re-
sources is still the main rationale. As is
the case on the Mainland, China deliv-
ered many loans in order to secure its
access to these commodities. Part of
these loans were used to finance new
investments, and part was used in crony
financing of current spending, allowing a
narrowing link between fiscal revenues
and expenditures.

Debt has increased in many economies
and decreased access to overall credit
has put some of these economies in a
credit crunch. China may extend the ma-
turity of the loans... or not. But, obviously
a public debt restructuring
(rescheduling) plan that works for
Mozambique (117% of GDP), Republic
of Congo (115% of GDP) or Angola (76%
of GDP) would involve Chinese bilateral
loans.

The second kind of relationship is driven
by One Belt One Road (OBOR) motives
and channels funds mainly to East Africa
in order to increase and improve pro-
duction with the goal of re-exporting the
output. As a result, Chinese corporates
are also financing infrastructure devel-
opment (road, railway, ports, power gen-

eration...) in order to improve countries’
ability to re-export through the develop-
ment of a new trade route from Djibouti
to Mozambique.

From being a world leader in infrastruc-
ture building to using low cost / improv-
ing countries’ logistics in order to raise
low-valued output (textile), the growing
Chinese presence is driven by several
rationales, but is not unbiased. As a re-
sult, social discontent may eventually
materialize and Chinese financing in
countries with far worse governance
may not be as smooth as it was in Main-
land China.

Obviously, some projects were financed
since China was in the country, including
when Chinese investors were not in-
volved in the project. But, overall, there is
no explicit Chinese guarantee on African
sovereigns, sub-sovereigns or State-
owned Enterprises debt (SOEs). Also,
there is no proof that China will roll-over
its bilateral loans as it was done in the
past for Chinese mainland corporates.

Go one step beyond to overcome fun-
damental African bottlenecks
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Figure 5 China’s overseas investment and construction activity by region (USD bn)
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Public sector enhancement

African economies have the twin
goal of developing planning capa-
bilities to follow a sustainable devel-
opment path while also improving
their infrastructure and raising living
standards within their countries. This
kind of spending needs to be more
insourced. The need to raise fiscal
income levels is obvious in Africa,
particularly in the biggest econo-
mies, where sub-sovereigns may lack
the resources needed to finance it. In
Nigeria, the governorate of Imo
State lost its access to power after
unpaid bills.

Resources are low and are often not
spent in timely fashion, since policy-
making processes are too slow, e.g.
again in Nigeria where H1 usually
does not see many projects imple-

1,179

2013-18

mented because of late financing
and H2 benefits from more funding.

More generally, a plan that works
needs to provide the young labor
force with enough skills and jobs in
order to have a peaceful transition
to a higher income level. In a nut-
shell, the risk is that inequalities cre-
ate protests and division and there-
fore pose a risk to the overall devel-
opmental momentum, as e.g. in Ethi-
opia.

Based on the Chinese example, a
plan that works sets goals and prior-
ities for two distinct time periods: In
the very long-term (30-40 years) with
final targets, and the medium-term
with intermediate objectives based
on 5-year planning. That is exactly
the approach developed in the

Figure 6 Fiscal revenue (% of GDP) and access to electricity (% of population)
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Emerging Senegal Plan launched in
2014. The overarching goal is urban-
ization and focuses a set of priorities
on construction (output grew by
+11.2%in 2017), as well as on health
and education (+9.7%).

Along with soft governance skills (e-
government as e.g. in Rwanda, gov-
ernment effectiveness...), it supposes
a growing share of taxes in % of
GDP in order to match rising ex-
penditure. Spending growth has to
be matched with recurrent revenue
growth in order to limit sustainability
issues. The imbalance between the
two is the main weakness observed
in Nigeria where fiscal revenues re-
main too marginal to sustain the
effort, as opposed to the situation in
Senegal where fiscal revenues
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should reach 25% of GDP quite rap-
idly.

Africa's corporate DSOs: Let it bel

In many places, economies are
suffering from too long Days Sales
Outstanding (DSO). Big players are
often bad payers, whereas small
players have no opportunity to pay
late. There is a paradox when ob-
serving key SOEs able to postpone
their payments by several years (e.g.
in Angola or in the past in Egypt)
and others with no choice but cash
payment. E.g. Moroccan main corpo-
rates have 84 days of DSOs

In 2015, Euler Hermes estimated that
if a payment term of 30 days were
granted on the share of imports paid
in cash (cash in advance), then it
would free up over USD 40bn dollars
of working capital for companies.
The commodity shock that hit re-
source-rich countries sliced their ex-
port revenues reducing further their
capacity to finance imports.

This contributed to the 22% fall in
African import values from USD
800bn in 2014 to USD 623bnin
2016. Taking into account the new
trade picture, our new estimate
stands at USD 33.5bn for 2018. This

Figure 7 Banking development indices, traditional® vs. mobile?
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come with a cost related to low
DSOs .

e Oil exporters (Algeria, Nigeria,
Angola, Libya...) account for USD
14bn wasted in cash vaults as a
result of poor DSOs, with Algeria
(5bn, 3% of GDP) at the top of
this ranking. Republic of Congo
for instance would free up the
equivalent of 11% of its GDP
(USD 0.9bn) with longer DSOs.

60 70

e More DSOs should also be a
non-negligible growth factor in
fast growing East African econo-
mies. In Kenyaq, it would free USD
1.6bn (2% of GDP), and about
the same amount in Ethiopia.

e Potential gains are weaker in
value in West Africa (USD 0.4bn
in Senegal, 0.7bn in Coéte d'lv-
oire) but range from 2 to 2.5% of
GDP. These gains are weaker in
relative terms in countries with

July-August 2018

still represents large amounts that
could be used to support growth.
Decreased imports combined with
lower payment terms (64% of im-
ports paid in advance) lead to this
result.

As we expect imports to grow at an
8% annual rate, if suppliers were to
lengthen their payment term by 30
days, this would free about USD
45bn in 2020. This is a non-negligible
opportunity cost for Africa. This huge
amount of money wasted each year
is a clear argument to develop a
domestic capacity to produce the
necessary inputs, since imports

the highest income level: South
Africa (0.4% of GDP), Morocco
(1% of GDP).

Leapfrogging: Make growth more
inclusive through mobile banking

Financial depth and financial litera-
cy are among the bottlenecks im-
peding Africans access to credit, a
key inhibiting factor on growth.

! Traditional Banking development index: the index evaluates the state of traditional banking development in 32 African countries according to 3 dimensions (equally
weighted): Penetration (Bank accounts per 1000 adults, Account at a formal financial institution (% age 15+), ATMs per 100000 adults), Depth (Bank deposits to GDP,
Liquid liabilities to GDP, Domestic credit to private sector) and Competition (Lerner Index, Boone indicator). The data used are taken from the World Bank Global Finan-
cial Development database.

2 Mobile Banking Development potential index: the index tries to capture the development potential of mobile banking in 36 African countries according to 3 dimen-
sions (equally weighted): Infrastructure (Access to Electricity) Mobile banking current popularity (Mobile phone used to pay bill, Mobile phone used to send money (%
age 15 +), Mobile penetration rate. The data used are taken from the World Bank database for the first two dimensions and the GSM Association reports for the third
(The Mobile Economy Sub-Saharan Africa 2017 and 2016).
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Southern and North Africa have the  of mobile phones in Africa isan op-  Ecobank for instance, which covers

most developed banking systems, portunity to include households and 36 countries in West, Central, and
but less than 30 % of the sub- give them access to insurance ser- East Africa, reoriented its strategy
Saharan (excl. High income coun- vices. through the development of mobile

tools created for people without
bank accounts. In September 2017,
it launched Xpress Cash, which al-
lows users to retrieve cash thanks to
a mobile app, without the need for
opening a traditional bank account.

tries) adult population has a formal

Following the success of the M-PESA
bank account.

experiment, launched in Kenya in
Informality is quite present in the 2007 and led by the operator Sa-
region and mobile banking appears faricom, many new initiatives
to be well suited since it reduces the  emerged across the continent.
distance between people and banks Banks and insurance companies
to zero, and limits both manage- developed new strategies to tap into
ment costs and administrative re- this huge market.
quirements. Large penetration rate

Stéphane Colliac
Figure 8 Additional Free Cash Flow with higher DSOs (USD bn)
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US MID-TERM ELECTIONS TAKE
ON EXTRA IMPORTANCE

A rebalancing of power could occur after US mid-term elections with a

significant economic impact

President Trump has led an extraor-
dinarily stormy first year and a half
which has created unprecedented
political vitriol. He has failed to fulfill
some campaign promises such as
repealing and replacing Obamac-
are (although he has weakened it)
and thus far has not built “the wall”.
Yet he has also had significant politi-
cal victories as well, including pass-
ing the tax package, deregulation,
increased military spending, bring-
ing North Korea to the negotiating
table, appointing a conservative
Supreme Court justice, and nominat-
ing another, the collapse of ISIS, and
most importantly, a strong economy.
He doesn't talk about the almost
doubling of the US budget deficit
over the last three years, but you
can't blame him, as Republicans -
who used to be budget hawks - have
become largely indifferent to it now
that President Obama has left
office. Someday, but not now, this
might change.

However, the mid-term elections are
approaching in November, giving
the Democrats an opening to coun-
ter or even reverse some of Trump's
policies. Indeed Trump is loved by
about 40 percent of the electorate
but intensely reviled by another 40
percent. Up for grabs in this election
are the twenty percent of the voters
who may not have made up their
minds, or whose views are more nu-
anced. A good economy and the
feeling that the majority of people in
the country believe it is moving in the
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right direction gives the Republicans
comfort. On the other hand, the
President’s popularity is only in the
mid 40's and this is a particularly
bad omen when the country is al-
most at full employment. Public
opinion polls give the Democrats a 7
percent edge against the Republi-
cans on a national basis. Should this
remain or increase, it likely that the
Democrats would take control of the
House of Representatives, and stand
a 50/50 chance of reclaiming the
Senate. Because of how the Con-
gressional Districts are composed
Republicans can still maintain con-
trol of the House of Representatives
if they lose the national aggregated
vote by less than 4 percent. Anything
in between makes it anybody’s
guess.

The outcome of these elections
could have more importance than
any mid-term elections in recent
memory as with a new Democratic
Maijority, the Congress can not only
stop the Trump legislative agenda
at its roots, but could use the next
two years to engage in all sorts of
investigations designed to make the
White House and the Government
agencies a miserable place to work
for Trump political appointees and
probably the President as well.

Historically, the President’s party has
lost ground in the mid-terms elec-
tions. On average, over the past 21
midterm elections, the President’s
party has lost 30 seats in the House

and 4 seats in the Senate. If that
were to happen this time, it would
give the Democrats a slim majority
of between three and five votes in
the House. In the Senate, Democrats
(including independents) would hold
a 53-47 vote margin over the Re-
publicans.

Republicans are blessed by an ex-
cellent Senate map in which there
are 33 seats up for a vote, with 23
being held by the Democrats. Five of
them (North Dakota, Missouri, Indi-
ana, Montana and West Virginia)
are held by Democrats, but were
carried by President Trump by more
than 20 percent in 2016, making
them promising targets for the Re-
publicans. Still, these five Democrat-
ic Senators have won before and
with deep local ties, and fully
warned, each of them has a fairly
decent fighting chance to hang on
and win again.

There are therefore three possible
scenarios:

1. Democrats take the House but
not the Senate. This is the most
likely case with a probability
estimated of around 60%

2. Democrats take both the House
and the Senate, with a probabil-
ity of 25%

3.  Republicans maintain the ma-
jority in both the House and the
Senate, with a probability of
only 15%
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In the third case, Donald Trump .

could be energized by a popular valida-
tion of his policy and complete his own
personal domination of the Republican
Party, which until he came along, was a
strong supporter of NATO and Free
Trade and an ardent foe of deficits.
Much of this has already changed as
the President has put his own unique
brand on the party. A lot of Republicans
are unhappy about this and have hesi-
tantly fought back. Should the Republi-
cans maintain complete control of Con-
gress, expect President Trump to reign
supreme.

A Republican win could lead to a rein-

forcement of recent policies. An exten-

sion of tariffs on larger amounts of im-

ports (our trade feud scenario) and fur-
ther de-regulation in the financial mar-
ket is conceivable.

In either the first or second cases with
the Democrats winning at least one
House of Congress, the Democrats will
have the ability, if they stick to party
lines, to stop the Trump agenda in its
tracks, or even roll back some of its
achievements. To get some idea of what
to expect, you could just look at the
Obama administration which was una-

ble, after its first two years in office, to
secure any major legislation when the
Republicans took control of the House
of Representatives. President Trump
was legislatively blocked in had to re-
sort to using his regulatory authority to
get things done which he wanted. How-
ever, a significant portion of this was
later overturned by the Courts decisions
affirming that the President lacked the
legal authority for his actions.

Reversal of tax cuts

The Tax Cuts and Jobs Act has been
Trump’s most significant victory so far,
and it has become his signature legisla-
tion. Democrats however opposed the
bill en masse, and not a single one vot-
ed for it. Former (and potentially the
next) Speaker of the House Nancy
Pelosi, a Democrat, has actually vowed
to reverse the tax cuts. Even though the
plan is only very vague at the moment, if
it were to succeed, it would surely create
a drag on the economy and push it into
recession sooner than it otherwise
would. One of the reasons the Demo-
crats opposed the measure was that it
the tax cuts flow disproportionately to
the wealth and that it would add to the
national debt. However it is almost cer-
tain that reversing the tax cuts would

not alleviate the debt because a faster,
deeper recession would produce less
revenue, and Congress has no interest
at allin curbing spending. This scenario
is implicitly contained in our macro-
economic scenario as we consider that
mid-term elections are likely to increase
pressure on President Trump regarding
the debt sustainability issue, triggering a
deceleration of growth in 2019 to 2.4%
y/y compared with 2.9% y/y in 2018.
Indeed, in the wake of recent tax cuts,
the degradation of public finances in
the US is currently taking place at the
same pace as during the subprime crisis.
In the end, it is likely to take President
Trump leaving office and the emer-
gence of high interest rates to force the
US Government to take action on deficit
spending. As long as the party is still
going on, there is no appetite to deal
with this difficult issue even though de-
laying action makes the problem bigger
and harder to solve in the future

More instability in budgetary issues with
repercussions on the equity market

The government is currently funded
through the end of September, but if no
spending bill is passed by then, the gov-
ernment will shut down, undermining
business and consumer confidence.
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Figure 1 Published Economically Significant Final Rules within 1st year of a Presidential Term
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It could also temporarily slow the
economy as government employees
would go unpaid (they are usually
paid retroactively afterwards). In
addition, the debt ceiling, which is
currently suspended, will in theory
be reached on March 1st, 2019 (i.e.
the day it is to be reinstated). Typi-
cally, the Treasury will be able to
avoid the ceiling for some period of
time, but eventually it will have to be
raised, or the government will have
to default on its debt obligations.
Normally this results in last minute
theatrics and finger pointing with a
solution being found minutes before
the deadline. However Trump is un-
predictable and could do the un-
thinkable and default on the debt,
which would be disastrous for the
global economy. A shift of power in
Congress, including the influence it
could exert on a rebalancing of fis-
cal policies, is likely to increase un-
certainty even more and feed vola-
tility in the equity market. Potential
revisions to earnings expectations, in
the wake of fiscal back pedaling, is
likely to trigger a severe correction
of the equity market and a signifi-

Obama Trump

cant depreciation of the Dollar.

Republican Members of Congress
will do everything possible to keep
the government open and prevent
the default on the debt. Deep in
their hearts they know that the pub-
lic would hate this occurring, and
would blame them, as the party
which controls both houses of Con-
gress and the Presidency, and not
the Democrats for the damage.
Reigning in President Trump has
always been a challenge for Con-
gressional Republicans. Their magic
political card is to tell the President
that a government shutdown and a
debt default would cost the Republi-
cans their Congressional majority
and this would mean that the next
and possibly the last two years of
the Trump Presidency would be mis-
erable for everyone, especially the
Commander in Chief.

Re-regulation

One of Trump’s campaign promises
was to repeal two existing regula-

tions for every new one created. Alt-
hough it's not at all clear if this goal
has been achieved, it is true that the

administration has stopped some
Obama-era regulations that had not
yet been implemented. And in the
first year the administration ap-
proved only 156 regulations com-
pared to over 400 for Bush and over
500 for Obama. In a rare bipartisan
move, Congress in 2018 did change
part of the Dodd-Frank act to ease
restrictions on small and regional
banks, and it did so in a bi-partisan
effort. Yet again some Democrats
are now announcing plans to put
back the Dodd-Frank restrictions on
some of the larger regional and na-
tional banks. That would hurt the
economy because those banks
would again be constrained in mak-
ing loans, particularly to small and
medium sized business.

Impeachment

Some progressive Democrats have
vowed that if they win the House,
they will vote to impeach Trump,
which would amount to charging
him with a “high crime or misde-
meanor”. Others in the party coun-
sel restraint, saying that as evi-
denced by the Clinton Impeachment
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proceeding in 1998, the American peo-
ple don't like to have their President re-
moved even if they don't particularly like
him.

An impeachment only takes a simple
majority vote in the House of Represent-
atives. But the next step in the process is
to actually hold a trial in the Senate,
where a 2/3rds majority, or 67 votes,
would be required to remove him from
office. That would imply that the Demo-
crats might need around 13-16 Republi-
cans to vote along with them. This seems
unlikely, though not impossible and if
history is any guide, it would take an ex-
traordinarily serious crime to have oc-
curred to get a conviction, and more like-
ly than not, as seen by President Nixon in
1974, the easier path is just to quit and
leave office. No President has ever been
removed from office through impeach-
ment and conviction. However the uncer-
tainty caused by the proceedings and
the accompanying vitriol could easily de-
rail consumer confidence and spending,

possibly creating enough of a headwind
to slow the economy and push it faster
into recession. It should be noted howev-
er that the economy was largely un-
affected by President Clinton’s impeach-
ment and trial and in fact it was precisely
the good economy that not only allowed
President Clinton to escape judgement,
but which permitted the Democrats to
gain rather than lose seats in the House
of Representatives, a year in which the
Republicans thought they would be the
winners.

Immigration reform

The immigration situation and debate is
currently highly explosive. If the Demo-
crats take over, immigration reform of
some sort could well be their very first
priority, and the resulting clash with the
Republicans and Trump could turn even
uglier than it already is. Once again that
could undermine consumer and business
confidence and put a drag on the econo-
my. Immigration is one of the few issues
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where a public bipartisan consensus is
emerging that involves: 1) border securi-
ty; 2) limitations on the number of people
allowed to come to the United States,
and 3)the establishment of legal status
for those people who have come without
documentation, but have lived without
significant legal blemishes during their
lives. Right now the far left and the far
right is preventing compromises from
occurring but this could possibly change,
particularly if both political parties be-
lieve it is in their interests to do so. Many
Republicans were prepared to make a
deal with the Democrats on immigration
reform in 2018, but backed off when it
became clear that support from Presi-
dent Trump, which was intermittently
promised, was permanently withdrawn.
Many fear Republican primary voters
and need political cover from the Presi-
dent to get to an agreement which deep
in their hearts they support.
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Figure 2 US Counties Industry GDP hurt by retaliatory tariffs
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(population) .Note: The percentage of gross domestic product in each county is weighted based on the industry share of GDP.

Executive orders and vetoes

If the Democrats take over, the rest
of the Trump administration’s plans
will be totally de-railed. As a result
he will have to borrow from the
gamebook of President Obama and
other Presidents to use Executive
Orders and regulations to achieve
his goals, and he will clearly not hesi-
tate to do so. However, even Execu-
tive Orders still need funding ap-
proval from Congress, providing yet
another roadblock. On the other
hand the President retains the pow-
er to veto any legislation put forth by
Congress. That veto can only be
over-ridden by a 2/3rds majority
vote in both the Senate and the
House. The U.S. Constitution does
provide an excellent set of checks
and balances, but the result could
be a completely stagnant govern-
ment. For example, try as they might
during the time when Republicans
were in control of one or both hous-
es of Congress during the Obama
administration, (2011-2017) they
had only modest success in blocking
the President. During the Obama
years, State Republican Attorney

Generals got very good at develop-
ing strategies to block regulations
once they were adopted. Democrats
seemed to have learned from this
lesson very well and are doing the
same. “I will see you in Court”is a
very American way to deal with
things you find annoying.

Trade policies

Under the US Constitution, Congress
is responsible for deciding on trade
agreements, which need to be
passed into law. The setting of indi-
vidual tariffs normally depends on
the approval of both the House and
the Senate. These kinds of initiatives
(trade agreements or tariffs) have
traditionally been delegated to the
US President, but the Congress
keeps its prerogative of accepting or
refusing them.

In the current situation, President
Trump's imposition of new tariffs
bypassed this approval by utilizing
Section 232 of the Trade Act of 1962,
which allows the usage of tariffs
without Congressional approval on
the grounds of national security.
Several lawsuits will challenge the

President’s authority saying it was
designed to deal with real national
security issues, and not the importa-
tion of expensive German cars. It is
possible the Trump administration
might be forced to retreat. That be-
ing said, the decision to impose tar-
iffs has direct implications on the
electorate as evidenced by the map
below, which shows that retaliation
by China and the EU target Presi-
dent Trump’s voters. In these circum-
stances, Republican political leaders
of these states (often with an im-
portant agriculture sector) have re-
cently been less vocal in supporting
his protectionist initiatives. In the
case of a rebalancing of power in
Congress in favor of the Democrats,
there could be more support for initi-
atives which aim at reducing the role
of the President in deciding trade
policy. In fact on the 11 of July
2018, 39 Republicans and 49 Demo-
crats in the Senate voted for a reso-
lution re-affirming Congress'’ role in
trade issues. Already the Europeans
have threatened tariff retaliations,
and the Chinese are not only doing
this but are subjecting
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all types of US products, including agri-
cultural produce with a short life span, to
enhanced inspections which is causing
misery for US exporters.

Other considerations

The immigration situation could continue
to deteriorate, which would probably
favor the Democrats as they are seen to
be more humane, particularly in light of
the administration’s former policy of sep-
arating families caught at the border. A
few Republicans could back away from
Trump if his immigration and trade poli-
cies have even more negative conse-
guences than they already have had.
Business and agriculture groups are al-
ready complaining about their inability
to secure workers.

The fight over the next Supreme Court
nominee is likely to be extraordinarily
heated and bitter. Ultimately all that's
needed is the 51 votes the Republicans
currently have in the Senate, but the
Democrats could use the fight to make
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significant inroads in the election. Trump
has already appointed one conservative
Judge to the Supreme Court, and anoth-
er one would give the Court a decidedly
conservative orientation for many years
to come. Republicans hope that the ap-
pointment of conservative Judges will
serve as a rallying cry for business own-
ers, and well educated and affluent vot-
ers who have been put off by the per-
ceived chaos of the Trump Presidency.
They think this issue will bring these less
than enthusiastic Republicans back into
the party fold.

The Democrats could the issue of Su-
preme Court Judicial nominations to cre-
ate fear in the voters that their civil liber-
ties would become under attack. In par-
ticular, many Democrats are concerned
that the Court could re-visit the landmark
Roe vs. Wade decision which legalized
abortion in the U.S. Well educated subur-
ban women voters, who usually lean
slightly Republican, might be put off by
all of this. This was already seen in the

Gubernatorial and State legislative elec-
tions in Virginia in 2017, where Republi-
cans did much worse than anyone ex-
pected. In these elections, Democrats,
perhaps motivated by their disdain of
the President, came out in much larger
numbers than normal, and the important
Independent vote, also swung their way.

The Mueller probe into Russia — Trump
collusion during the campaign, or possi-
bly rumored reports of his personal fi-
nancial connection to Russian oligarchs
could turn up damning evidence. Thus
far the Trump base has stayed with him,
but nothing in politics is forever.

Democrats will have to be cautioned
about the tendency, for at least of some
of them, to move far left on a number of
issues where the general electorate disa-
grees with them. Prominent among them
are Medicare for all, the closing down of
the Immigration and Customs Enforce-
ment office, and maybe going just a little
too far on legalizing, Marijuana and
abortion rights.

Dan North and Peter Lefkin
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WESTERN EUROPE
REFORMS RELOADED

Europe will enjoy above potential GDP growth for two more years. This

should be a good reason to boost reform momentum. Despite high ex-

pectations, the institutional breakthrough has been delayed to late 2018

Exogenous factors (i.e. US policy),
but also endogenous (i.e. Brexit) call
for a speed-up in European institu-
tional reforms

Europe is likely to experience still
above potential GDP growth for at
least the next two years, at +2.1% in
2018 and +1.9% in 2019 respectively.
The recovery, truly visible since 2017,
has not yet sufficiently morphed into
higher household purchasing power
and significantly lower unemploy-
ment rate in a widespread manner
across all Eurozone economies. In
Italy for example, the unemploy-
ment rate reached 10.7% in May, the
lowest since 2012, but remains
around 4pp above the 2007 level.

Despite a speed-up in the national
reform momentum since 2014, Ital-
ian GDP growth has lagged peers.
Insufficient progress on the econom-
ic front has probably contributed to
the rise of anti-establishment par-
ties. This trend is visible across the
Eurozone countries. Our simulations
suggest that 38% of the seats of the
next European Parliament could be
held by “populist” parties against
30% in 2014. This suggests that both
the European Parliament and the
European Commission would be
governed by a “grand-coalition”
between traditional parties, but it
also shows a high risk of polarization
in the European political landscape.
This could represent a significant
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obstacle to reform.

The 28-29 June European Summit
was a step in the right direction, but
the outcome remains below expec-
tations

The Meseberg joint French-German
statement on Europe on June 19th
revealed the projects on which there
is a consensus and willingness to
progress on both sides. Its content
has increased expectations in terms
of reform speed in the Eurozone as
the statement outlined several initia-
tives looking at strengthening and
reforming topics such as security,
migration, competitiveness, taxation,
EMU integration, climate and inno-
vation.

Despite this, the June Summit
brought a consensus on controlling
the migration flow into the EU (the
most pressing issue for the German
and ltalian government), security
and trade policies (reforming the
WTO, notably the dispute settlement
mechanism) while it disappointed on
the economic reform.

Europe is indeed in a tough situa-
tion: the German coalition is wealk,
the Brexit-related deadlines ap-
proach fast with no major progress
and increased political uncertainty,
ltaly is governed by an anti-
establishment coalition and the US
foreign policy goes for decreasing
multilateralism and a lower role as a

provider of world public goods
(security, trade, protection of envi-
ronment...). In the wake of the Euro-
pean elections, and the rise of popu-
list forces, progress on the European
reform agenda seems to have been
delayed.

On the economic side, the revamp of
the European Stability Mechanism,
to be most probably called Europe-
an Monetary Fund (EMF) is good
news.

However, it will remain an inter-
governmental tool (and not a Euro-
pean Institution) while a lot of de-
tails are still to be given in Decem-
ber.

The only concrete agreement was
that the EMF provides a credit line
(around EUR55bn to be confirmed)
to the Single Resolution Mechanism
(second pillar of the banking union
and the last resort backstop for dis-
tressed banks) by the time it be-
comes fully operational in 2023.

Awaited details at the December
Summit — which would be consid-
ered as positive — are: (i) greater
responsibility for the development
and monitoring of financial assis-
tance programs, (ii) a debt restruc-
turing option post debt sustainability
analysis, and (iii) a more efficient
usage of the precautionary lines.
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Next steps on European reforms: a
clear roadmap for completing the
Banking Union and agreement on
setting a Eurozone budget for tar-
geted investments as the next steps
for the 14-15 December Summit

The European reform goes beyond
France and Germany. To under-
stand what can come next, we
looked at the common denominator
between the tandem France-
Germany and the Group of 8 EU
countries® that have been vocal on
the matter. We have found 4 main
common objectives: (i) the transfor-
mation of the ESM into a European
Monetary Fund, (i) the finalization
of the Banking Union, (iii) the rein-
forcement of the post 2020 Multian-
nual Financial Framework, and (iv)
progress on the Capital Markets
Union in order to foster cross border
private risk sharing.

Completing the Banking Union
means reinforcing the common
backstop for the SRF (already an-
nounced in June) and implementing
the European Deposit Insurance

m 2014 m2019f

Center-left parties

Scheme (EDIS), the third pillar. This
last point is very much dependent on
the risk reduction in the banking sys-
tem and the legacy issues post crisis
(i.e. remaining close to EUR300bn of
non-performing loans in Italy for
example). The November European
Banking Authority (EBA) stress tests
would comfort the banking risk re-
duction since the 2016 stress tests, in
particular for Italy. Thus, we would
expect an agreement on a concrete
roadmap implementation in Decem-
ber.

We would also expect an agree-
ment on a Eurozone Budget as part
of the Multi-annual Financial Frame-
work as announced by the
Meseberg joint French-German
statement. Resources would come
from both national contributions,
allocation of tax revenues and Euro-
pean resources (financial tax, digital
tax). The Budget focus would be on
investments targeting innovation,
technology and human capital. Set-
ting up a Eurozone unemployment
reinsurance fund as part of the Euro-

1 Denmark, Estonia, Finland, Ireland, Latvia, Lithuania, the Netherlands and Sweden
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39%

Populist parties

zone budget would come as a sec-
ond step, most probably in H2 2019,
once the size of the Budget would
have been decided (President Mac-
ron called for several points of GDP
while President Merkel spoke about
tens of billions).

Finally, more decisive progress on
the Capital Market Union (CMU)
would not be announced in our view
before Brexit is finalized and that
the EMF and the banking union are
close to finalization (which we see as
pre-conditions to the CMU) — which
would take at least until end-2020 in
our view.

Ana Boata
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ASIA CHINA: A MULTIFACETED
STRATEGY IN RESPONSE

TO THE US

China’s economic responses to US protectionist measures will range

from economic patriotism policies to currency depreciation. Regarding

domestic demand, rising income and a fine tuned policy mix would pro-

vide some buffers

It's all about policies

China started the year on a strong
footing despite a rise in oil prices, an
increase in protectionist rhetoric and
a tighter monetary policy in the US.
Economic growth rose by an esti-
mated +6.8% in the first semester,
the RMB was strong with an aver-
age of 6.3 per USD.

The remainder of the year and 2019
are set to be more challenging. First,
monetary tightening in the US is ex-
pected to pick up speed (two hikes
expected by the end of this year)
and this could lead to downward
pressures on the RMB. Secondly, the
Trump administration could intensify
protectionist measures and this
could hinder China’s export perfor-
mance. The US recently announced
that it considers additional tariffs of
10% on USD200bn Chinese exports.

Against this background, our scenar-
jo envisions an economic growth of
+6.6% in 2018. Policymakers are ex-
pected to: (i) adopt a multifaceted
strategy to respond to US protec-
tionist measures, (ii) adopt a more
supportive policy mix in order to
keep economic growth in check.

A multifaceted strategy in response
to the US
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China will likely adopt a gradual
and measured approach to respond
to US protectionist measures consist-
ing in five types of policies. The ob-
jectives would be to force the US to
negotiate and limit the impacts of
the newly implemented protectionist
measures on the Chinese economy.

1. The country could set a soft eco-
nomic patriotism policy

This could include: (i) non-regulatory
measures such as an anti-US cam-
paign, a boycott of some US prod-
ucts; (ii) regulatory measures that
affect American companies opera-
tions in China. The latter could con-
sist in tighter regulation at the cus-
toms, more difficult rules for basic
and routine procedures (set up of a
company, revenues repatriation to
the US, e.g.). China has already em-
ployed this strategy in the past when
South Korea decided to install a US
made Terminal High Altitude Area
Defense anti-missile system
(THAAD). At that time the Chinese
government started a boycott
against South Korea. This resulted in
a drop of -48% of Chinese tourist
arrival in South Korea in 2017 (after
+35% in 2016). Bank of Korea esti-
mated that the THAAD backlash
shaved -0.4 pp off growth in 2017.

2. Chinese authorities could increase
strategic partnerships with economic
heavyweights such as Japan, ASEAN,
India or the EU. This could kill two
birds with one stone. A coordinated
response could give more leverage
against the US. Partnerships could
open new avenues for trade espe-
cially when they result in mega free
trade agreements.

China has already started to move
on that front.

e |t pressesthe EU for greater co-
operation and anti-US coalition
on trade. The last talks between
China and Germany suggest
that the two blocks could move
towards that direction. The two
countries signed deals worth
USD23.6bn and announced fur-
ther cooperation between gov-
ernment agencies.

e I|tisstepping up measures to
accelerate the negotiation of
the Regional Comprehensive
Economic Partnership which
should gather all major eco-
nomic blocks of Asia (Ching,
Japan, ASEAN, India, South Ko-
rea, Australia and New Zeo-
land).
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3. The Mainland could implement
protectionist measures on the bal-
ance of services.

The country has a deficit with the US
(-38bn). Both travel and financial
services could be the target. This
could be a huge blow to US corpo-
rates that are looking to tap into the
growing (financial) needs of the new
Chinese middle class.

4. China could use the RMB as a tool
of retaliation.

We expect the RMB to depreciate
by -4% against the dollar in the sec-
ond semester compared with the
first semester. The recent deprecia-
tion of the currency and limited reac-
tion of the PBoC suggest that the
authorities are comfortable with a
weaker RMB. This would help corpo-
rates to absorb the rise of tariff
through an improvement of their
price competitiveness.

5. Lastly, we could see turbulences
on the holding of US treasuries but
not a major sell-off, as it could con-
siderably hinder investor confidence
and be in contradiction with the sta-
bility of the RMB. The objective
could be to trigger a temporary rise
in US yields in order to force the US
to negotiate.

A more supportive policy mix

In parallel, measures to support do-
mestic demand will likely be imple-
mented. In the short term, increasing
incomes (nearly +8% y/y growth for
nominal disposable income) and
rising industrial profits (up to +16.5%
YTD y/y in Jan-May) should support
private expenditures.

In the medium term, fine tuning
macro-policies will be pivotal to
keep growth in a decent range. First,
we expect fiscal policy to be expan-
sionary. Public infrastructure spend-
ing could pick up speed as part of
the Belt and Road Initiative. On the
tax side, cut in tariffs for some con-
sumer goods (automotive, agri-food,
e.g.), cut in income tax would likely
boost consumption growth.

Secondly, we expect the ongoing
financial tightening to pause. Delev-
eraging efforts would be maintained
though via stricter regulation. Au-
thorities would keep the benchmark
lending rate at 4.35% until the end of
this year. Yet, they would step up
targeted liquidity measures (RRR
cut, liquidity injections) in order to
support the most fragile entities of
the economy (corporates at a risk of
default, SMEs, e.g.). The last 50bp
cut in Reserves Requirement Ratios

goes to that direction. It is expected
to unleash RMB700bn of cash in the
bank system, and this liquidity
should be directed to viable compa-
nies that are at risk of default and to
SMEs.

Last, more structurally, we expect
authorities to keep up their efforts of
financial liberalization. On inflows,
easier regulation on FDI and the
opening of the financial sectors are
set to be key drivers. On outflows, we
expect a more gradual approach
with still strict regulation: (i) on large
amount of capital flowing out of the
countries and (ii) outward flows that
are not tied to authorities’ strategy
(e.g. non-Belt and Road).

Mahamoud Islam
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LATIN AMERICA
AMLO'S MEXICO

President-elect Obrador inherits a resilient economy and is given a strong man-

date for reform. Yet, we expect only partial implementation of his proposals

AMLO inherits a resilient but underwhelming economy

On Sunday July 1st, Andrés Manuel Lopez Obrador (AMLO)
won the Mexican presidential election by a landslide (53% of
the vote share) and his coalition Together We Will Make His-
tory now holds a maijority of seats in both chambers of Con-
gress. What Mexico does he inherit?

Mexico's economy should continue showing resilience. The
election of Donald Trump in the US brought the currency to an
all-time low in January 2017 (MXN 21.9 per USD), and caused
business confidence to drop to its lowest level in 8 years. Yet,
the economy grew +2.0% in 2017 after +2.9% in 2016 and is on
track for a strong performance this year (+2.5%). This is at-
tributable to (i) an accelerating US cycle driving industrial pro-
duction and exports (80% of which go to the US); indeed de-
spite a bleak investment cycle, industrial production remains
at a high level. (ii) Tight labor market, with unemployment at a
record low (3.40%) and wages picking up.

Mexico’s macroeconomic policy management boasts a sound
track record: Fiscal policy is constrained by the 2006 Fiscal
Responsibility Rule and its enriched framework (fiscal deficit
hovers around -1% of GDP). Monetary policy has been proac-
tive. Since the Fed's first hike, the Central Bank hiked the offi-
cial rate 13 times to tame inflation (now at +4.5% down from
+6.8% in Dec.2017) and avoid a wave of capital outflow.

On the other hand, the economy is held back by an inhibited
consumer, in a context of still high inflation and tight monetary
policy conditions (policy rate at 7.75%). In addition, Mexico
exhibits structural vulnerabilities. The business environment
worsens as the country has fallen more than 30 ranks in Trans-
parency International’s Corruption Perception Index in the last
two years, and the number of homicides in 2018 is expected to
be double that of 2014. Poverty (44% of the population) and
inequality between the North and South remain persistent
issues.

Partial policy implementation, and continued volatility in sight

The immediate aftermath of the election has been comforting
for companies, with reassuring messages sent by AMLO's
nominations of pro-business figures to key posts. The MXN
peso even erased its losses is now up +3% year to date. We do
not expect a major fiscal drift, but our 2019 growth figure
(+2.1%) is subject to an upside risk, as we learn more about the
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projected fiscal stimulus. AMLO indeed intends to remediate
to the atony of investment by increasing public investment
from 2.6% to 5% of GDP, and boost private consumption
through social spending (2% of GDP). Itis less likely that he
maintains fiscal accounts balanced (see table below), as fi-
nancing fiscal spending only through better allocation of pub-
lic funds and fighting corruption is unrealistic. Going forward,
two main risks and sources of volatility remain: the renegotia-
tion of NAFTA and the future of the energy sector, a target of
the new Mexican president.

AMLO's economic policy measures and expected implementation

TO WHAT EXTENT COULD IT BE
IMPLEMENTED?

Institutions, economic values and principles

ECONOMIC POLICY

Respect the independence of the central bank, and principles of the
market economy. Increase competition in the financial sector
(deregulate in favor of small banks, strengthen existing supervisory

Support NAFTA and adopt a constructive stance in negotiations

c ion: zero ion of privileges and abusive
government contracts. Retrieve up to 2% of GDP in public money from
corruption. (the IMF estimates Mexico loses 2% of GDP because of
corruption)

Not as easily said as done. Government austerity measures

overestimate room for maneuver as AMLO will not be able to
reduce pensions, wages, transfers to states

O

No excessive fiscal drift in sight, but hard to imagine spending
financed only with public savings retrieved from corruption,
without increasing deficit or taxes. Mexico's tax revenues-to-
GDP ratio (17%) is the lowest in the OECD and lower than
Brazil or Colombia

Fiscal policy

Maintain a stable budget deficit and avoid increasing debt , without
increasing taxes to finance public spending  until spending efficiency has
been achieved (i.e. eliminati pti ing, etc.)

i an ambitious program worth 4% of
GDP (including refineries see structural reform section). Create
an infrastructure fund (joint public-private participation)
- 2 high velocity trains
Improve infrastructures in the South
Put the New Mexico City international airport
project in standby, submit it to public consultation

[ )

Program ambitions will likely be revised down. We expect
partial implementation

Increase social spending (2% of GDP plan) and investment (to
reach 5% of GDP up from 2.6% currently)
- Increase ing on and

©

universal pension for the elderly and disabled,
scholarships for poor students.
Increase minimum wage by 11.6% annually until

2024 (until it reaches MXN 171) Likely to implement most of the measures which appeal to his

ideological base.

Structural reforms

O

Overturn the energy sector reform
AMLO has backed down, and securing a 2/3 majority to

amend a constitutional reform could prove difficult in this
case

Support the domestic oil/energy sector
- Build 2 refineries and develop the 6 existing ones in order to
stop importing fuel within three years.
Index gasoline prices to inflation (=freeze real prices) for at
least three years. This threatens tax revenues and inflation
expectations

®

Revising oil contracts is possible, and restricting foreign
investment in energy sector as well, to support PEMEX and
CFE. Yet freezing gasoline prices and building refineries
would have huge cost implications

Overturn the education reform

L~

Sources: “Anarés Manuel Ldpez Obrador: Equipo de trabajo y agendd”, Euler Hermes
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EMERGING EUROPE
HUNGARY CHECK-UP

The labor market is overheating, the wider economy not yet

Strong growth...

The economy continued to boom in Q1 2018. Real GDP grew
by +4.4% y/y, the same pace as in the previous quarter and
stronger than in 2017 as a whole (+4%). Growth in Q1 was
driven by domestic demand, notably fixed investment which
surged by +17.1% y/y, fueled by a strong absorption of EU in-
vestment funds, which we expect to continue in the coming
quarters. Consumer and public spending also rose rapidly by
+5.1% and +4.6% y/y, respectively. In contrast, external trade
activity weakened markedly on softening demand from the
Eurozone. Exports expanded by just +3.5% y/y and imports by
+3.8% in Q1, less than half the paces reached in 2017. Ad-
vanced indicators suggest that the momentum has eased
slightly but remained overall robust in Q2. In April-May, indus-
trial production growth slowed to +3.3% y/y, reflecting the
cooling external demand, while retail sales growth (+6.8%)
remained buoyant, indicating continued sound consumer
spending. Overall, we forecast +3.8% GDP growth in 2018 as a
whole.
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...but weakening currency

Despite the strong economic activity, the Hungarian forint
(HUF) has weakened markedly in the first half of 2018. The
HUF reached an all-time low of 330 per EUR at the end of
June, having lost -5.9% in value in H1, most of that in May-June
(-4.9%). This made it the second-worst performing currency in
the Emerging Europe region — only the Turkish lira lost more in
value (see Chart 1). In 2017 as a whole, the HUF had still
slightly appreciated by +0.7% against the EUR. How is the re-
cent weakening to be explained?

Fiscal stimulus should be offset by monetary tightening

The strong economic impetus since mid-2017 in particular has
been fueled in part by pro-cyclical fiscal stimulus. VAT rates on
various products were lowered while public sector wages were
raised. The latter combined with a tightening labor market
(unemployment fell to 3.9% in Q1) has pushed up overall
wage growth (+12.4% y/y in Q1) and accelerated consumer
spending. Corporate taxes were also cut which has mitigated
the impact of wage growth on corporates as well as inflation-
ary pressures until early 2018. However, the recently proposed
2019 budget proposes cuts in social contributions as well as
more hikes in public sector wages. This has raised concerns
about a further overheating of the labor market and adverse
effects for the wider economy, explaining the loss of confi-
dence in the HUF. Moreover, monetary policy has remained
very loose for now. The key policy interest rate was again kept
at 0.9% in June, even though CPl inflation rose to 2.8% y/y in
May and 3.1% in June (up from 1.9% in February).

That said, other macroeconomic fundamentals have re-
mained in check so far. Private sector credit growth has re-
mained modest at +3.3% y/y in April. The current account bal-
ance posted a solid surplus of +EUR1.4bn in the first four
months of 2018. The fiscal deficit is expected to widen as a
result of the fiscal stimulus measures but should remain well
below -3% of GDP in 2018.

Summarizing, the overheating labor market and the depreci-
ating HUF need close monitoring. However, the Central Bank
has the tools to rein in the risk of a full-blown overheating and
recent comments suggest that it is ready to tighten policy if
needed. We expect the first interest rate hike to come in early

2019, at the latest. Manfred Stamer
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MIDDLE EAST

UNDER PRESSURE

Bahrain: A large and credible support package is needed

Concerns on the rise again

At the end of June, Bahrain returned into the spotlight as yields
on its government bonds and credit default swaps surged
within a few days, putting pressure on the peg of the Bahraini
dinar (BHD) to the USD. Previously, the smallest GCC country
had come under scrutiny in November 2017 on reports that it
had asked Saudi Arabia and the UAE for financial support in
order to replenish its foreign exchange (FX) reserves and avert
a currency devaluation. The latest sell-off had no specific new
trigger. It appeared to reflect investor concerns over Bahrain’s
precarious public finances and external debt sustainability
while there was still no credible support commitment from the
richer GCC countries.

Against the backdrop of falling oil prices, the fiscal deficit
surged to around -18% of GDP in 2015-2016. With the gradual
recovery in oil prices, the shortfall moderated to -15% in 2017
and is forecast at a still large -11% in 2018 as Bahrain has the
highest fiscal breakeven oil price in the region, estimated at 95
USD/bbl (see Chart 1). External debt sustainability is threat-
ened as FX reserves fell again at the start of the year and
were estimated at just USD2.4bn in April. This is equivalent to
just one month of import cover (see Chart 2). In other terms it is
even more critical: it covers only a meagre 10% of the external
debt payments falling due in the next 12 months, much below
an adequate ratio of 100%. Adding Bahrain’s assets held in its

Chart 1 Fiscal breakeven oil price forecasts 2018 (USD/bbl)
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SWF —which amount to USD11bn (the smallest in the GCC) -
to the FX reserves, that ratio remains modest at just over 50%.

Support to come?

In the meantime, Saudi Arabiag, the UAE and Kuwait have de-
livered a firmer statement that they will provide a financial
support program. Details have to be disclosed yet, but any aid
is likely to be conditional on strict fiscal consolidation. Ulti-
mately, we expect a policy package to come as the neighbors
will want to avoid a currency devaluation in Bahrain which
could spill over to the region. We expect the program to in-
clude the introduction of a 5% VAT, which was already
planned but postponed at the start of this year, in 2019.

Impact on growth

Bahrain posted healthy growth of +3.9% in 2017 — the highest
rate in the GCC region — despite the fiscal woes. This was
thanks to a strong +4.9% expansion in the non-oil sector, which
accounts for 80% of GDP, hereby offsetting the effect of a
-0.4% decline in the oil sector. In 2018, we expect the oil sector
to grow again since oil prices are higher and the impact of
OPEC-agreed oil production cuts at the end of 2016 is fading.
On the other hand, fiscal consolidation measures will slow
down the non-oil sector in 2018-2019. As a result, we forecast
GDP growth to decelerate to +2.4% in 2018 and +2% in 2019.

Manfred Stamer

Chart 2 Bahrain - FX reserves and import cover
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FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward -looking
statements that are based on management's current views and assumptions and involve known and unknown risks and
uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such forward -
looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive situa-
tion, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets (particularly
market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including from natural ca-
tastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi)
particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates
including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of
acquisitions, including related integration issues, and reorganization measures, and (xi) general competitive factors, in
each case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more
pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for
any information required to be disclosed by law.
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