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■ A key puzzle within the recent strengthening of euro area growth is
that it came despite moderate credit dynamics, with the credit impulse
materially softer in the past 18 months than it was in 2015. Stronger
external momentum and increased corporate bond issuance explain
parts of this discrepancy but not all of it. With the divergence between
activity and credit most evident for corporates (NFCs), we delve into their
economic and financial accounts to explain the discrepancy.

■ Euro area NFCs saw their net lending position improve to all-time highs
during 2015-16, reflecting an increased financial surplus after operating
costs and investment. But this surplus has started to decline in recent
quarters as profit margins stabilised and firms started to distribute more
of their income to owners. At the current pace net lending is set to fall to
zero by early to mid 2018. This pattern is matched in the financial accounts
- euro area NFCs had increased their accumulation of financial assets, but
this has recently started to decline.

■ The use of internal resources can explain the relatively low reliance
on bank credit despite few restrictions on credit supply. Corporate
accumulation of cash and financial assets remains above historical levels,
with around 1.5pp of corporate gross value added (0.8% of GDP) room
available before firms normalise their saving behaviour.

■ This offers room for investment spending growth to continue
outperforming the bank credit impulse in the near future. Maintaining
the 4% recent real investment growth pace would require corporate
credit growth to accelerate to over 6% yoy by end 2018 if firms keep
cash saving behaviour unchanged. Incorporating the available internal
resources reduces the required credit acceleration to between 3% and
4.5%, depending on how aggressive the cash burn is.

■ Current investment growth could probably last until mid-2018 without
a more material acceleration in credit. However, we expect the credit
impulse versus growth divergence to start closing later next year - with
either investment slowing or credit generation picking up in earnest.

■ The decreased reliance on credit may help to ease concerns over the
sustainability of the recovery thereby reducing the pressure on the ECB to
tighten policy in response to the strong growth momentum. Conversely, if
credit grows even more rapidly, the ECB could be pushed to move quicker.
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Key Economic Forecasts
Figure 2: Economic Forecasts

2016 2017F 2018F 2016 2017F 2018F 2016 2017F 2018F 2016 2017F 2018F

Euroland (top-down) 1.8 2.2 2.0 0.2 1.5 1.4 3.3 3.0 2.6 -1.5 -1.3 -1.3

Germany
b 1.9 1.9 1.8 0.4 1.6 1.6 8.4 7.2 6.5 0.8 0.5 0.2

France 1.1 1.7 1.7 0.3 1.1 1.1 -0.9 -0.5 -0.6 -3.4 -3.0 -2.7

Italy
b 0.9 1.5 1.2 -0.1 1.4 1.2 2.7 2.6 2.3 -2.5 -2.3 -2.2

Spain 3.3 3.0 2.5 -0.3 2.0 1.5 1.9 1.8 1.7 -4.5 -3.4 -2.5

Netherlands 2.2 3.2 3.3 0.1 1.2 1.3 9.0 10.2 10.2 0.4 1.1 0.5

Belgium 1.5 1.9 2.0 1.8 2.2 1.7 0.1 0.0 0.5 -2.5 -2.1 -1.8

Austria 1.6 2.4 1.9 1.0 2.1 1.8 2.1 2.0 2.3 -1.6 -1.0 -0.8

Finland 1.9 2.5 1.9 0.4 0.9 1.2 -1.4 -0.5 0.0 -1.7 -0.8 -0.4

Greece 0.0 1.5 2.7 0.0 1.2 0.8 -1.1 -0.5 0.0 0.5 -2.0 -1.5

Portugal 1.5 2.6 1.7 0.6 1.4 1.4 0.9 0.4 0.4 -2.0 -1.6 -1.4

Ireland 5.1 4.5 3.7 -0.2 0.3 1.1 3.3 4.5 3.5 -0.7 0.0 0.0

Uk
h 1.8 1.6 1.0 0.6 2.6 2.7 -5.9 -3.8 -3.5 -2.6 -2.9 -2.6

Sweden 3.1 2.7 2.4 1.0 1.6 1.8 4.5 4.8 4.8 1.9 0.7 0.7

Denmark 1.7 1.6 1.8 0.2 1.2 1.4 7.3 7.5 7.3 -1.2 -1.2 -0.7

Norway 1.0 1.3 1.9 3.6 2.0 2.0 3.9 6.1 6.4 3.0 3.6 3.8

Switzerland 1.4 1.5 1.9 -0.4 0.3 0.3 9.8 11.2 11.0 0.3 0.5 0.5

Poland 2.7 4.3 3.4 -0.6 1.9 2.0 -0.3 -1.0 -1.1 -2.5 -2.6 -2.9

Hungary 2.0 3.8 3.5 0.4 2.3 2.6 6.1 3.1 2.5 -1.8 -2.3 -2.4

Czech Republic 2.5 3.8 3.0 0.7 2.5 2.2 1.1 1.3 1.0 0.7 0.3 0.0

US 1.5 2.2 2.6 1.3 2.1 2.1 -2.4 -2.9 -3.2 -3.1 -3.6 -2.8

China 6.7 6.8 6.3 2.0 1.7 2.7 1.8 1.2 1.1 -3.8 -4.0 -4.0

Japan 1.0 1.6 1.0 -0.1 0.3 0.4 3.7 4.2 4.7 -3.5 -3.5 -3.0

Advanced Economies 1.6 2.1 2.1 0.7 1.7 1.7

Emerging Markets 4.3 4.8 4.9 4.4 3.8 4.3

World
e 3.2 3.7 3.8 2.9 2.9 3.2

Real GDP % growth
b

CPI % growth
c

Current a/c % GDP
d Fiscal balance % GDP

Source: National statistics, national central banks, Haver Analytics LP, Deutsche Bank forecasts

Figure 3: Forecasts: Euroland GDP growth by components and central bank rates
Euroland, % qoq Q1 16 Q2 16 Q3 16 Q4 16 Q1 17 Q2 17F Q3 17F Q4 17F 2016 2017F 2018F

GDP 0.5 0.3 0.4 0.6 0.6 0.7 0.6 0.5 1.8 2.2 2.0

Private Consumption 0.7 0.3 0.4 0.5 0.4 0.5 0.5 0.5 2.0 1.8 1.9

Gov. Consumption 0.8 0.3 0.2 0.4 0.2 0.5 0.2 0.2 1.7 1.2 0.9

Investment 0.3 2.7 0.1 1.5 -0.2 2.0 1.0 0.9 4.5 2.7 3.1

Stocks (contribution) -0.1 -0.1 0.1 0.1 -0.1 0.0 0.0 0.0 -0.1 0.2 0.0

Exports 0.5 1.1 0.6 1.5 1.3 0.9 1.1 1.0 3.3 4.8 4.2

Imports 0.5 1.9 0.5 1.9 0.4 1.5 1.2 1.1 4.7 4.7 4.3

Net Trade (contribution) 0.0 -0.3 0.1 -0.1 0.4 -0.2 0.0 0.0 -0.5 0.2 0.1

HICP inflation, % yoy 0.0 -0.1 0.3 0.7 1.8 1.5 1.4 1.4 0.2 1.5 1.4

Core inflation, % yoy 1.0 0.8 0.8 0.8 0.8 1.1 1.2 1.2 0.9 1.1 1.4

EMU4 GDP, % qoq

Germany 0.6 0.5 0.3 0.4 0.9 0.6 0.8 0.5 1.9 1.9 1.8

France 0.6 -0.1 0.1 0.6 0.5 0.6 0.5 0.4 1.1 1.7 1.7

Italy 0.3 0.1 0.2 0.4 0.5 0.3 0.5 0.3 0.9 1.5 1.2

Spain 0.7 0.8 0.7 0.7 0.8 0.9 0.8 0.6 3.3 3.0 2.5

Central Bank Rates (eop)

ECB refi rate 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

BoE bank rate 0.50 0.50 0.25 0.25 0.25 0.25 0.25 0.50

US Fed funds target rate 0.375 0.375 0.375 0.625 0.875 1.125 1.125 1.375

PBOC 1Y deposit rate 1.50 1.50 1.50 1.50 1.50 1.50 1.50 1.50

BoJ O/N call rate
f -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10 -0.10

Source: National statistics, national central banks, Haver Analytics LP, Deutsche Bank forecasts.

(a) Euro Area and the Big 4 forecasts are as of 24/11/2017. All smaller euro area country forecasts are as of 25/09/2017. Blue figures signal upward revisions. Blue, underlined figures signal downward revisions. (b)
Annual German GDP are not adjusted for working days). (c) HICP figures for euro-area countries/UK (d) Current account figures for euro area countries include intra regional transactions. (e) The regional aggregates
have been calculated based on the IMF weights released in October 2017. All aggregates are excluding Venezuela. (f) Since Feb-2016, Bank of Japan introduced a negative interest rate (interest rate on bank reserves)
and the overnight call rate is no longer the policy rate for Japan. (g) Denmark fiscal balance % GDP forecasts are EC forecasts. (h) Financial year forecast for fiscal balance.
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Solving the eurozone
growth-credit puzzle
Discrepancy between credit dynamics and growth

Figure 4: GDP growth has
accelerated while credit dynamics
moderated
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One of the aspects of the pickup in the euro area recovery over the past twelve
months has been that it has come despite moderate bank credit dynamics. GDP
growth and the credit impulse visibly and materially diverged since early-to-mid
2016 (Figure 4). We have highlighted at least two drivers of this discrepancy in
our research.

First, external demand. Between Q2 2016 and Q2 2017 GDP growth accelerated
from 1.8% yoy to 2.3% yoy; by contrast private domestic demand growth
decelerated, down from 2.9% to 2.2% yoy with its contribution to GDP growth
declining from 2.2pp to 1.6pp and the pick up in GDP coming due to net exports
(net trade contribution went from -0.8pp to +0.2pp). When comparing to private
domestic demand growth, the current divergence relative to the credit impulse is
less exterme, although we do see a greater gap in 2016.

Figure 5: GDP growth acceleration externally driven Figure 6: Increased corporate bonds issuance providing
a boost from mid-2016
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Source: ECB, Eurostat, Haver Analytics LP, Deutsche Bank

Second, corporate bond issuance can explain some of the 2016 gap. The version
of the credit impulse including bonds averaged 1.6pp between Q2 2016 and
Q1 2017 (corresponding to the start of corporate bond QE in June 2016). The
bank-only credit impulse was 0.8pp during this period. This difference represents
around 0.5pp of annual private DD growth based on the historical regression
between the two. This explains almost half the gap between the bank-only credit
impulse and private domestic demand growth during this period (Figures 7 and
8).1

1 Private DD growth was on average 2.6% yoy during this period versus whereas the signal from the
bank only credit impulse was consistent with 1.4% private DD growth.

Deutsche Bank AG/London Page 3
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While external growth and corporate bond issuance are contributing factors,
they do not fully explain the current divergence. Other factors are at play.
The underperformance of the domestic growth relative to the credit impulse in
2012-13 is likely to have been linked to the sharp fiscal consolidation undertaken
at the time. But the fiscal stance is neutral to slightly expansive currently.

Figure 7: Private domestic demand growth outpacing
credit impulse since early 2016

Figure 8: But the 2016 gap is smaller once we include
corporate bonds
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To better understand the growth-credit discrepancy, we need to delve into the
sectoral and financial side of the recovery - if credit isn't funding the recovery,
what is? Note that the recent relatively subdued credit dynamics have come
mostly on the corporate side of the economy. Corporate credit growth, which
in the euro area tends to be more cyclical than the household equivalent,
had improved sharply in 2014 and 2015 but since early 2016 the pace of this
improvement has moderated(Figure 9). This deceleration in the corporate credit
impulse (Figure 10) corresponds to the start of the recent divergence between
credit and economic activity data. In the rest of this note we thus focus on the
corporate sector and the factors driving its financial position.

Page 4 Deutsche Bank AG/London
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Figure 9: Pick up in credit growth slowed since early
2016 mostly due to corporate lending

Figure 10: Corporate credit impulse underperforming
relative to investment growth
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If not through credit, how is the recovery being funded?

The credit dynamics may not adequately explain the current growth momentum
but for an increase in economic activity, we should still see a corresponding shift
on the financing side of the corporate sector.

If not credit, the financing of investment must still have a source. This could come
from:

■ Increased profitability. This would fund a higher level of investment
without changing borrowing/saving decisions.

■ External funding. Using other forms of external financing than bank
loans. As we discussed above, increased corporate bond issuance is a
contributing factor but it does not fully explain the recent divergence.
But there are also other forms of lending including inter-company, cross
border and other non-bank lending. Firms could also use equity issuance
to raise funds.

■ Using existing internal funds. As corporate confidence improves, firms
have less incentive to hold on to cash for precautionary reasons, and
more reason to use it for investment, more so if the stronger growth
outlook corresponds to a view of better investment opportunities (higher
returns on investment).

We can assess whether these factors are at play by analysing the integrated
economic and financial accounts of the euro area’s corporate sector.

Deutsche Bank AG/London Page 5
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What has happened to corporate net lending?

Whether the NFC sector is operating with a financial surplus or deficit determines
whether corporates record a net lending or a net borrowing position. The net
lending/borrowing position of the NFC sector then corresponds to the combined
changes in companies’ accumulation of internal and external resources.

Figure 11: Euro area corporates in a
net lending position but it's starting
to decline
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Source: European Commission, Haver Analytics LP, Deutsche Bank

The euro area corporate sector was a net borrower for much of the pre-2008
period, turning to a net lending position after the Great Recession as availability of
external funding (credit) to fund a net borrowing position dried up – the rebound
in net lending closely following the GFC fall in the credit impulse (Figure 18). The
net lending position of corporates similarly improved during the euro crisis and,
unlike previous recoveries, continued to drift a little higher during 2015-16. But the
most recent data, since mid-2016, has seen a marked downward trend emerging.

Looking across countries and across countries, among the big four Germany is
seeing a decline in the net lending position of its corporate sector; interestingly
the net lending position actually increased in Italy. There have also been declines
among most of the smaller economies.2

Figure 12: Recent net lending decline most visible in
Germany...

Figure 13: ...and possibly Spain
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The income drivers of net lending

Looking at the integrated economic account of the euro area non-financial
corporate sector allows us to see the drivers in net lending from an income
statement perspective.

We start by looking at the gross operating surplus (GOS), which measures top line
profitability - the portion of gross value added that is not paid out as compensation
of employees or taxes on production. GOS growth is cyclical - typically outpacing

2 Assessing the rise in Italy requires further analysis but it could be another sign of reduced (relative
to recent history) near-term vulnerability posed by macroeconomic imbalances in Italy. Meanwhile,
the decline in the smaller countries includes a sharp fall in Ireland. With the international distortions
there, this highlights the need to be cautious when interpreting some of the national accounts data.

Page 6 Deutsche Bank AG/London
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gross value added growth during the expansion phase and underperforming
during slowdown and recession with GOS as a percentage of gross value added
being highly cyclical. However, while the share of gross operating surplus in value
added increased steadily in the early years of the current recovery, it has remained
broadly stable in 2016 and H1 2017 (Figure 15).

Figure 14: Profitability more cyclical than economic
growth

Figure 15: But gross operating surplus share has flat-
lined after increasing during 2013-15
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Source: European Commission, Haver Analytics LP, Deutsche Bank

Starting with GOS as a measure of top line profitability, we can break down the
income drivers of NFC net lending. We focus on the drivers during two periods -
the increase in the net lending position between late 2014 and mid-2016 as the
first period, and the latest period that has a reversal of net lending (since Q3 2016)
as the second period. Figures 16 and 17present the contributions of the different
factors to the change in the net lending position across the two periods.

As per the below charts, headline profitability was a positive factor during 2014-16
but flat since. The increase in net lending was also boosted by lower net interest
costs and a decline in net distributed income3. In effect, firms were saving their
increased post-interest profits rather than paying them out to owners. However,
this pattern has began to turn around in the most recent period. By contrast,
increases in investment spending have made a broadly consistent moderate
negative contribution to the net lending position across the two periods4.

The broad message from this analysis is that firms are becoming more willing
to spend their improved profitability (both on investment and also on distributing
their earnings).

3 We look at distributed income (dividends) in net terms - the income paid out by companies minus
non-interest property income received. This has been broadly flat in nominal terms in recent years but
as the economy has grown, distributed income has declined in percentage of GVA terms.

4 The has been a slight pick up in the GCF contribution due to GVA growth slowing a little since late
2015, while GFC growth has remained broadly unchanged.

Deutsche Bank AG/London Page 7
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Figure 16: Net lending increase during 2015-16 driven
by top line profitability and lower payouts

Figure 17: These tailwinds have waned recently resulting
in net lending decline
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Source: European Commission, Haver Analytics LP, Deutsche Bank Here and in most of the charts below
we look at things in percentrage of corporate gross value added (GVA) terms. Corporate GVA accounts
for 53% of GDP in the euro area.

Source: European Commission, Haver Analytics LP, Deutsche Bank

How long can a decline in corporate net lending persist?

Figure 18: Net lending and credit
impulse have seen opposing moves
recently
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Source: European Commission, Haver Analytics LP, Deutsche Bank
Note that the credit impulse is a ‘second derivative’ measure –
looking at the change in the flow of credit. With net lending being a
flows measure, we need to look at the change in net lending to get
a measure that corresponds to the credit impulse.

A key question is how long can the current decline in corporate net lending
continue? Looking at the 4 quarter moving average, corporate net lending has
declined by c. 1.7pp per over the three quarters to Q2 2017, so an average decline
of 0.6pp per quarter. The decline is slightly faster if we take the volatile seasonally
adjusted version of the series. To return to a zero net lending position would take
2-3 quarters at this pace - some time in early 2018.

However, zero net lending may not be the most relevant normalisation measure,
especially considering that countries like France are already running a net
borrowing position. Alternatively, we could consider only the euro area countries
that ran a net lending position at the time of the aggregate peak in 2016. The
only medium-to-large sized countries that were net borrowers were France and
Portugal with a cumulative EUR 50bn net deficit. Excluding these two economies,
gives a slightly larger aggregate net lending position (3.1% four quarter moving
average) with a similar pace of decline in recent quarters. It would thus take close
to 4 quarters from Q2 2017 to get back down to zero net lending.

However, this projection does not fully answer the question of whether declines
in net lending can occur without increased reliance in credit. Historically changes
in corporate net lending position have matched the corporate bank credit impulse
quite closely (Figure 18). However, the two have largely diverged recently - the
start of this corresponds to the countercyclical rise in net lending since late 2014.

This link between the two is natural as net lending should be equal to the sum of
(i) net debt borrowing (ii) net acquisition of financial assets and (iii) net incurrence
of other financial liabilities. In a bank based economy, bank credit should account
for the bulk of part (i). To judge how much room there is to see a decline in net
lending without an acceleration of credit growth, we thus need to look at the
financial counterparts of the net lending position.

Page 8 Deutsche Bank AG/London
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From national accounts to financial accounts

So far we have looked at the net lending position of euro area corporates from
the economic activity perspective – the route from value added to profits to gross
saving to the net lending/borrowing position.

This bottom line in the sectoral income statement will have a corresponding
entry in the financial accounts. In the case on net lending this is the net
financial transactions item. As we can see in Figure 20 net corporate lending
from Eurostat’s integrated economic accounts closely matches the net financial
transactions from the financial accounts. In theory, the two should match exactly.
In practice, due to the difference in sources, a statistical discrepancy appears
resulting in short-term divergences.

Decomposing financial transaction flows
Still, we can better understand the net lending dynamics delving into the
constituents of net financial transactions in the national financial accounts. We
use the same periods as we did in the income-side decomposition of net lending
above – the period of rising net lending during end-2014 – mid-2016 and the
period of its recent decline since Q3 2016. Net lending of euro area corporates
increased by 1.7pp of GVA in the first period but fell by an equivalent amount
in the latter. For net financial transaction flows, the initial increase was slightly
larger and the latest decline slightly smaller (Figure 20).

When looking at the composition of these changes in financial net worth,
acquisition of financial assets had accelerated during 2015/16; incurrence of
financial liabilities also accelerated but not as much. Interestingly, incurrence of
debt has actually decelerated according to the financial accounts - while there
were increased flows of bond liabilities, loans had a negative effect, which is
at odds with the gradual acceleration of bank credit growth. We look at this
discrepancy in Appendix A.

Figure 19: The financial constituents of the change in net lending

Change in the flow of: Net lending 

Net financial 

transcations

pp of GVA

Acquistion of 

fin assets

of which 

cash

Incurrence of 

debt^

Incurrence of 

other liabilities

Q4 2014 - Q3 2016 1.7 2.3 5.5 2.5 -0.6 3.9

Q3 2016 - Q2 2017 -1.7 -0.7 -0.9 -0.1 -0.2 0.0

For reference:

Q4 2014 level 2.2 1.2 6.7 0.7 2.2 3.3

Q3 2016 level 3.9 3.5 12.2 3.1 1.5 7.2

Q2 2017 level 2.2 2.8 11.3 3.0 1.4 7.2

Decomposing the change in net fin transactions

Source: European Commission, Haver Analytics LP, Deutsche Bank ^We measure debt as bond liabilities plus loan liabilities minus loan assets.
As we discuss in Appendix A it is net loans (liabilities minus assets) that most closely matches bank credit data from the ECB.

In the latest period since Q3 2016, euro companies have started to reduce the
pace of acquisition of financial assets. Note, however, that the acquisition of
cash has remained broadly stable. Looking at Figure 21, we can see that the
accumulation of cash and deposits, which picked up during 2015 - largely in line
with the overall pick up in net financial transactions - has remained broadly stable
since at around 3% of gross value added.  
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Figure 20: Close but not perfect match between income
side and financial side of national accounts

Figure 21: 2014-15 acceleration in corporate financial
wealth largely explained by cash

-10

-8

-6

-4

-2

0

2

4

6

2000 2002 2004 2006 2008 2010 2012 2014 2016

Net lending

Net financial transactions

Euro area
4q rolling flow, %

of corp. GVA

-10

-8

-6

-4

-2

0

2

4

6

2000 2002 2004 2006 2008 2010 2012 2014 2016

Net financial transactions

Acquisiton of cash & deposits

Euro area
4q rolling flow, %

of corp. GVA

Source: European Commission, Haver Analytics LP, Deutsche Bank Source: European Commission, Haver Analytics LP, Deutsche Bank

It can be difficult to draw precise conclusions from the breakdown of the change
in financial net worth5 but the pattern of an increased accumulation of cash and
financial assets appears to be a clear one. This raises the question - how much
can corporates further fund the recovery by using these resources for investment
without having to rely on credit?

How much room is there within internal resources to fund
the recovery?

For this we need to come up with an estimate of how elevated coprorates'
accumulation of cash and financial assets is. Looking at the financial accounts
of the NFC sector we consider two series - the first is the change in cash and
deposits above and the second is a measure of overall accumulation of financial
net worth, excluding debt6.

Outside of the 2006 to early 2008 period - which corresponds to the peak of the
credit bubble and also an M&A boom - the changes in the two series tend to
follow closely. Excluding this boom period, euro area corporates increased their
cash reserves on average by 1.5-2% of gross value added and overall financial
reserves by 2.5% of GVA (Figure 22). The latest accumulation is somewhat higher
at 3% and just over 4% respectively, suggesting that there is room for around
a 1.5pp of GVA boost from corporates normalising their saving behaviour. This
equates to EUR 90bn of annual spending, or around 0.8% of GDP.

Note that this is only a reduction in the pace of saving not an outright dissaving
by corporates. One could argue that there is room for firms to reduce their stock
of cash - the corporate cash pile is at historic highs relative to the size of the
economy (Figure 23). However, we have never seen a net aggregate reduction
in the size of corporate cash reserves and the increase has not been unique to

5 Here we are looking at quite short periods, which limits the conclusion we can make given that the
data can be volatile and is potentially prone to revisions with changes in financial net worth not exactly
matching the net lending data. There can also be offsetting changes in assets and liabilities on the
financial accounts which are hard to disentangle.

6 We calculate this as the net financial transactions excluding net loans and bond liabilities.
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the euro area. We would see a reduction in the pace of cash accumulation to the
trough in 2014, at around 0.5pp of GVA, as a likely upper limit. Such a reduction
worth 2.5pp of GVA would be equivalent to bringing net financial transactions and
net lending of the corporate sector to around zero and would equate to spending
room of 1.3% of GDP.

Figure 22: Corporate accumulation
of cash and financial assets at
elevated levels
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Figure 23: Corporate cash holdings
have increase over time
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What does this mean for the credit impulse in 2018?

Although the corporate credit impulse rebounded in Q3 2017 after unusually weak
loan flows in Q2, it remains below its historic relationship with economic activity.
Real investment (GCF) has grown by around 4% yoy in recent quarters and recent
surveys continue point to stellar growth by European standards. So, taking what
we have learned so far in this note, what sort of credit dynamics do we need to
support continuation of the investment momentum? We consider three scenarios
- one where growth is driven purely by bank credit and two where corporates
make greater use of internal resources.

Taking the first scenario, based on the historical relationship between investment
growth and the corporate credit impulse, investment growth of 4% yoy would be
consistent with a corporate credit impulse of 1.2pp of GDP. Such a credit impulse
would imply corporate credit growth accelerating from 2.5% yoy currently to
around 6% yoy by the end of 2018 (top dotted line in Figure 25). This represents a
more than doubling of monthly bank loan flows to NFCs from EUR 9bn per month
in 2017 to date to EUR 23bn a month on average in 2018. While it would still leave
credit growth well below the pre-GFC peak of 15%, such an acceleration could
certainly raise questions over the sustainability of the recovery.

If we incorporate the available dissaving room, the required acceleration in
credit growth becomes more moderate. In the second scenario, we assume
that the entirety of the 0.8pp of GDP dissaving boost we calculated earlier is
directed towards investment. This would be enough to fund around 2.5% annual
investment growth until end-2018, more than half of the current 4% pace7.
The remaining 1.5% growth would need to be funded from credit, requiring a
corporate credit impulse that is only marginally above the 0.2pp of GDP seen over
the past year (red line in Figure 26), equivalent to average monthly corporate loans
flows of EUR 11bn a month in 2018 with corporate credit growth up to between
3% and 3.5% by end-2018.

However, assuming that the entirety of current excess cash saving is directed into
investment is likely too aggressive. In the third scenario, we use the historical
elasticity of 0.6 between the corporate credit impulse and the investment impulse
- this implies that 60% of additional resources are used for investment. Using
this for our cash boost is effectively equivalent to needing a credit impulse 0.8pp
lower than in the first scenario (1.2pp) for four quarters8. Thus maintaining 4%
investment growth until end-2018 would require NFC credit growth to accelerate
to around 4.5% by end-2018, with average monthly loan flows of EUR 13bn. Much
of the credit acceleration would come later in 2018 (monthly flows from EUR 10bn

7 0.8pp of GDP investment impulse is equivalent to 3.8% investment growth. Spread over over H2 2017
and 2018 (recall that our net lending data was up to Q2 2017) gives a 2.5% annualised boost.

8 Such timing would be consistent with our assessment earlier that the current decline in net lending
could persist for up to around four quarters.
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in early 2018 to EUR 17bn by the end of the year), as the dissaving boost wanes.
Alternatively, if there is room for a more persistent reduction in cash accumulation
that can persist until the end of 20189 it would give a credit growth trend similar
to the second aggressive scenario above. 

Figure 24: Internal resources could allow for continued
strong growth into 2018 despite a muted corporate
credit impulse

Figure 25: This would require a pick up in corporate
credit growth towards 4% by end-2018

-8

-6

-4

-2

0

2

4

-8

-6

-4

-2

0

2

4

2004 2006 2008 2010 2012 2014 2016 2018

Credit financing only

With cash burn (standard)

With cash burn (aggressive)

Corporate credit impulse required to 

maintain 4% real investment growth in 

pp of 

GDP

pp of 

GDP

-4

-2

0

2

4

6

8

10

12

14

16

-4

-2

0

2

4

6

8

10

12

14

16

2004 2006 2008 2010 2012 2014 2016 2018

Credit financing only

With cash burn (standard)

With cash burn (aggressive)

Implied  corporate credit growth to maintain 

4% real investment growth in 2018
% 

yoy

% 

yoy

Source: Deutsche Bank, ECB, Eurostat, Haver Analytics Source: Deutsche Bank, ECB, Haver Analytics

Conclusion

Our analysis above suggests that there is some room for euro area corporates
to use their internal resources/financial assets to continue funding an investment
recovery without having to increase their reliance on bank credit. This means
that the current discrepancy between the moderate credit dynamics and strong
growth could continue probably until around mid-2018 with corporate credit
growth needing to accelerate only moderately by the end of 2018, although a little
more than it has done in the past twelve months.

There is considerable uncertainty in this judgement – we are looking at new trends
in quarterly data that are prone to revisions and it is difficult to predict at what
point the preference of using internal resources will switch back to further reliance
on credit growth. In this case the credit impulse-growth gap could close sooner;
we struggle to see it continuing beyond H2 2018.

In any case, following the net lending picture and the flows in the sector financial
accounts gives us an additional tool in our framework of analysing the financing
side of economic activity in the euro area. Similar analysis of the household side
of the economy could allow us to better understand the drivers of household
finances and consumption but we leave this for future research.

The ability to use internal resources gives room to support well above trend
growth with only moderate reliance on accelerating corporate credit growth may
also reduce the pressure on the ECB to move towards tighter policy more quickly

9 This is equivalent to the 1.3pp upper limit of the dissaving boost at the end of the "How much room
is there within internal resources to fund the recovery section?"
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as there are less concerns over the sustainability of the recovery. However, given
that we see the benefits of cash burn running out in 2018, this effect is likely to
have worn off by the time the ECB starts thinking about raising rates in 2019.
Conversely, if credit grows even more rapidly, the ECB could be pushed to move
quicker.

Appendix A: National accounts versus ECB loan data

Using the national accounts to explain divergences relative to the credit data from
the ECB requires the two data sets to be comparable. The financial accounts
contain data on transactions in loan liabilities and loan assets by euro area
corporates. Using the difference between liabilities and assets as a proxy for the
change in net loans gives a close historical match to the MFI credit growth data
from the ECB (Figure 26) although with increased differences since 2014.

This suggests that non-bank forms of lending may have played an increase role.
We can see a similar result when looking at only the loan liabilities series in
financial accounts, but with a consistent outpacing of bank credit growth (Figure
27). The reason to look at this is that the 'loan assets' entry should mostly
correspond to inter-company loans. We don't have an exact measure for the latter
but the 'other capital' entry in the direct investment portion of the balance of
payments corresponds mostly to inter-company lending. The trend in this largely
matches that of the 'loan assets' entry in the sectoral accounts although the
relationship is by no means perfect (Figure 28). If we replace the 'loan assets'
series with the FDI proxy for inter-company lending when calculating the net loan
growth trend, we get a series whose improvement since 2013 is more gradual
(Figure 29) - similar to that in bank credit growth, although with more volatility
between the two. It appears that inter-company lending play a significant role in
the recent divergence between the two but probably does not fully explain it. It
could be that future revisions to national accounts reduce the discrepancy relative
to bank credit growth but looking at other forms of non-bank lending is an area
where we can further deepen our analysis of euro area credit dynamics in the
future.

Figure 26: Net loan growth from financial accounts
closely matched MFI loans until 2014

Figure 27: Sudden jump in 2014 more visible when
looking at loan liabilities only
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Figure 28: Loan assets from national accounts are
related to inter-company lending

Figure 29: Adjusting for inter-company loan proxy,
the timing of the trends match better but with more
volatility
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Central Banks & Financial Forecasts

Euro Area

Figure 30: Central Banks & Financial
Forecasts
Euro Area Latest Dec-17 Mar-18 Jun-18

Refi rate 0.00 0.00 0.00 0.00

Deposit rate -0.40 -0.40 -0.40 -0.40

3m Euribor -0.33 -0.30 -0.30 -0.30

10Y govt bond 0..35 0.55 0.65 0.70

EUR/USD 1.19 1.17 1.17 1.17

Bank rate 0.50 0.50 0.50 0.50

3m Libor 0.52 0.55 0.55 0.55

10Y govt bond 1.25 1.45 1.60 1.70

GBP/USD 1.32 1.34 1.28 1.28

EUR/GBP 0.89 0.87 0.91 0.91

Switzerland

3m Libor Tgt -0.75 -0.75 -0.75 -0.75

EUR/CHF 1.16 1.17 1.18 1.20

Sweden

Repo rate -0.50 -0.50 -0.50 -0.50

EUR/SEK 9.83 9.50 9.15 9.00

Norway

Deposit rate 0.50 0.50 0.50 0.50

EUR/NOK 9.64 9.40 9.30 9.20

Denmark

Lending rate 0.05 0.05 0.05 0.05

EUR/DKK 7.44 7.46

Poland

2w repo rate 1.50 1.50 1.50 1.50

EUR/PLN 4.22 4.20 4.14 4.07

Hungary

3m Bubor 0.03 0.03 0.03 0.05

EUR/HUF 312.40 310.00 312.50 315.00

Czech Rep.

Repo rate 0.50 0.50 0.50 0.75

EUR/CZK 25.5 25.4 25.3 25.2

Memo

Japan

Bank res. rate -0.10 -0.10 -0.10 -0.10

3m Tibor 0.06 0.05 0.05 0.05

10Y govt bond 0.03 0.00 0.00 0.00

USD/JPY 111.5 116.0 117.0 118.0

Fed Funds Tgt 1.125 1.375 1.375 1.625

3m Libor 1.46 1.58 1.58 1.83

10Y govt bond 2.33 2.62 2.69 2.75

Source: Deutsche Bank, Bloomberg Finance LP, National Central
Banks. “Latest” data updated as of close 23 November, 2017.

If the intention was a non-event, the ECB got what it wanted on 26 October – exit
with minimal disruption to financial conditions. It will likely be mid-2018 before
the ECB actively discusses changing the policy stance again. In the meantime
watch growth and inflation. The former is strong and consensus expectations
continue to rise. The latter is less convinced, but we are increasingly confident
the corner has been turned.

UK

The BOE needs clarity on a Brexit transitional deal to take a second step on
monetary exit. A second hike is a risk but we are more pessimistic on growth and
see rates staying unchanged in 2018.

Switzerland

Despite a reversal of safe haven flows and CHF depreciation as the euro area
recovers, we do not expect the SNB to change its exceptionally loose policy stance
before H2 2018.

Sweden

The Riksbank says not to expect a policy rate hike until mid-18 and the market is
pricing it in H2-18. The focus at the moment is the tolerance for FX appreciation.

Norway

No changes are expected for a while with Norges Bank’s formal projection
implying tightening only in mid-2019; the risk is it happens sooner.

Poland

The NBP retains its watchful approach with a bias for a neutral stance. We expect
the Bank to keep its rates on hold well into 2018.

Hungary

The NBH retains its ultra-dovish stance. While official policy rate looks set to
remain unchanged, further unorthodox easing is still likely.

Czech Republic

The CNB maintains its tightening bias and looks set to raise policy rates gradually
to avoid undue appreciation pressure on CZK.
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registered credit rating agencies in Japan unless Japan or "Nippon" is specifically designated in the name of the entity.
Reports on Japanese listed companies not written by analysts of DSI are written by Deutsche Bank Group's analysts with
the coverage companies specified by DSI. Some of the foreign securities stated on this report are not disclosed according
to the Financial Instruments and Exchange Law of Japan. Target prices set by Deutsche Bank's equity analysts are based
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?
?
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independently evaluate investment risks and are solely responsible for their investment decisions. Deutsche Bank research
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Deutsche Bank AG/London Page 19

https://www.db.com/ir/en/annual-reports.htm


24 November 2017

Focus Europe Special

construed as a recommendation to trade in such securities/instruments. Deutsche Securities Asia Limited, Taipei Branch
may not execute transactions for clients in these securities/instruments.
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Qatar: Deutsche Bank AG in the Qatar Financial Centre (registered no. 00032) is regulated by the Qatar Financial Centre
Regulatory Authority. Deutsche Bank AG - QFC Branch may undertake only the financial services activities that fall within
the scope of its existing QFCRA license. Its principal place of business in the QFC: Qatar Financial Centre, Tower, West
Bay, Level 5, PO Box 14928, Doha, Qatar. This information has been distributed by Deutsche Bank AG. Related financial
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Capital Market Authority. Deutsche Securities Saudi Arabia may undertake only the financial services activities that fall
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International Financial Centre, The Gate Village, Building 5, PO Box 504902, Dubai, U.A.E. This information has been
distributed by Deutsche Bank AG. Related financial products or services are available only to Professional Clients, as
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?
Australia: Retail clients should obtain a copy of a Product Disclosure Statement (PDS) relating to any financial product
referred to in this report and consider the PDS before making any decision about whether to acquire the product.
Please refer to Australia-specific research disclosures and related information at https://australia.db.com/australia/content/
research-information.html
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?
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?
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request. This report may not be reproduced, distributed or published without Deutsche Bank's prior written consent.
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