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Take-Aways
	Expanding economic activity in Europe, mainly in the developed countries, slowed its pace in the first six months of 2018.
	External factors – the impacts of US-imposed tariffs, rising fuel and commodity prices, and slowing demand for European exports – are acting as a drag on forward momentum.
	The outlook for still positive though slowing domestic growth gives European economies room to enact measures to help them weather the next recession.
	Labor and product market reforms can improve output and national competitiveness.
	Macroprudential policy should target risks to financial stability that include nonperforming bank loans and rising corporate indebtedness.


Recommendation
The pace of growth in Europe’s advanced economies decelerated in 2018, a trend expected to continue into 2019, according to this detailed IMF analysis intended for economists and policy experts. A more hostile trade environment, the prospect of a failed Brexit deal, costlier energy, more volatile emerging markets and slowing global demand are some of the headwinds the region is battling. Against this backdrop of lower but still solid economic activity, the IMF advises that the time is right for officials to take measures to shore up their economic defenses.

Summary
Expanding domestic economic activity in Europe, mainly in the developed countries, slowed its pace in the first six months of 2018. Future-looking indicators show growth decelerating from 2.8% in 2017 to 2.3% in 2018 and 1.9% in 2019. External factors are acting as a drag on forward momentum: The impacts of US-imposed tariffs on aluminum and steel, though initially muted, could become significant. Rising fuel and commodity prices have boosted inflation and reduced disposable incomes. Demand for European exports has leveled off. The business cycle has passed its apex, with production at capacity and labor markets tightening.
“Economic activity continued to expand in the first half of 2018, albeit at a slower-than-expected pace, mainly in advanced Europe. Domestic demand, supported by stronger employment and wages, remains the main engine of growth.”

The outlook for still positive, though slowing, domestic growth gives European economies room to enact measures to help them weather the next recession. In the euro area, such efforts should include the establishment of a common fiscal facility supporting macroeconomic stability, the completion of banking and capital markets unions, and agreements for low trade barriers with the post-Brexit United Kingdom. Policy makers in more vulnerable economies, like that of Italy, need to reduce fiscal deficits and public debt burdens, whereas those in stronger economies, such as in Germany and the Netherlands, need greater public investment to boost growth. Accordingly, monetary policy should allow inflation to attain established targets. 
“Policy makers should continue to focus on structural reforms and rebuilding policy buffers to prepare for the next downturn.”

The combination of greater capacity constraints and weaker productivity growth should compel officials to promote higher labor force participation. Labor and product market reforms can help improve output and national competitiveness. Macroprudential policy should target risks to financial stability that include nonperforming bank loans and rising corporate indebtedness. These policies in Europe have increased financial resilience by reducing the volume of high-risk mortgages, though these programs’ efficacy is yet unclear. Additionally, the question remains as to what extent countries should rely exclusively on macroprudential policies or supplement them with reinforcing measures such as planning restrictions, mortgage interest deductibility and real-estate tax incentives. Ongoing experiments in Hungary, the Netherlands, and Sweden will yield evidence for fuller evaluations in the future.
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